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Thank you for the invitation to meet with you t h is mor ning . 

As many of you know, we at the Fe deral Reserve Bank of Kansas 

City appreciate the opportuni ty to discuss ma tters of mutual 

interes t with representatives of t his region's vital small 

bu siness communi ty. We have enjoyed productive discus s ions for a 

number of yea rs . 

Many of you will recall that back in 1979 t hings were 

pa r ticulary difficult for t he nation's economy and for people 

operating small businesses. Rapi d inflati on was cont i nuing at 

do uble digit levels and interest rate s wer e in the 20 pe r ce nt 

r ange. During t hi s period--and into 1980, 1981 and 1982--we met 

r egul arly with re presentatives of Small Busine ss United to 

di s cus s t he role of Federal Reserve policy in our economy a na to 

gain a better insight into economi c developme nts and, the impact 

of economic pol ic i es on small businesses. 

As many of you know, this firs t effort to exchange 

infor mation between small business and the Fe(~eral Reserve spr ead 

to other areas of the country and other Reserve Banks. Finally, 

planted in Kansas City through the etfor t s ot Ron 

Piercy, Mike Milva i n, J i m Kirk and others, led to the 

establi shment early this year of small business adv i sory councils 

at all 12 Feder a l Reserve Ba nks. I must tell you tha t we are 

pl eased that Ron Piercy has agr eed to serve as one ot t he ni ne 

member s of our council, which is made up of persons in small 

busines s and a gr iculture from t hroughout our seven-state region. 

The council' s first formal mee t i ng was hel d about a month ago. 
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I fee l we have come a long way toge ther . We in t he Fed have 

confi r me d our understanding of the i mpo rtant rol e of s mall 

busin e s s in the economy . And we hope ma ny s mal l business people 

better un de rstand the Federal Reserve's object i ves a nd the 

pol icie s a~d t ools we have avai lable to ach ieve those oDjectives. 

I believe we have come to understand together tha t t h e economic 

ob jectives of business and t he Federal Reserve are e ssential l y 

t h e same. 

In consider ing t he economic object i ve s we s hare , let me turn 

no w and f ocus on t hi s mo r ning's subject. My me ssage include s a 

v i e w th a t the nation's economy--de spi te s ome uneve n performanc e -­

is in r ela tively good shape now, but that t he re ar e fundamental 

pr obl ems that demand the attention of policymakers. How those 

problems a r e addre ssed will largely determi n e the nat ion's 

economic f ut ure. 

Let's look first at t he cur rent situati on . As yo u know , the 

currnt economic expa nsion has continued for two and a half years. 

As you also know, this e xpansion has been oucstanding in many 

respects. Spurred ini tially by a drop in the ra te of i nf latio n, 

and t hen urged on by the de cline in short-term intere s t r a tes 

t ha t be gan in 1982, econ omic g r owt h was remarkably strong in 19 83 

a nd through the first half of 1984. 

Even though the pace of economic gr owt h slowe d somewha t 

beginning in the third quarter l a s t year--a devel opmen t to oe 

expe cted as t he e xpans ion matur ed- -this pa r ticular period of u.S. 

bu s i ness growth has been the strongest si nce t he Kor ean Wa r. 
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Econ om i c expansion ov er th is pe riod has be en a ide d by 

relat ively favorabl e leve l s of i nterest rate s. Though both 

nominal and real interest rates a r e still very hi gh by historic 

sta ndar s, consume rs and businesses noneth e l es s have been 

encour aged t o bor r ow to expa nd their p urchases of go od s and 

se rvices. strong credit dema nd caused short-te rm interest rates 

to trend upwards t hrough much of 1983 and 1 98 4, but these rates 

dropped sharply last fall when business growth slowed. Re acti g 

to the s e declines and, to an e xt e nt, facilitating them, t he 

Federal Reserve reduced the d iscount r ate t o 8 per cent in 

December, and to 7 1/ 2 pe r cent just t wo wee k s ago, t h e l owest 

level since 1978. 

Al l in all , the past two years or s o ot economic growth ha ve 

provide d compel ling evidence of our economy's breadth and power. 

In particular, we can t ake pride th a t mo r e t ha n 7 mi llion j obs 

have alre a dy bee n c r e ate d dur i n g t he e xpa n sion. And we ca n point 

to many othe r positive devel opments, such as capital i nvestment-­

wh i c h is up more than 30 per cent in real terms over the pe riod. 

But most of all , we are pleas e d tha t the contidence ot c ons ume r s 

a nd businesses h a s bee n restor e d a f t er a dismal pe r i od of 

economic stagnati on and recession. That period which precede d 

the cur ren t e xpansion included the most devastating recession 

since the depression of the 1930's. So t he renewed P Ublic 

conf i dence is a hard-won victory. / 

A maj or rea s on f or the res torati on of confide n ce in the 

nation's economic fut ur e is, in my j ud ge ment, the a bsence of 

e xc essive inf l ationary pressures. Now, even arter a period of 
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f ai rly rapid economi c growth, inf l a tion rema i ns a re l ative ly 

moderate 4 per cent or so on an annual basis. As you would 

expect--give n the Federal Reserve's comm i t ment t o anti-i nflat ion 

policies--we are gratified at the pr ogress made so f ar buc c he 

battl~ is not yet won. 

De spite the undeniable bene f its to our economy of mor e 

mode r ate i n f l ation and lower interest r ate s, a n umbe r of problems 

rema i n to be addre s sed before we can feel fully opt i mis t 1c abouc 

the longe r-te r m health of our economy. Many of t he s e probl ems 

ar e related to a d justments req uire d in moving from a period of 

ra p i d i nf l at ion and high inflationary expectation s t o a pe riod 

with a mor e moderate inflationa ry outlook . As y o u know, many 

de ci sions made earl i er i n antici pa t ion of ongoing infla tion 

contin ue to pl ague busi ne s ses and financial i n s ti tu t 10n s during 

the current pe r i od of d i sinflation. The conseq uences of those 

e a rlier i nf la t i o n-biased decision s often are not easily managed 

and, taken together, c ompl icate the search for solutions to our 

e conomic problems . 

Aga i nst tha t back gr ound of strong bu s i ne s s growth a na 

moderate infla t i on, I wo uld l ike to consider wi th you br iefly t he 

outlook for t he na tion 's economy . Befor e giv ing you my 

impreBsions of the near-term prospects for continued business 

growth, I want to examine the po ten t i a l f o r the na tion's long­

term economic health. In so doing, I want to note s ome problems 

which, in my vie w, r ema in bar r iers in the path of s ustai nabl e 

noninf lationa r y growt h that we seek. These problems, whi ch 

include the na ti on 's internat i onal trade def i cit, the st r ai ns 
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affecting o ur f i na n c ial insti tu tions, and the f ederal budget 

defici t s, are all inter related. 

On e probl em is the st rength of the u.s. dol l ar in 

inte r na t ional currency markets resulting from o ur rel a t 1vely high 

interest r a tes and ou r favo rabl e busine ss situation. wi th the 

do l lar so str ong, u.s. exports have been weak as domesti c 

produce rs have been priced out of world market s . Ove r all, t he 

poor pe rf ormance of the e xport secto r has ca u sed the cur rent 

busine s s e xpansion to be very unbalan ce d. Our own re g ion, in 

particular, ha s suffe r ed because ag ricultural proQuce rs have lost 

ma ny export sales. Other sectors serving agricul t ure have been 

robbed of pote ntial growth. At the same time, the flooa of 

importe d goods priced in weaker cur rencies has contributed to the 

s e r i ous imbalance i n our trade position, wh i le steal1ng sales 

f rom our domest ic bu s i nesse s. 

To be s u r e , a s trong dolla r has brought our economy s ome 

tempor ary benefits. Fo r e xampl e, the i nflow of for ei gn c api t a l 

has helped in the short run to finance both the b us iness 

expansion and t h e federal budget deficit. Another benefi t i s 

that the ava i labi l i t y of abundant foreign c a p i t a l ha s kept our 

interest rates l ower than they otherwise mi ght have bee n. Bu t 

these so-called benefi t s have certain side ef f ects. Some 

observers have pointed out that the United state s i s rapidly 

becoming a debtor nation, an unf a miliar situation, inaeea, fo r 

the ri ches t na t i on in the world. 

When the i n ter national val ue of t he dollar eventually 

( declines, which i t wil l, the c onse q uences of that decline will 
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p rese nt mixed bles sings, at best. On the posit i ve side, a lower 

dol lar would certa i nly improve the competitive po s ition of U.S. 

goods in world ma rkets and boost our laggi ng export sector. 

However, a fall i ng dollar could put upward pres s ure on domestic 

inter~st r ates--as foreign capi tal moves elsewhere. Mo reover , a 

declining dollar will lead to some i nflationary pre s sures as 

foreign good s become mor e c o s t ly and as domest i c businesses l ose 

s ome compe t itive price discipline. In any case, the st r ength of 

t he dollar has been a problem and a decline in its v a l ue may we l l 

ha v e negative consequences. 

~~_____· tion to the trade de f ic it and st rength ot t he dol l ar, 

a se cond pr oblem is the continuing strains affect i ng our 

fi nancial i n s titutions. One highl y vls ible aspect of t hi s 

problem is the inability of many lesser developed countr ie s to 

repay on time or even service their huge de bt s in the f ace of 
/ 

worldwide recession and disinf lation . Thi s s itua tion has ra ised 

questions about t he earnings and cap ital p ositions of many of the 

worl d 's majo r banks. Fortunately, it appears that l ower interest 

rate s, r es t ructur ed loan a gre ement s , and worl dwide economic 

gr owth have be gu n to ease SOme of the pressure. Never t h e l ess , 

resol ut ion of t he problem wi ll require consi derabl e time ana i~s 

ef fects will a d d a pr ecautionary flavor to the ou t look for years 

to come. 

Though the inte r nationa l debt crisis dominated many of the 

headl i nes over the last two years or so, financial ins t i t u t ions 

have been be set by dome st i c tr oubles, as well. An e xt endea 

period of hig h i nte rest rates--caused, in my vi ew, by t he federal 
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budge t deficits--has cr e ated contin u i ng difficulties fo r ma ny 

busine s s firms, particularly in agriculture ana e nergy. These 

problems, in turn, have been felt by financial institutions 

struggling to help finance the economic expan s ion. Fi nancia~ 

deregUlat ion has also contributed to the problems of f ina ncial 

institutions. Weakene d thrift ins t i tu tIons and bank fa ilures-­

79 last year and about 36 so far in 1985--are sympt oms of these 

problems. So , too, are the troubles of Continental IllinOIs ana, 

to some extent , the Ohio and Maryland thr i ft institut ions in 
... 

rece n t mont hs. 

A th i rd--and the most t r oubling and pe r va s ive--pr oolem 

cloud i ng the long-te rm economic outlook is the curren t and 

prospe c tive fede r al budget deficits. I don't plan on "pr e a ching 

to the choir " t hi s morn i ng because I know tha t most of you her e 

share the conviction that continuing massive budge t de t icits 

repr e sents a serious hazard to economic progress. Small business 

r e presentatives have been quite vocal in e xpr essing their 

conce rns about t he perils of the deficits and I know that that 
~ ~~ 

many of y o have writte n or visited with your elected 

r e presentat i ve s i n Wash i ngton about this issue. 

Many of u s bel i ev e t hat the government's borrowing to fi n a nce 

the defici t s wi l l ultimately collide with the private s e ctor's 

need for credit to fund continued growth. When both public a nd 

pr iva te credit demands a r e grow ing , the l ike lihood of rising 

i n t eres t rates i ncr e ases, as well. Aside from the i r costly 

impa ct on business, r i s i n g interes t rates could ra i se public 

fe ar s about renewe d i nflation. And high inflat Iona ry 
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expectation s would surel y weaken the foundation of growth w1 t h 


lower i nfl a tion which has bee n laid. 


I do want t o empha size my beliet that reducing--and 

eventual l y eliminat i ng--budget deficit s woul d remove a persistent 

thor n ~rom' the s ide of the nation's economic potentia l . 

! Does anyone not believe that r eal deficit redu c t i ons WOUl~ 

r educe real interest rates and diminish the inflat10na ry fear s \ 

gene r ated by such ma s sive deficits? such a result s urely would 

he l p r el ax u a r d pr e s s ure on t he ~o la r and pe r mit u.s. expor t s 
... 

to compet e more effectively in world ma rkets J If t he dol lar's 

r elati ve va l ue could be reduced gr adually, a series of orde r l y 

adjustments in i n t ernational f inan cial and commodity ma rke ts 

could take place. Furthermore, if deficit reduct10ns e ase 

i n t erest r at e press ur es, our financial institutions coul d 

I an t i c i pate fUrther relief from the s t r a i ns I de scribed earlier .-
I n t he f inal analysis, mea ningful defi c i t-reduc t i on action is 

an a bsolute l y necessary step in r esolving the pr oblems cloudi ng 

t he long-term outlook. Mor e over, in my judgement, such a program 

is essent i al for the ultima t e economic health of t he nat i on. 

Th us , we all are wa tching the current budget de bates in 

Wa s hingt on wi th considerable concern. Let us hope that tne 
~ 1Jz.,.;. 4~~"" ~ 

current discuss ionsj\w 1 indeed, lead to a strong first step 


towa r d a real political commitment for de f icit r ed uction. 


Now let me turn to a brief discussion of the economic outlook 

fo r 1985. On t h i s count, I continue to be gene ral l y opt i mi s tl c 

tha t mo der a te and s us tainable economic growth with relatively l ow 

inflation can be achieve d th i s yea r. I say th is be ca use rece nt 
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deve l opment s appear to have set the stage for such an ou t come , 

even though some observers now ar e questioni ng t he staying power 

of the business expansion. / 

For one th i ng, short-term interes t r ates have come down 

sha rpl y over t he pas t 10 months or so and r ema i n well below last 

summer 1s peaks, prima ri ly because credit demands have lessened as 

the economy shifted from rapid growth to a mo re s usta inable pace. 

But I believe t hat these lower level s of interest rates also 

r e fl ect optimi sm about inflation. Downward pr essure on oil 

prices a nd continui ng mode r ation in wages and commodi ty price s 

are helping to re inforce reduced infla t iona r y e xpecta t ions and to 

preserve real income gains . Given this po s it1ve tone, I bel ieve 

that hou seholds and busine sses wi ll be encouraged to con tin ue to 

lead the expansion. 

Though economic data are showing some m1xed signal s, 

continuing stre ngth is evident in spending for const ruction and 

other capital i tems, i n f actory orders, and in overall consumer 

spending, includi ng sale s of new homes and automobiles. However, 

the man uf acturing a nd export sectors remain q ui te weak a nd 

capital s pe ndi ng appear s to be s l owi ng rather abruptly this yea r. 

These devel opments and t heir effect on the OUtl OOK are st1ll 

generally in line with economic projections ma6e in February by 

member s of t he Federal Ope n Market Commi ttee. My colleagues ana 

I col lect i vely e xpect ed real GNP growt h th i s year in t he 3 t o 4 

per cent range, with pr ices rising per haps 3 1/2 to 4 pe r cent. 
a~ 

WeAexpect unempl oyment in t he fourth qua rter of 19 85 t o average 

about 6 1/2 t o 7 pe rce nt. 
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As always, a key factor in the economic outl ook for 1985 is 

the role that monetary policy will play. As most woul d a gree, 

monetary policy has earned consi der able credibility in t he 

finan cial markets and among the American publ ic beca use of the 

Federal Rese rve's consistent adherence to a f irm ant i -

inflationary policy. This policy is general ly credited for much 
~~~ 

of the s uccess to da te in bringing inf l a ti on unde rAcontrol. 

Thus, it wi ll not s urprise you much when I say that, for 1985, 

the Federal Re serve remains comroitted to providing money and 

credit to the economy at a pace which will support s ustainable 

business expansion while, at the s a me t 1me, maintain1ng pr ogress 

toward price stability. I should point out that the tentative 

growth rate ranges f o r t he monetary aggregates announcea i n 

Fe bruary again reaffi r m our stated intention to reduce, over 

time, the growth of money and credit. 

With con tinued moderate e c onomic growth and typical demand 

for money and credit , we woul d expect interest rates to rema in 

rela t ively stable over the upc oming period. Many fi na ncial 

market observe r s bel ieve that the Federal Rese rve's r ecent 

discount ra te action will complemen t a general move to lower 

short-term r ate s in corning weeks . What the Fede ral Reserve seek s 

over the long run, of course, is for interest rates t o corne down 

and stay dow n so that greater inves tment a nd contin ued growth 

will be encour aged. In the short run, however , given the Federal 

Rese rve's commi tment to a policy of moderate growth in money and 

credi t, and give n no r esolution of the deficit issue, a return to 

very rapid eco nom i c gr owth would aga in undoubtedly put upward 

press ure on interest r a tes. 
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In summary, the economy ha s grown steadily over the past tw o 

and a half years, and it should cont inue t o e xpand through 1 985. 

The pace of e xpans i o n t h i s year wll1 be somewhat more moderat e 

t ha n the ea r lier rapi d growth , but that is t o be expec t e d in a 

maturin g expans ion. Over the longer term, howe ve r , the ultimate 

he a lth of the e c onomy de pends on meaningful reductions in the 

huge f e de r al budget def i ci ts . Such reductions would help 

i mportantly to brin g about orderly domestic and international 

adjustments to t he new environment of disinf latlon. I am 

convinc ed that if our e lected officials will seriously a d dr e s s 

t his issue we can look forward to continued pr ogress f or t h e 


