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Yo ur kind invitation to meet today with the Kansas City 

Fina nc i a l Analysts was welcome, inde ed. As you know, we at t he 

Kan sas City Fed do appreciate opportuni ti e s to di scuss issues 

which concern both the Fe de r al Rese r ve a nd pe opl e in the 

fi nanc i al c ommuni ty. 

Foc us ing a ga in on economic i s sue s is in some sense a r e l ief 

af t~r severa l mo nths of hea ted polit ica l e xcha nges l e adi ng up to 

the na ti ona l election l ast wee k . Ju s t between you a nd me, I'm 

not s ure why a nyo ne wou l d wan t t o be pr e si dent of th e un it ed 

Sta t es. It's a j ob wi th no chance f o r promotion ..• and they ev e n 

make yo u l i ve in compa ny housing! 

But unlike th e pol it ica l a udiences of r ecent months , who 

l oo ked for r he t or ical firewor ks , au diences of f inanc ial a nalysts 

e xpect cent r al banker s t o deal soberly with the mo r e weighty 

economi c issues of the day. I n t hi s conne ction, I' ve heard i t 

said that central bankers are like Puritans. They have a 

haunting fear that someone, someplace, may be happy . 

I promise to stay in character today . My message includes a 

view that the nation's economy is in relatively good shape now, 

but t hat there are fundamenta l problems that demand the at tention 

of policymakers . HOW those problems are addressed will, in l a r ge 

measu r e, determine the nati on's econom i c future . 

Let's look firs t a t the cur rent situation. As you kn ow, 

t his month mark s t he s e co nd a nni ver sa ry of t he econom i c e xpans i on 

which bega n in November 1982 . As you also know, th is e xpa ns io n 
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has bee n outstanding in ma ny respects. Spurr ed ini ti ally by a 

dro p in the rate of inflation, a nd then urged on by the decline 

in short-term interest rates that began in 1982, economic growth 

was r emarka bly st r ong in 19 83 an d th rough the first half of th i s 

year. As it has tur ne d out, 1983 and 1984 has been the strongest 

peri od of u.s. econom ic gr owth in near ly four de ca des. 

All in al l, the past two years of eco nom i c growth have 

provi ded c ompelling evidence of our economy's breadth an d power. 

In pa rt icular, we ca n t ak e pri de that our economy has alr eady 
~ 

crea t e d more tha n 7 mi l lion jobs during t he e xpansion. Moreover , 

we ca n point to many othe r spe ci fic posit ive develo pment s, s uch 

as capi t al i nves tment--which i s up 25 per cent in r eal t e rms 

ove r t he period. But most of all, we a re pl eased t hat the 

co nf i de nce of cons umers and bus inesses has been r estored after a 

pe r i od of stagna t ion and r ecession . 

A majo r rea son f o r th e re storat i on of confidence i n t he 

na t i. on' s eco nomic fu t ure is, in my judgement, the absence of 

excessive inflationa ry pressures . After t wo yea rs of fai rly 

rapid economic growth, inflation r emains a relatively moderate 4 

per cent or so on an annual basis . As you would expect- - given our 

commitment t o anti-inflation policies--we in the Federal Reserve 

a re gratified at the progre ss wh i ch hasa been made s o fa r. 

Though t he econom i c news has been basi ca lly good fo r t wo 

years now , t he recent slac ke ni ng in t he pace of business growt h 

ha s raised questions a bout t he l ongev ity of this expa ns i on. As 

yo u know, the economy slowed sharply t o an annua l ra te of 2.7 pe r 

c e nt in the third qua r ter , down sha rpl y f r om 8.6 pe r cent r ate 
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posted in t he firs t half. By and large, th e summe r slowdown 

reflected an easing in consumer spending a nd generally flat final 

sales. 

This slowing of the economy has be e n ac compan i ed by decl ines 

in both short- and long-term interest ra te s. These declines have 

not been offset by upward pressures on rates from continued large 

government bor rowings. Fed funds are trading some 250-300 basis 

points below early-August levels, while long Treasuri e s are 

yie~ ding some 200 basis poi nts less than in June. Inci de ntally, 

such de clines suggest t o some observers t hat the Fe de r al Re se rve 

has ease d a ggre ssivel y. However, I would d i sagr ee , point i ng ou t 

t hat t her e has been no i ncrea se in total r eserve s du ring t he 

per iod i n quest i on. Moreove r, there has been no decl ine in the 

di scount r ate and the nar row money supply , MI , has rema i ned well 

wi t hin t he l owe r pa r t of i ts t arge t range . Th us , it sho uld be 

c l ear that mar ket f or ces--not the Federal Reserve--have been th e 

maj or f acto r i n the drop in int erest rate s . 

But despite the undeniable benef its to our economy of mo re 

moderate inflation and lowe r interest rates--developments that 

have certainly helped restore confidence in the future--a number 

of problems remain to be addressed before we can feel f ully 

optimistic abo ut the longer-term health of our economy . Many of 

these problems are r elated t o ad j ustments req uired in moving from 

a peri od of rapid i nf lat i on and h igh i nf lat ionary expectations to 

a peri od wi th a mo re mo de rate inflationa ry out look . As you kn ow , 

many decisi ons ma de earli e r in ant i c ipat i on of ongoi ng infla t i on 

continue t o pl ague bu s inesse s and f i nan cial in s ti tutions during 
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t he current period of disinflation. The consequences of those 

earlier inflation-bi a sed dec isions often are not easily managed 

and, taken togethe r, complicate the search for solutions to our 

economic problems • 
. 

Against that ba ckground of strong business growth and 

mo der ate inflat ion, I would like to consi de r with you br i efly the 

outl ook for the na tion' s economy . Before gi ving you my 

impressions of the near-term prospects for continued bus iness 

gro..wth, I wa nt to examine the potential for the nat ion's long-

term econom ic heal th. In so doing, I want to note some probl ems 

wh ich, i n my vi ew, may bloc k t he path to th e s ustai nable 

noni nf lat ionary growth tha t we see k . These pr obl ems , which 

i nc l ude t he high va l ue of the do l lar , the s t rains af f ecti ng our 

financi a l inst i tutions, and th e fede ra l budge t deficits , are 

i nterr e l ated. 

One pr oblem i s t he in t e r nat i ona l s t r ength of t he u. s. dollar 

r esulting fr om our r ela tively high in t erest ra tes and our 

r elatively f avorabl e business cl ima t e. With the dollar so high, 

u.s exports have been weak as domestic producer s h ave been priced 

out of world markets. Overall, the poor performance of the 

export sector has caused the current business expansion to be 

unbalanced. Our own region, in particular , has suffered because 

ag r icul t ural producers have l os t ma ny export s ales and other 

sectors serving ag r ic ulture have be en r obbe d of t he ir potenti a l 

growt h. At t he same time, the flood of impor t ed go ods priced in 

weake r cur r enc i es rel a tive to t he dollar ha s contribut ed t o the 

se riou s imba l ance in o ur tr ade position, while steali ng sales 

from ou r domesti c busi nesse s. 
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To be sure, a s t r ong dol lar has brough t our economy some 

t empor ary be nefi ts. One is that the inflow of foreign capital 

has helped in the short run to finance both the business 

expansion and t he fe der a l budge t deficit. Another benefit is 

that the ava ilability of a bundant fore ign capital has kept o ur 

interest ra tes l ower than they otherwise might have be en . But 

these so-called benef its have cer t a in unde si ra ble side effects. 

Some observers have poi nt ed out that the United state s is rapidly 

be c omi ng a ne t de btor nation , a n unfamili a r situation, i nde e d , 
~ 

for the ri ches t nation in the worl d. 

Wh e n t h e i nte rnat i onal va l ue of t he dolla r even t ua l ly 

de c lines, which it must, t he co nseq uence s of t hat decl i ne will 

presen t mixe d bless ings, at be s t . On t he posi t ive s i de , a l ower 

dol la r wil l c e r ta inly i mprove t he c ompe t itive posi t i on of U.s. 

go ods i n wo r l d ma r ket s and boo s t o ur lagging expor t s ecto r. 

However , a f al ling dol l a r could p ut upwa rd press ur e on domest i c 

i nter e st rates-- a s f ore ign capi t a l moves el sewhe r e. Mor e ove r , a 

decl i ning dollar could lead to some inflationary pressures as 

f oreign goods become more costly and as domesti c businesses lose 

some competitive price discipl ine. In any case, the strength of 

the dollar i s a problem now and a decline in its value may 

present other serious consequence s in t he future . 

In a ddi t ion to th e strength of the dollar , a second problem 

that complicates the outlook for th e eco nomy is t he contin uing 

s tra i ns affect i ng o ur fi nanc i a l in s t i t ut ion s. One hi ghl y vi sible 

a spect of this pr obl em is t he inabil ity of many le sse r developed 

co untries to r epay or se rvice the ir huge de bts on t i me in t he 
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face of worldwide recession and disinflation. This situation has 

raised questions about the earnings and capital positi ons of many 

of the world's major banks. Fortunately, it appears that lower 

intere s t rates, restructured loan agreements, and worldwide 

economic growth have begun to remove some of these pressures. 

Nevertheless, resolution of the problem will require considerable 

time and its effects will add a precautionary flav o r t o the 

outlook for y ea rs to corne. 

Th ough t he i nt ernational de bt cris i s dominated many of t he 

hea dli nes over the l a st two years, finan c i a l in s t itutions h ave 

al s o been be set by domesti c tr ouble s , as well. An exte nde d 

period of h igh interest rate s - -ca use d, in my v i ew , by the f e der al 

budget de f ici ts--ha s cr eated co ntin ui ng di fficul ti es for many 

busine s s f irms , particul a rly in a gr i c ul t ure a nd energy sectors. 

These pr obl ems , i n t ur n , have be en fel t by financial i nstit utions 

st r uggling t o help finan ce the e conom i c expansion . Fi na ncial 

deregulation has a l so cont r i buted t o the problems of f i nanci a l 

i nst i tu t ion s . ~Tea kene d t h r if t in s ti t utions a nd a high l evel of 

bank failures are symptoms of such problems. 

A third--and the most troubling and pervasive--problem 

clouding the economic outlook i s he c urrent and prospective 

Federal budget def i c i ts. Now, I don ' t plan on "preaching to the 

choi r " t oday be ca use I a m sur e t ha t mos t of us he re s hare the 

co nv ict ion that mea ningf ul ac t i on on the budge t defi ci ts woul d 

bring l ower i nt e re s t rate s , enco ur age inve stment, contribute to 

cont in ued progress a ga in s t infla t ion, and set the stage f o r a 

susta i ned per i od of economic expans i on . 
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Though I don't pla n to de ta il a ga in the mul ti ple perils of 

th e defic i ts, I do want to emphasize aga in my own bel ief that 

their reduction and eventual elimination would remove a 

persis tent thorn from the side of the nation's economic 

potential. Not only that, progre s s against the deficits would 

hel p resolve the ot he r problems I have noted. Doe s a ny one not 

believe that real deficit redu ctions would redu ce re a l inte r est 

rates a nd diminish the inflat ionary biases ge ne rate d by such 

mas sive def icit s ? Su ch a result surely woul d h e lp r e lax upwa rd 
~ 

pressure on the dol lar and permit u.s. expor ts t o compet e mor e 

effe c tively i n world marke ts . If t he dolla r ' s r ela ti ve va lue 

coul d be reduced gr adua l l y , a s e ri es of o r derly adj ustment s i n 

internat i ona l fina nc i al and c ommo di ty market s could take pl a ce. 

Fur t hermor e , if defic i t r educt ions e a se i n te r es t ra t e p r es s ures, 

our f ina ncial inst itutions co ul d an t i ci pate f ur the r r el ief f r om 

t he s t rains I de s cribe d e ar l i e r. 

Th us, i n t he f inal a nal ysi s, a mea ningful deficit- reduction 

program is a ne cessary step in resolv ing the problems clouding 

the l ong - term economic outlook. Moreover , in my judgement, such 

a program is essen t ial for the ultimate economic health of th e 

nat ion • 

. Given tha t background , now le t me tu r n t o a brief dis c ussion 

of t he e conomic o ut looK for 1985 . On th is co unt , I rema in 

opti mis tic t ha t mode rat e and s ustai nable e conom ic gr owt h wi th 

relat ively l ow inflat ion can be a c hieve d ne xt year . I s ay t h is 

beca use of r ecent de vel opments t ha t a ppe a r t o have set t he stage 

for such a n outcome . 
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For one thing, interest ra t es are declining. The most 

important reason for this development is that credit demands have 

wea kened as the e conomy shifts from rapid growth t o a mo r e 

susta i na ble pace . But I bel ieve that r ece nt i nt erest ra te 

decli ne s also reflect optimism about the cou rse of inf l a t ion . 

Downwa rd press ure on oil prices and continuing moderation in 

wages and commodity prices are helping to reinforce reduced 

infl a t iona ry expe ct a tions and to preserve real income ga ins. 

Given th is pos i tive t one, I believe tha t househol ds an d 
~ 

busi nesses wi l l be encouraged to conti n ue t o lead t he expansion . 

These devel opments a nd t he i r ef fect o n the out l ook ar e in 

line with economic projec ti on s made r ecently by the members of 

the Fede r a l Ope n Ma r ket Commi ttee . My c olleague s and I 

collectively look for r eal GNP growth next year in the 3 per cent 

ra nge , with prices r is i ng pe rhaps in t he 4~ to 5 pe r cen t r ange . 

We s ee unemployment i n t he f our t h qua rter of 1 985 ave r agi ng a bout 

6 ~ to 7 per cen t . 

As al ways , a key f actor in the economic outlook for 1 985 is 

the role that monetary policy will play. As most would agree , 

monetary policy has earned considerabl e credibil i ty in the 

financial markets and among the American public because of our 

consistent adherence to a f i rm ant i- i nflationary policy. This 

policy i s generally credited for much of the success t o date in 

br inging inf lation unde r cont rol . Thus, it wil l not surpr i s e you 

much whe n I s ay t ha t, for 1985, the Federal Rese rve remains 

committed t o prov idi ng mo ney and c redi t t o t he eco nomy at a pace 

which wi ll prov i de for a sustaina bl e bu sine s s expansion whi le , at 

the s ame t i me, ma i n t aini ng pr ogr ess t owa r d price s t abil ity. I 
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should point out that the tentative growth rate ranges for th e 

monetary a ggregates previously announced reaffirm our stated 

intention to reduce, over time, the growth of money and credit. 

In contemplating prospective developments in money and 

credit, we in the Federal Reserve are monitoring the situation 

closely. If we see si gns of further economic weakness a nd 

continued slowing in the demand for money--as reflected by recent 

trends in money gr owth--we would expect furthe r declines in 

interest rates. Wha t the Federal Reserve s e eks, of course, is 
~ 

for interest rates to come down a nd stay down so that greater 

inves tment and cont i nued econom ic e xpansi on will be encour age d . 

Howeve r, given t he Feder al Rese rve 's c omm itment to a policy of 

mode r a te growth in money and c r edit, and gi ven no re sol uti on of 

the defi ci t issue , a rapidly st rengthe ning economy woul d 

undo ubtedly r ever se the course of i nt e r es t r ates . 

In summa ry, the e conomy ha s grown steadily over the pa s t t wo 

ye a r s, and i t sh ould cont inue to expand through 1985 . Th e pa ce 

of expansion next year may be somewhat mo r e moderate t han th e 

earlier rapid growth, but t hat is to be expected in a maturing 

expansion. Over the longer term , howeve r , the ultimate health of 

the economy depends, in my view, on meaningful reductions i n the 

huge Federal budget deficits . Such r educt ions would help 

impo r tantly to bring abo ut o r de r ly domest ic and international 

a djus t ments to t he new env iro nmen t of di si nf l a tion. I am 

conv inced that if pol i cymakers wi ll addres s t his i ssue pr omptly, 

an extended per i od of no ni nflationary growt h li es just over t he 

horizon. 


