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INTRODUCTIQN

The U.S. economy went through some pretty wrenching times in the

LAST FEW YEARS, BUT ALL SIGNS THUS FAR IN 1983 INDICATE THAT WE ARE IN 

THE MIDST OF A STRONG RECOVERY, WE HAVE ACCOMPLISHED A GREAT DEAL IN 

CLEARING THE ECONOMIC LANDSCAPE OF ONE OF OUR MOST SERIOUS PROBLEMS — 

INFLATION; SPECIFICALLY OUR POLICY ACTIONS HAVE CUT THE RATE OF 

INFLATION IN HALF SINCE 1981, In THE PROCESS, WE HAVE ESTABLISHED THE 

BASE FOR A SUBSTANTIAL BUSINESS RECOVERY, NEVERTHELESS, OUR FUTURE 

ECONOMIC HEALTH IS VULNERABLE IN SEVERAL AREAS. UNEMPLOYMENT AND 

FINANCIAL PROBLEMS CONTINUE TO PLAGUE THE U.S. AND WORLD ECONOMIES,

FOR EXAMPLE, WHILE THE FINANCING OF A MASSIVE FEDERAL DEFICIT HAMPERS 

OUR TWO-FOLD TASK OF FOSTERING THE RECOVERY AND CURBING A RESURGENCE 

OF INFLATION.

Strengths and weaknesses

Reduced inflation represents our strongest recent achievement. 

In d e e d, it is a remarkable achievement in light of what went before — 

that is, a seemingly unstoppable price spiral that badly undermined 

the economy throughout the past de c a d e. Last y e a r, for example, the 

consumer price index and the wholesale price index for finished goods 

rose by about 4 PERCENT and 3.5 percent, respectively (year over 

y e a r), or less than one-third their rates of increase in 1980. During

THE FIRST EIGHT MONTHS OF THIS YEAR THE CPI ROSE AT A 4,1 PERCENT 

ANNUAL RATE, WHILE THE WHOLESALE PRICE INDEX HAS ACTUALLY FALLEN AT AN 

ANNUAL RATE OF NEARLY ONE PERCENT FROM DECEMBER TO AUGUST.

AS THE INFLATION NUMBERS CONTINUE TO BRING GOOD NEWS, ATTENTION
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IS BEING INCREASINGLY FOCUSED ON THE ECONOMY'S ABILITY TO SUSTAIN THE 

ECONOMIC EXPANSION THAT BEGAN AT THE END OF LAST YEAR, THE INDEX OF 

LEADING ECONOMIC INDICATORS HAS BEEN MOVING UPWARD SINCE SEPTEMBER

1982, and since January has scored a very impressive gain of 9.0 

percent, Buttressing that evidence, real GNP growth at 9,7 percent in

THE SECOND QUARTER OF THIS YEAR IS THE STRONGEST IT HAS BEEN IN OVER 

TWO YEARS, AND ESTIMATES FOR THE THIRD QUARTER INDICATE GNP CONTINUES 

TO EXPAND AT A HEALTHY 7,9 PERCENT RATE, ALSO, THE UNEMPLOYMENT RATE 

HAS DROPPED OUT OF DOUBLE-DIGIT TERRITORY TO 9,3 PERCENT IN SEPTEMBER, 

AS EMPLOYMENT INCREASED BY ALMOST 2k MILLION BETWEEN MAY AND

September,

The scattered signs of weakness that showed up in August appear 

to be disappearing as the September numbers come in. Thus the fall- 

off in August auto sales reversed itself in September, suggesting that 

the August weakness was caused by dealer shortages of cars rather than 

any reluctance on the part of the American car-buying public. 

Similarly, personal income growth began to pick up steam again in 

September leading many observers to attribute the August slow-down in 

this key statistic to the telephone workers strike. And as incomes 

have rebounded, so have retail sales, which grew 1.5 PERCENT in 

September after falling 1.6 percent in August,

Thus it seems clear that the current economic expansion is 

continuing. The important question at this po i n t, however, is what 

potential problems might lie ahead. To my m i n d, there are t h r e e. 

First, is there a risk of inflation re-accelerating as the economy
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CONTINUES TO EXPAND? SECOND, DO HIGH INTEREST RATES RAISE THE 

POSSIBILITY OF RECESSION NEXT YEAR? AND THIRD, DOES THE PROSPECT OF 

LARGE GOVERNMENT DEFICITS THREATEN TO DISTORT THE RECOVERY? I WILL 

RETURN TO THESE POINTS AFTER DISCUSSING WHAT I THINK ARE THE MOST 

LIKELY OUTLOOKS FOR THE U.S. AND HAWAIIAN ECONOMIES.

1983 and 1984 Outlook for nation

At our Ba n k , we expect real GNP for the U.S. as a whole could

GROW CLOSE TO 6.0 PERCENT DURING 1983 AND SHOULD CONTINUE TO EXPAND AT 

ABOUT 5.0 PERCENT IN 1984. PLANT AND EQUIPMENT SPENDING WILL GROW 

ONLY MODESTLY IN 1983 (ON A FOURTH QUARTER OVER FOURTH QUARTER BASIS), 

BECAUSE OF THE CURRENT HIGH LEVELS OF EXCESS PLANT CAPACITY; AND WE 

EXPECT NET EXPORTS TO DECLINE, OWING TO A STRONG EXCHANGE VALUE OF THE 

DOLLAR. IN CONTRAST, CONSUMER SPENDING HAS BEEN THE REAL LEADER IN 

PROMOTING AND SUSTAINING THE CURRENT RECOVERY. ITS STRENGTH REFLECTS 

THE SUBSTANTIAL IMPROVEMENT IN REAL CONSUMER INCOMES AND WEALTH, AS 

INFLATION SLOWED DRAMATICALLY, LAST JULY'S TAX CUTS TOOK EFFECT, AND 

THE SPARKLING STOCK MARKET RALLY BOOSTED THE VALUE OF HOUSEHOLD'S 

PORTFOLIOS.

CONSUMER SPENDING GREW AT A ROBUST 5.4 PERCENT IN THE FIRST HALF 

OF 1983 AND WE EXPECT THIS GROWTH TO CONTINUE, ALTHOUGH AT THE SLOWER 

RATE OF 3.5 PERCENT, OVER THE LAST HALF OF 1983 AND 1984.

Similarly, the surge in inventory investment we have experienced

RECENTLY WILL NOT CONTINUE TO PROVIDE THE SAME SPUR TO THE GROWTH OF 

OUTPUT AND EMPLOYMENT IN 1984 THAT IT DID THIS YEAR. At THE END OF 

1982 BUSINESSES WERE RUNNING OFF INVENTORIES AND DEPRESSING REAL GNP
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GROWTH. But by the third quarter of 1983, THEY were estimated to be

ADDING TO THEIR INVENTORIES AND THEREBY, RAISING REAL GNP GROWTH,

This turn-around is estimated to have accounted for nearly half of the

GROWTH OF REAL GNP SINCE THE RECOVERY BEGAN. In 1984, HOWEVER, 

INVENTORY INVESTMENT WILL NOT GROW BY NEARLY AS MUCH, SIMPLY BECAUSE 

INVENTORY-SALES RATIOS ARE NOW REASONABLY COMFORTABLE.

Despite more moderate growth in personal consumption expenditures 

and inventory accumulation, we expect the overall growth of the 

economy in 1984 to be nearly as strong as in 1983. Business spending 

on plant and equipment, spending by the Federal government, and a

MODEST REBOUND IN NET EXPORTS ARE LIKELY TO LEAD THE WAY. ALTHOUGH 

THE RATE OF CAPACITY UTILIZATION IS STILL RELATIVELY LOW, BUSINESS 

EXPENDITURES TO INSTALL MORE EFFICIENT AND MODERN EQUIPMENT ARE 

ALREADY QUITE STRONG, PARTLY AS A CONSEQUENCE OF THE TAX INCENTIVES IN

the Economic Recovery Tax Act of 1981. Also, as the economic recovery

GAINS MOMENTUM ABROAD, OUR FOREIGN TRADE PICTURE SHOULD IMPROVE 

SOMEWHAT, EVEN THOUGH THE GAINS WILL BE LIMITED BY THE CONTINUED 

STRENGTH IN THE INTERNATIONAL VALUE OF THE DOLLAR. ALL IN ALL, WE CAN 

EXPECT THE CONTINUATION OF SOLID GROWTH FOR THE REST OF THE YEAR AND 

NEXT YEAR, BUT CERTAINLY NO BOOM.

Hawaii scene

Let me turn next to the Hawaii s c e n e. In recent m o n t h s, the 

Hawaiian economy has begun to show the first glimmerings of recovery

FROM THE MILD RECESSION THAT BEGAN LAST YEAR AND THAT EXTENDED INTO 

THE FIRST HALF OF 1983. I SAY A MILD RECESSION BECAUSE HAWAII'S
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ECONOMY HAS REALLY ONLY PAUSED IN GROWTH COMPARED WITH THE SEVERE 

DOWNTURN EXPERIENCED NATIONALLY, In AUGUST, FOR EXAMPLE, THE HAWAIIAN 

UNEMPLOYMENT RATE WAS 6.7 PERCENT ON A SEASONALLY ADJUSTED BASIS —THE 

LOWEST IN THE NATION.

AS YOU ARE AWARE OF HAWAII'S TRADITIONAL STRENGTHS, I WILL ONLY 

TOUCH ON THE FACTORS THAT HAVE PROMOTED THE TURNAROUND: THE RISE IN 

PERSONAL INCOME ON THE MAINLAND HAS SPURRED TOURISM! THE DROP IN 

MORTGAGE INTEREST RATES HAS STIMULATED HOMEBUILDING AND SALES; AND THE 

INCREASE IN DEFENSE SPENDING SHOULD BENEFIT BOTH CIVILIAN AND MILITARY 

PAYROLLS.

The TURNAROUND IN THE HAWAIIAN ECONOMY DURING THE LATTER HALF OF 

1933 IS LIKELY TO SET THE STAGE FOR MORE SOLID GROWTH IN 1984. As THE 

NATIONAL ECONOMY CONTINUES TO GROW AND WORLD ECONOMIC CONDITIONS 

IMPROVE, TOURIST BUSINESS SHOULD IMPROVE EVEN MORE THAN IT HAS THIS 

YEAR. THE INCREASE IN RESIDENTIAL BUILDING PERMITS ISSUED THIS YEAR, 

ALONG WITH THE REDUCTION IN UNSOLD UNITS, SUGGESTS THAT HOUSING STARTS 

AND SALES ALSO COULD INCREASE BY A GREATER PERCENTAGE NEXT YEAR — 

PROVIDED INFLATION AND INTEREST RATES CAN BE KEPT UNDER CONTROL. 

SlMILIARLY, AS THE RECOVERY REDUCES VACANCY RATES, EXPENDITURES FOR 

NON-RESIDENTIAL CONSTRUCTION — WHICH HAS REMAINED A WEAK SPOT IN

Hawaii —should at least stabilize. F inally, sugar and pineapple

GROWERS, WHO HAVE SUFFERED FROM A WORLD-WIDE GLUT OF THEIR PRODUCTS, 

SHOULD FACE IMPROVED MARKET CONDITIONS AS EXPANDING WORLDWIDE DEMAND 

BRINGS SUPPLY AND DEMAND INTO BETTER BALANCE.
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Inflation risk

Despite all the plus signs in the ou t l o o k, serious concerns

REMAIN, AS I MENTIONED EARLIER, THERE IS THE CONCERN WHETHER 

INFLATION WILL PICK UP IN 1984. TYPICALLY, INFLATION DOES NOT BEGIN 

TO RISE UNTIL AT LEAST A YEAR AFTER A BUSINESS CYCLE UPTURN, WlTH THE 

RECOVERY NEARLY A YEAR OLD THIS WOULD ARGUE FOR A REBOUND IN INFLATION 

NEXT YEAR. THE STANDARD EXPLANATION FOR THE CYCLICAL UPTURN IN 

INFLATION POINTS TO EXPANSIONARY MACROECONOMIC POLICY AS THE 

FUNDAMENTAL CAUSE. THUS A MORE STIMULATORY POLICY FIRST INCREASES 

OUTPUT AND EMPLOYMENT, AND THEN SHOWS UP LATER — WITH A LAG IN OTHER 

WORDS — IN HIGHER PRICES,

With this background in m i n d, some commentators have argued that 

the Fed has already let the inflationary cat out of the b a g . Thus for

THE TWELVE MONTHS ENDING AUGUST OF 1983, THE Ml DEFINITION OF THE 

MONEY SUPPLY, WHICH IS COMPOSED OF CURRENCY AND ALL CHECKABLE 

DEPOSITS, GREW AT A 12.7 ANNUAL RATE, THE HIGHEST SUSTAINED MONETARY 

EXPANSION SINCE WORLD WAR II. THE CRITICAL QUESTION IS WHETHER THIS 

FORETELLS A DRAMATIC RISE IN INFLATION SOMETIME IN THE FUTURE.

IN MY OPINION IT DOES NOT, BECAUSE MUCH OF THE OBSERVED HIGH 

MONEY GROWTH, AT LEAST IN LATE 1982 AND THE FIRST PART OF 1983, WAS 

MATCHED BY AN INCREASE IN MONEY DEMAND.

LET ME EXPLAIN THIS POINT IN A LITTLE MORE DETAIL BECAUSE I THINK 

IT IS NOT WIDELY UNDERSTOOD OR PROPERLY APPRECIATED. In 1982 THERE 

WAS A SIGNIFICANT INCREASE IN THE PUBLIC'S DESIRE TO HOLD (RATHER THAN 

TO SPEND) LARGER MONEY BALANCES, THERE IS SOME DEBATE AMONG 

ECONOMISTS AS TO WHY THIS OCCURRED. SOME WOULD ARGUE THAT THE
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INCREASED UNCERTAINTIES ASSOCIATED WITH HISTORIC HIGH UNEMPLOYMENT 

INCREASED THE PRECAUTIONARY BALANCES THAT PEOPLE WISHED TO HOLD,

Others would argue that the decline in interest rates has made it more

ATTRACTIVE TO HOLD MONEY RELATIVE TO OTHER ASSETS — A VIEW WHICH I 

AND MY STAFF HAVE ARGUED STRONGLY FOR, In ANY EVENT, THE PUBLIC'S 

DESIRE TO HOLD Ml INCREASED DRAMATICALLY IN 1982. As A RESULT, THE 

RATIO OF INCOME TO MONEY — IN OTHER WORDS, THE VELOCITY OF MONEY ~  

FELL SIGNIFICANTLY IN 1982.

With the same amount of money doing less work than before, the 

Federal Reserve had to supply more during 1982 than it originally 

intended in order to avoid being more restrictive than was desirable 

or necessary. Thus, rather than force Ml to grow in the originally-

specified RANGE OF 2k TO 5 PERCENT, THE FED ALLOWED IT TO GROW 8k

perent in 1982. The decision to do this was a judgment call that was

RATIFIED BY THE VERY POSITIVE RESPONSE OF THE FINANCIAL MARKETS AS 

SHOWN BY THE DECLINE IN LONG-TERM INTEREST RATES AND THE RISE IN STOCK 

PRICES IN THE LATTER HALF OF 1982. In MY JUDGMENT, FORCING Ml TO STAY 

WITHIN THE ORIGINAL 2k TO PERCENT RANGE IN 1982 WOULD HAVE RISKED 

DOING DAMAGE TO AN ALREADY WEAKENED ECONOMY AND PRECLUDED THE ECONOMIC 

RECOVERY WHICH BEGAN AT THE TURN OF THIS YEAR.

IT IS IMPORTANT TO UNDERSTAND THAT THIS DOWNWARD ADJUSTMENT OF 

VELOCITY TO THE LOWER INFLATION RATE IS A ONE-TIME PHENOMENON. ONCE 

THE ADJUSTMENT IS COMPLETE, MONEY GROWTH SHOULD BE MADE TO RETURN TO 

RATES THAT ALLOW US TO CONTINUE TO MAKE PROGRESS AGAINST INFLATION.

As Chairman Volcker noted in his midyear monetary policy report to the
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Congress IN Ju l y , the decline in velocity appeared to have largely

ABATED BY THE END OF THE FIRST QUARTER OF 1983, SUGGESTING THAT THE 

ADJUSTMENT OF MONEY DEMAND TO LOWER INFLATION WAS MORE OR LESS 

COMPLETE BY THEN. IN RECOGNITION OF THIS, THE FOMC DECIDED TO 

ESTABLISH A NEW BASE FOR THE f1l GROWTH RANGE, MOVING IT FROM THE 

FOURTH QUARTER OF 1982 TO THE SECOND QUARTER OF 1983. As CHAIRMAN 

VOLCKER NOTED, THIS REBENCHMARKING "REFLECTED A JUDGMENT THAT THE 

RAPID GROWTH (IN Ml) OVER THE PAST SEVERAL QUARTERS SHOULD BE TREATED 

AS A ONE-TIME PHENOMENON, NEITHER TO BE RETRACED OR LONG EXTENDED."

Earlier this y e a r, I had argued that if money growth did not

APPEAR TO BE SLOWING DOWN AFTER THE FIRST QUARTER, THE FEDERAL RESERVE 

SHOULD TAKE STEPS TO ASSURE THAT IT DID, EVEN IF THAT MEANT SOME 

MODERATE INCREASE IN INTEREST RATES. By THE LATTER PART OF THE SECOND 

QUARTER, MONEY AND CREDIT WERE SHOWING TENDENCIES TO INCREASE MORE 

RAPIDLY THAN SEEMED CONSISTENT WITH LONG-TERM PROGRESS AGAINST 

INFLATION AND SUSTAINED ORDERLY RECOVERY. AGAINST THIS BACKGROUND,

THE FQMC IN May BEGAN to take a LESS ACCOMMODATING MONETARY POSTURE. 

These steps were accompanied by interest rate increases ranging from

3/4 TO 1 PERCENT OR MORE. BUT AS I HAD ARGUED EARLIER, THE PROSPECTS 

FOR SUSTAINED GROWTH AND ULTIMATELY LOWER INTEREST RATES OVER TIME 

WOULD BE ENHANCED BY TIMELY ACTION TO RESTRAIN EXCESSIVE GROWTH IN 

MONEY, GIVEN ITS INFLATIONARY POTENTIAL.

The EVENTS OF THE PAST FEW MONTHS, TO MY MIND, HAVE ONLY SERVED 

TO CONFIRM THIS JUDGMENT. SlNCE MARCH, Ml GROWTH HAS AVERAGED 7.1 

PERCENT AT AN ANNUAL RATE, COMPARED TO A 14.9 PERCENT RATE IN THE SIX
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MONTHS PRECEDING, As A RESULT, FOR THE FIRST TIME SINCE 1981, Ml FELL 

WITHIN ITS LONGER-RUN MONITORING RANGE SET BY THE FOMC. THE OTHER KEY 

MONETARY AGGREGATES ARE ALSO WITHIN THE FEDERAL RESERVE'S TARGET 

RANGES. M2 WAS GROWING AT AN ANNUAL RATE OF 7.6 PERCENT IN SEPTEMBER 

(COMPARED TO ITS BASE—THE M2 AVERAGE IN FEBRUARY AND MARCH OF 1983), 

WELL WITHIN ITS TARGET RANGE OF 7-10 PERCENT. LIKEWISE, M3 FELL 

WITHIN ITS RANGE OF 6.5-9.5 PERCENT WHEN IT INCREASED AT THE ANNUAL 

RATE OF 9.0 PERCENT LAST MONTH (COMPARED TO ITS BASE IN THE SECOND 

QUARTER OF 1983).

F inancial markets appear to have been heartened by these

DEVELOPMENTS. SlNCE AUGUST, SHORT-TERM INTEREST RATES HAVE TENDED TO 

FALL AS THE MARKET PERCEIVES THAT THE FEDERAL RESERVE HAS MORE ROOM TO 

MANEUVER WITH MONEY NOW ON TARGET. At THE SAME TIME, HEIGHTENED 

INVESTOR CONFIDENCE THAT THE FED WILL MIL GIVE UP ON THE FIGHT AGAINST 

INFLATION HAS PULLED DOWN LONG-TERM YIELDS AS WELL. LET ME NOTE HERE 

THAT IT REMAINS THE INTENTION OF THE FEDERAL RESERVE TO MAKE FURTHER 

INROADS AGAINST INFLATION. CHAIRMAN VOLCKER MADE THIS VERY CLEAR IN 

HIS SPEECH TO THE AMERICAN BANKERS ASSOCIATION HERE IN HONOLULU A 

COUPLE OF WEEKS AGO, AND I CAN ONLY REAFFIRM OUR COMMITMENT TO THIS 

GOAL.

High Interest Rate Syndrome

Despite recent declines in n ominal, or m a r k e t, interest r a t e s,

YIELDS IN A VERY IMPORTANT SENSE REMAIN DISTURBINGLY HIGH. I REFER TO 

REAL INTEREST RATES — INTEREST RATES WITH THE MARKET PREMIUM FOR 

INFLATION TAKEN OUT OF THEM. THESE REAL RATES MEASURE THE TRUE
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BORROWING COST FOR HOUSEHOLDS AND FIRMS, AND THEY REMAIN HIGH BY 

HISTORICAL STANDARDS, ESPECIALLY FOR THIS STAGE OF THE BUSINESS CYCLE,

The implications of these high real rates are not confined to

THEIR DIRECT EFFECTS ON BUSINESS AND CONSUMER SPENDING. HlGH REAL 

INTEREST RATES ATTRACT MASSIVE FUNDS FROM ABROAD, CAUSING THE DOLLAR 

TO 8E OVERVALUED. THE RECENT INCREASE IN THE DOLLAR EXCHANGE RATE,

FOR EXAMPLE, HAS PUSHED THE DOLLAR'S INTERNATIONAL VALUE ABOVE THE 

RECORD LEVEL OF NOVEMBER 1982. An OVER-VALUED DOLLAR MEANS THAT 

IMPORTS ARE ENCOURAGED AND EXPORTS DISCOURAGED “ WHICH IN TURN MEANS 

CONTINUED DISTRESS FOR SUCH BASIC INDUSTRIES AS STEEL, AUTOS, AND OF 

COURSE TOURISM. THUS, THE U.S. TRADE SURPLUS ON GOODS AND SERVICES 

FOR THE FIRST HALF OF THIS YEAR HAS DROPPED TO $4.3 BILLION FROM $31.6 

BILLION IN THE SAME PERIOD LAST YEAR.

Nor ARE THE EFFECTS OF AN OVER-VALUED DOLLAR CONFINED TO THE U.S. 

The CORRESPONDING DETERIORATION IN THE EXCHANGE VALUE OF FOREIGN 

CURRENCIES MEANS HIGHER INFLATION FOR THESE COUNTRIES AS THEY FIND THE 

COST OF THEIR IMPORTS GOING UP. THE ALTERNATIVE FOR THESE COUNTRIES 

IS TO PROTECT THEIR CURRENCIES BY KEEPING THEIR REAL INTEREST RATES 

HIGH. BUT THAT MEANS DEPRESSED OUTPUT AND EMPLOYMENT FOR THEM AT 

HOME, HARDLY AN ATTRACTIVE ALTERNATIVE.

There has been a great deal of editorial comment recently about

WHETHER THOSE HIGH REAL RATES RISK A RECESSION IN 1984. At THE

Federal Reserve Bank of San Francisco, we have always cautioned that

HIGH INTEREST RATES BY THEMSELVES DO NOT FORECAST A RECESSION. THEY 

COULD JUST AS WELL REFLECT A STRONG ECONOMY RATHER THAN A WEAK ONE.
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THAT IS, IF a STRONG ECONOMY INCREASES THE DEMAND FOR CREDIT, LEADING 

TO HIGH INTEREST RATES, THAT WILL NOT BY ITSELF SHORT-CIRCUIT THE 

RECOVERY. ONLY IF THE HIGH INTEREST RATES ARE DUE TO A SHORTAGE OF 

THE SUPPLY OF CREDIT WOULD THEY INDICATE THAT THE RECOVERY MIGHT BE IN 

TROUBLE. WE DO NOT BELIEVE THAT THIS IS WHAT IS HAPPENING IN THE 

SECOND HALF OF 1983.

There are a number of reasons for our holding this p o s i t i o n. 

F irst, the high levels of real interest rates w e 've had for the last 

year have not prevented a typical business cycle expansion from 

occurring. That suggests that the high rates are due more to an 

increase in demand for credit than to a restriction in s u p p l y.

Se c o n d, one does not have to look very far for one obvious source of 

strong credit demand -- the federal government's need to finance its 

massive d eficits. Thus the Treasury was in the market for about $44 

billion in the third q u a r t e r, and fourth quarter financial 

requirements are expected to be $45 bi l l i o n. For 1983 AS A WHOLE, the 

unified budget deficit currently IS projected to be $207 BILLION and

ONLY SLIGHTLY LOWER — $183 BILLION ~  IN 1984. FINALLY, THE TOTAL 

SUPPLY OF CREDIT HAS INCREASED SUBSTANTIALLY IN THE UNITED STATES IN 

THE LAST YEAR, FROM ABOUT 11 PERCENT OF GNP IN MID-1982 TO 18 PERCENT 

IN MID-1983. On BALANCE, THEREFORE, IT WOULD SEEM HIGH REAL INTEREST 

RATES REFLECT STRONG CREDIT DEMAND, NOT WEAK CREDIT SUPPLY.

Deficits and Economic D istortions

As I OUTLINED EARLIER, THE CURRENT BUSINESS CYCLE EXPANSION IS 

LED BY A LARGE INCREASE IN CONSUMER SPENDING, FOLLOWED BY A SMALL
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increase IN INVESTMENT SPENDING, AND A DECLINE IN NET EXPORTS, THIS 

REPRESENTS A DISTORTED BUSINESS CYCLE SITUATION COMPARED TO THE 

TYPICAL RECOVERY OF THE PAST, IN WHICH THERE WAS A MUCH MORE BALANCED 

GROWTH OF CONSUMPTION, INVESTMENT AND EXPORTS. CONCERNS THAT THE 

CURRENT DISTORTED PATTERN WILL HURT THE ECONOMY ARE, IN MY OPINION, 

WELL TAKEN.

This recovery is just the opposite of the supply-side economists'

EXPECTATIONS THAT TAX CUTS WOULD LEAD TO AN INVESTMENT-LED RECOVERY.

High real interest rates have more than offset the stimulus of lower

TAXES ON BUSINESS INVESTMENT. THE REASON FOR THIS DISTORTION IS QUITE

easy to see. Since the start of 1981, government spending as a share

OF GNP HAS GONE UP 2 PERCENTAGE POINTS — FROM 23 TO 25 PERCENT OF

GNP. That additional absorption of resources by government means that

PRIVATE DEMANDS MUST BE REDUCED AN EQUAL AMOUNT. In OTHER WORDS, SOME 

FORM OF PRIVATE SPENDING HAS TO BE "CROWDED OUT" BY THE INCREASED 

DEMANDS OF GOVERNMENT, THAT CAN BE ACHIEVED IN THREE DIFFERENT WAYS -

- BY RAISING TAX RATES, BY INCREASING THE INFLATION RATE, OR BY 

RAISING REAL INTEREST RATES. A RISE IN TAXES WOULD CROWD OUT THE 

SPENDING OF THOSE WHO BEAR THE BURDEN OF THE TAX. A RISE IN THE 

INFLATION RATE WOULD CROWD OUT THOSE WHOSE INCOME GROWS MORE SLOWLY 

THAN INFLATION. AND A RISE IN REAL INTEREST RATES WOULD CROWD OUT THE 

INTEREST-SENSITIVE SPENDING, WHICH IS LARGELY FOCUSED ON INVESTMENT, 

HOUSING AND EXPORTS.

The ADMINISTRATION APPEARS ADAMANTLY OPPOSED TO TAX HIKES, AND IN 

ANY EVENT IT IS UNLIKELY CONGRESS WILL BE IN THE MOOD TO RAISE TAXES
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AS THE 1984 ELECTION NEARS, As I INDICATED EARLIER, THE FEDERAL

Reserve remains resolute in its determination to cut inflation

FURTHER, AND AS CHAIRMAN VOLCKER INDICATED IN RECENT TESTIMONY TO

Co ngress, believes it is unwise to finance budget deficits through

MONETARY EXPANSION. All OF THIS MEANS THAT HIGHER GOVERNMENT SPENDING 

HAS SEEN FINANCED BY BORROWING IN THE FINANCIAL MARKETS, RESULTING IN 

A RISE IN REAL INTEREST RATES. As A RESULT, ALL OF THE CROWDING OUT 

CAUSED BY INCREASED GOVERNMENT SPENDING HAS BEEN DIRECTED ONTO 

INTEREST-SENSITIVE AND EXPORT-SENSITIVE INDUSTRIES, WHICH REPRESENT 

OUR INDUSTRIES WITH THE GREATEST COMPARATIVE ADVANTAGE, AND OUR FUTURE 

SOURCES OF GROWTH. THE DISTORTED RECOVERY THEREFORE THREATENS THE 

GROWTH IN THE STANDARD OF LIVING AND THE PRODUCTIVITY OF THE U.S. 

ECONOMY. IN MY OPINION, THAT IS THE MAJOR RISK IN THE CURRENT 

SITUATION —NOT AN ACCELERATION OF INFLATION, OR A BUSINESS CYCLE 

RECESSION IN 1984, BUT THE LONG, SLOW EROSION OF AMERICA'S INDUSTRIAL 

BASE.

Economic Education

The crowding-out phenomenon I have just described is a perfect 

illustration of two fundamental economic concepts in operation -- THE 

CONCEPTS of tradeoff AND CHOICE. As economic educators, I know you 

ARE COMPLETELY FAMILIAR WITH THESE CONCEPTS; INDEED I KNOW THAT THEY 

PLAY A FUNDAMENTAL ROLE IN THE JOINT COUNCIL'S EDUCATIONAL STRATEGY, 

AND HAVE BEEN THE BASIS OF A VERY SUCCESSFUL FILM/TELEVISION SERIES

called "Trade-offs".

These key concepts of tradeoff and choice are also major themes
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in the Federal Reserve Ba n k's venture into economic education, a

PERMANENT EDUCATIONAL EXHIBITION CALLED "THE WORLD OF ECONOMICS" THAT 

IS LOCATED IN THE LOBBY OF OUR NEW HEADQUARTERS BUILDING IN DOWNTOWN

San Fr a ncisco, Some of you may have seen it al r e a d y, and I extend an

INVITATION TO THE REST OF YOU TO VISIT IT IF YOU GET THE CHANCE. OF 

COURSE, I APPRECIATE THAT INVITING YOU TO VISIT US IS NOT LIKE ASKING 

YOU TO STEP ACROSS THE STREET, SO WE HAVE MADE AVAILABLE A TEN- 

MINUTE VIDEOTAPE ON THE EXHIBITION, WHICH WILL GIVE YOU SOME SENSE OF 

WHAT THE EXHIBITION IS, AND WHAT IT CAN DO. OUR PUBLIC INFORMATION 

DEPARTMENT WOULD BE HAPPY TO LEND YOU A COPY OF THE TAPE, IF YOU'RE 

INTERESTED.

WE WERE VERY FORTUNATE TO HAVE THE JOINT COUNCIL'S COOPERATION 

AND SUPPORT AS WE WERE BUILDING THE EXHIBITION, WHICH HELPED US TO 

AVOID THE PITFALLS THAT SO MANY ORGANIZATIONS FALL INTO WHEN THEY 

VENTURE INTO ECONOMIC EDUCATION. I'M SURE THAT YOU'RE ALL FAMILIAR

with The Wall Street Journal piece of September 15, called "What to do

(AND NOT TO DO) WHEN JOHNNY CAN'T DEFINE PROFIT", BY JOHN MANZER, THE 

HEAD OF ONE OF YOUR CENTERS FOR ECONOMIC EDUCATION IN INDIANA. As I 

READ THROUGH PROFESSOR PlANZER'S LIST OF DO'S AND DON'TS FOR ECONOMIC 

EDUCATION, I WAS REMINDED AGAIN OF HOW LUCKY WE WERE TO HAVE THE JOINT

Council's input. Particularly indispensable were the contributions of 

Lee Bach, of Stanford University, and my old friend and faculty 
colleague Jim Calderwood, who is with us today. It is not too far

fetched TO SAY THAT WITHOUT THE DEDICATION OF PEOPLE LIKE LEE AND JlM

— AND I'M SORRY WE DON'T HAVE TIME TO LIST ALL OF THE PEOPLE WHO

- 14-

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



CONTRIBUTED —"THE WORLD OF ECONOMICS" WOULD NOT HAVE TURNED OUT TO BE 

THE SUCCESS IT HAS PROVEN TO BE.

Cooperation between the Joint Council and the Reserve Bank 

c o ntinues. The Economic Literacy Council of California has worked 

with our staff to produce a full set of curriculum materials —teacher 

and student gu i d e s, lesson p l a n s, and much much more -- THAT will

ALLOW TEACHERS AND STUDENTS TO GET THE MAXIMUM BENEFIT OUT OF THE 

EXHIBITION. WE WILL BEGIN TESTING THESE MATERIALS IN SAN FRANCISCO 

SCHOOLS TOWARDS THE END OF THIS YEAR. At THE SAME TIME, WE ARE HOPING 

TO PRODUCE A SET OF VIDEOTAPES THAT WILL COMPLEMENT THESE CURRICULUM 

MATERIALS, THUS IN EFFECT MAKING IT POSSIBLE FOR THE EXHIBITION TO 

"TRAVEL" TO SCHOOLS THAT ARE TOO FAR AWAY TO VISIT US.

Concluding Remarks

In SUMMING UP, LET ME RETURN TO THE THEME OF TRADE-OFFS. IN MY 

MIND, THE MOST SERIOUS PROBLEM CONFRONTING US TODAY IS THE UNBALANCED 

CHARACTER OF THE CURRENT RECOVERY. THE ROOT OF THIS PROBLEM IS EASY 

ENOUGH TO TRACE — THE FEDERAL GOVERNMENT'S VORACIOUS APPETITE FOR 

CREDIT TO FINANCE ITS DEFICITS. CONGRESS AND THE ADMINISTRATION HAVE 

IN EFFECT OPTED TO FINANCE THE GROWING SHARE OF GOVERNMENT SPENDING IN 

TOTAL OUTPUT BY SQUEEZING CAPITAL INVESTMENT, HOUSING AND OUR EXPORT 

INDUSTRIES. What PARTICULARLY CONCERNS me is that much of THE PUBLIC 

MAY NOT UNDERSTAND THE TRADE OFF THAT IMPLICITLY HAS BEEN MADE HERE. 

THE BENEFITS OF LOWER TAXES, AND OF GOVERNMENT SPENDING FOR OUR 

FAVORITE PROGRAMS ARE EASY TO SEE. THE COSTS IN TERMS OF A LOWER 

STANDARD OF LIVING FOR FUTURE GENERATIONS ARE MUCH MORE DIFFICULT TO
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