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GOOD AFTERNOON LADIES AND GENTLEMEN. [ APPRECIATE HAVING
THiS OPPORTUNITY TO SHARE WITH YOU MY THOUGHTS ON RECENT
DEVELOPMENTS IN THE U.S. ECONOMY AND ON THE OUTLOOK OVER THE NEXT
YEAR AND A HALF.

THUS FAR, 1987 HAS BEEN AN EXCITING YEAR, TO SAY THE LEAST.
INFLATION HAS PICKED UP SIGNIFICANTLY; THE CONSUMER PRICE INDEX,
FOR EXAMPLE, ROSE AT NEARLY A 6 PERCENT RATE IN THE FIRST FOUR
MONTHS OF THIS YEAR, VERSUS AN INCREASE OF ONLY ABQUT 1 PERCENT
DURING 1986, AT THE SAME TIME, THE OVERALL GROWTH OF THE
NATION’S OUTPUT SURGED TO AN UNEXPECTEDLY RAPID 4.4 PERCENT PACE
IN THE FIRST QUARTER, SUBSTANTIALLY MORE THAN THE TWO PERCENT
RATE RECORDED IN 1986,

FINANCIAL MARKETS TOO HAVE HAD THEIR SHARE OF EXCITEMENT.

IN RECENT WEEKS BOND YIELDS HAVE FLUCTUATED WIDELY FROM DAY TO_
DAY AND, ON BALANCE, HAVE RISEN SIGNIFICANTLY. THE YIELD ON 30-
YEAR TREASURY BONDS HAS RISEN BY 1 1/2 PERCENTAGE PQINTS SINCE
THE MIDDLE OF MARCH, AND MORTGAGE RATES HAVE INCREASED EVEN MORE.

THE STOCK MARKET ALSO HAS BEEN HIGHLY VOLATILE, WITH THE DOW-
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JONES INDUSTRIAL AVERAGE REGISTERING CHANGES OF MORE THAN

50 POINTS ON SEVEN DAYS IN APRIL AND MAY! MEANWHILE, THE DOLLAR
HAS CONTINUED TO DEPRECIATE, AND THERE HAS BEEN AN UNUSUALLY
CLOSE DAY-TO-DAY RELATION BETWEEN CHANGES IN THE DOLLAR/YEN
EXCHANGE RATE AND IN U.S. BOND YIELDS. FINALLY, AMID THESE
DEVELOPMENTS, ON APRIL 30TH THE FEDERAL RESERVE TOOK THE UNUSUAL
STEP OF PUBLICLY ANNOUNCING THAT IT HAD TIGHTENED MONETARY POLICY
SOMEWHAT, AND THIS WAS FOLLOWED BY ACTIONS TO EASE POLICY IN
GERMANY AND JAPAN.

MY MAIN GOAL TODAY IS TO PUT THESE EVENTS IN A BROADER
PERSPECTIVE, RELATING THEM TO LONGER-RUN TRENDS IN THE ECONQOMY,
AND TO GIVE YOU MY OUTLOOK FOR THE ECONOMY OVER THE NEXT YEAR AND
A HALF. I'LL ALSO DISCUSS THE DILEMMAS AND CHALLENGES POSED FOR
THE FEDERAL RESERVE BY RECENT DEVELOPMENTS AND THE ECONOMIC
OUTLOOK.

SETTING THE STAGE

THE U.S. ECONOMY NOW IS IN ITS FIFTH YEAR OF ECONOMIC
EXPANSION. SINCE THE END OF 1982, 12 MILLION JOBS HAVE BEEN

ADDED TO CIVILIAN EMPLOYMENT, AND THE UNEMPLOYMENT RATE HAS
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FALLEN FROM ALMOST 11 PERCENT TO LESS THAN & 1/2 PERCENT. EVEN
MORE NOTABLY, THESE GAINS HAVE BEEN ACCOMPANIED BY SIGNIFICANT
REDUCTIONS IN INFLATION AND INTEREST RATES. MEASURED BY THE
BROAD-BASED GNP PRICE INDEX, THE INFLATION RATE DROPPED FROM
ALMOST TEN PERCENT IN 1981 TO 2 1/2~EERCENT LAST YEAR, WHILE THE
YIELD ON 30-YEAR TREASURY BONDS DECLINED FROM NEARLY 15 PERCENT
IN LATE 1981 TO LESS THAN 7 1/2 PERCENT EARLIER THIS YEAR, THESE
ARE IMPRESSIVE ACCOMPLISHMENTS ABOUT WHICH WE CAN BE JUSTIFIABLY
PLEASED.

THESE GAINS, HOWEVER, MASK SERIOUS IMBALANCES IN OUR
ECONOMY. I REFER TO THE HUGE DEFICITS IN OUR FEDERAL BUDGET AND
IN OUR TRADE WITH OTHER NATIONS. IN FISCAL YEAR 1986, THE
FEDERAL DEFICIT REACHED $221 BILLION, UP FROM $79 BILLION IN
1981, (OVER THE SAME PERIOD, OUR INTERNATIONAL BALANCE OF TRADE
IN GOODS AND SERVICES MOVED FROM A SMALL SUR;LUS IN 1981 TO A
DEFICIT OF ALMOST $150 BILLION LAST YEAR.

THE TWO DEFICITS ARE CLOSELY RELATED. THE TRADE DEFICIT
REFLECTS NATIONAL SPENDING BEYOND WHAT THE NATION PRODUCES. THE

MOST NOTABLE EXAMPLE OF THIS IS THE STEEP INCREASE IN THE FEDERAL
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BUDGET DEFICIT, WHICH HAS RISEN FROM 2.7 PERCENT OF OUR NATIONAL
OUTPUT IN 1981 TO 5.3 PERCENT LAST YEAR. MOREQOVER, THE CONSUMER
SECTOR HAS AQPED TO THE IMBALANCE BY INCREASING ITS SPENDING
FASTER THAN ITS INCOME, SO THAT BETWEEN 1981 AND 1986 PERSONAL
SAVING DECLINED FROM 7 1/2 PERCENT TO UNDER 4 PERCENT OF AFTER-
TAX HOUSEHOLD INCOME. THE EXCESSIVE NATIONAL SPENDING HAS BEEN
MADE POSSIBLE BY HUGE CAPITAL INFLOWS FROM ABROAD, WHICH ARE THE
COUNTERPART OF THE FOREIGN TRADE DEFICIT.

CLEARLY THIS IS AN UNSUSTAINABLE SITUATION. NO NATION CAN
LIVE BEYOND ITS MEANS INDEFINITELY BY DRAWING DOWN ITS
INVESTMENTS ABROAD AND BY BORROWING FROM OTHER COUNTRIES.
MOREOVER, AS ONE OF THE WEALTHIEST NATIONS IN THE WORLD, WE
SHOULD BE EXPORTING OUR SAVINGS TO LESS DEVELOPED COUNTRIES, NOT
IMPORTING THE SAVINGS OF OTHERS TO FINANCE EXCESSIVE PRIVATE AND
PUBLIC CONSUMPTION. SOONER OR LATER, WE WILL HAVE TO GENERATE A
TRADE SURPLUS IN ORDER TO SERVICE OUR FOREIGN DEBTS. AND THE
SOONER WE CAN BEGIN THIS PROCESS BY REDUCING OUR EXCESSIVE
DOMESTIC SPENDING, THE LESS PAINFUL THE NECESSARY ADJUSTMENT IN

THE FUTURE WILL BE.
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THE TRADE IMBALANCE HAS CAUSED SERIOUS DISLOCATIONS IN MANY
OF OUR INDUSTRIES. FROM 1981 TO 1986, OUR EXPORTS FELL
FIVE PERCENT IN REAL, OR INFLATION-ADJUSTED, TERMS WHILE REAL
[MPORTS ROSE MORE THAN 50 PERCENT. AGRICULTURE, MINING AND
MANUFACTURING ALL HAVE BEEN ADVERSELY AFFECTED BY FOREIGN
COMPETITION, CAUSING DISLOCATIONS THAT HAVE HIT SOME REGIONS
PARTICULARLY HARD. WHEREAS FARM INCOME DECLINED 5.6 PERCENT LAST
YEAR IN THE NATION AS A WHOLE, FOR EXAMPLE, IT DECLINED ALMOST 27
PERCENT IN IDAHO. THE DECLINE IN EMPLOYMENT EXPERIENCED IN
MINING ALSO WAS MAGNIFIED IN [DAHO.

THE RESULT OF THESE DEVELOPMENTS HAS BEEN A RISING TIDE OF
PROTECTIONISM, WHICH THREATENS THE HEALTH OF THE WORLD ECONQOMY,
TRADE BARRIERS, HOWEVER, INVITE RETALIATION, RAISE PRICES, REDUCE
THE VOLUME OF TRADE WORLD-WIDE, AND LOWER LIVING STANDARDS BOTH
HERE AND ABROAD. THESE BA&RIERS ARE PARTICULARLY HARMFUL TO LESS
DEVELOPED COUNTRIES, MANY OF WHICH DEPEND ON EARNINGS FROM

EXPORTS TO PAY BACK AND SERVICE HUGE FOREIGN DEBTS.
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ECONOMIC QUTLOGK

THIS YEAR AND NEXT, I EXPECT TO SEE REASONABLY GOOD ECONOMIC
GROWTH IN THE U.S., AND THIS GROWTH SHOULD BE ACCOMPANIED BY SOME
IMPROVEMENT IN THE MAJOR IMBALANCES THAT HAVE PLAGUED THE
ECONOMY. FIRST, I EXPECT THE MAIN ENGINE OF GROWTH OVER THIS
PERIOD TO BE AN IMPROVEMENT IN OUR TRADE BALANCE, IN RESPONSE TO
THE DEPRECIATION OF THE DOLLAR SINCE FEBRUARY 1985. I EXPECT THE
DEFICIT OF REAL (OR, INFLATION-ADJUSTED) IMPORTS OVER EXPORTS OF
GOODS AND SERVICES TO IMPROVE BY ABOUT $40 BILLION BOTH IN 1987

'AND IN 1988. THIS WOULD MEAN THAT THIS DEFICIT WOULD BE CUT FROM
JUST UNDER $150 BILLION IN THE FOURTH QUARTER OF LAST YEAR 70
LESS THAN HALF OF THAT AMOUNT BY THE END OF NEXT YEAR.

IN THE LAST COUPLE OF QUARTERS WE HAVE SEEN SIGNIFICANT
IMPROVEMENTS IN OUR TRADING POSITION, SO WE DO APPEAR TQO BE ON
TRACK WITH MY EXPECTATIONS. INTERNATIONAL MARKETS FOR
AGRICULTURAL AND FOREST PRODUCTS -- AREAS OF PARTICULAR INTEREST
TO YOUR STATE -- HAVE DISPLAYED PARTICULARLY HEARTENING
IMPROVEMENT. AT ONE WESTERN PORT, FOR EXAMPLE, EXPORTS OF LOGS

AND LUMBER PRODUCTS ARE UP 200 TO 500 PERCENT OVER A YEAR AGO.
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IT IS CRUCIAL THAT WE CONTINUE TO MAKE PROGRESS IN THE TRADE
AREA, SINCE NOT ONLY WILL THIS PROVIDE A LIFT TO THE ECONOMY, BUT
IT ALSO SHOULD HELP STEM THE DANGERQOUS PROTECTIONIST SENTIMENT IN
THE CONGRESS AND AROUND THE WORLD.

GROWTH IN GOVERNMENT SPENDING CAN BE EXPECTED TO BE
RELATIVELY WEAK THIS YEAR AND NEXT. THE GRAMM-RUDMAN TARGETS FOR
DEFICIT REDUCTION PROBABLY WILL NOT BE MET, BUT I DO EXPECT TO
SEE DECREASES IN THE DEFICIT OF ABOUT $50 BILLION IN FISCAL YEAR
1987 AND ABQUT $15 BILLION IN 1983.

ALTHOUGH THE GOVERNMENT SECTOR MOST LIKELY WILL BE A
RESTRAINING FACTOR ON ECONOMIC GROWTH IN THE YEARS IMMEDIATELY
AHEAD, REDUCED FEDERAL DEFICITS ARE ESSENTIAL FOR THE OVERALL
HEALTH OF THE U.S. ECONOMY. IN FACT, WITHOUT BUDGET-DEFICIT
REDUCTION, IT IS DIFFICULT TO IMAGINE HOW WE COULD SIGNIFICANTLY
REDUCE dbR TRADE DEFICIT WITHOUT ENCOUNTERING SERIOUS PROBLEMS IN
OUR DOMESTIC ECONOMY. AS OUR FOREIGN-TRADE DEFICIT NARROWS IN
RESPONSE TO A WEAKER DOLLAR, WE SHALL BE RECEIVING LESS SAVINGS

FROM ABROAD. IF THE GOVERNMENT'S NEED FOR SAVINGS IS NOT REDUCED
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COMMENSURATELY, INTEREST RATES IN THIS COUNTRY MOST LIKELY WILL
RISE, HAMPERING THE PERFORMANCE OF THE DOMESTIC ECONOMY.

HOUSEHOLD SPENDING ON CONSUMPTION GOODS, ESPECIALLY
DURABLES, ALSO IS EXPECTED TO BE SLUGGISH THIS YEAR. IN PART,
THIS REFLECTS THE DISSIPATION OF THE BOOSTS TO CONSUMER SPENDING
LAST YEAR RESULTING FROM DECLINING INTEREST RATES AND OIL PRICES.
THIS YEAR, IN THE ABSENCE OF THESE SPECIAL FACTORS, HOUSEHOLDS
ARE LIKELY TO WANT TO RESTORE THEIR SAVING TO A MORE NORMAL
RELATION TO THEIR INCOMES.

IN THE SHORT RUN, HIGHER sAVING RATES WILL TEND TQ DEPRESS
CONSUMER-GOODS INDUSTRIES, JUST AS EFFORTS TO BRING DOWN THE
FEDERAL DEFICIT HURT GOVERNMENT CONTRACTORS AND EMPLOYEES. BUT
IN THE LONG RUN, THE NATION NEEDS TO CUT BACK ON CONSUMPTION IN
ORDER TO RELEASE FUNDS FOR SERVICING OUR OVERSEAS DEBTS, AND TO
ADD TO THE DOMESTIC CAPITAL FORMATION THAT IS THE BASIS FOR
FUTURE ECONOMIC GROWTH.

BOTH RESIDENTIAL AND NONRESIDENTIAL INVESTMENT ALSO ARE
LIKELY TO BE SLUGGISH THIS YEAR AND NEXT. RECENT INCREASES IN

LONG-TERM INTEREST RATES ARE LIKELY TO RESTRAIN BOTH OF THESE
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CATEGORIES OF SPENDING. IN ADDITION, SEVERAL ELEMENTS OF THE TAX
REFORM LEGISLATION THAT WENT INTQ EFFECT THIS YEAR -- THE
ELIMINATION OF THE INVESTMENT TAX CREDIT AND OF CERTAIN TAX
SHELTERS, AS WELL AS THE LENGTHENING OF SERVICE LIVES FOR
DEPRECIATION PURPQSES -- ARE PUTTING FURTHER DOWNWARD PRESSURE ON
INVESTMENT IN BUSINESS EQUIPMENT AND CONSTRUCTION. FINALLY, HIGH
OFFICE AND INDUSTRIAL VACANCY RATES DO NOT BODE WELL FOR THOSE
TYPES OF CONSTRUCTION. IN YOUR OWN STATE, THE VALUE OF NON-
RESIDENTIAL CONSTRUCTION AWARDS IN THE FIRST QUARTER OF 1987 WAS
A FULL 40 PERCENT BELOW THE LEVELS OF A YEAR AGO.

BUSINESS INVESTMENT IN INVENTORIES IS LIKELY TO MAKE A
SIGNIFICANT POSITIVE CONTRIBUTION TO THE AVERAGE PACE OF ECONOMIC
GROWTH THIS YEAR, BUT MOST OF THIS ALREADY MAY HAVE COME IN THE
FIRST QUARTER. AS I MENTIONED BEFORE, THE ECONOMY’S QUTPUT OF
GOODS AND SERVICES INCREASED AT A RAPID 4.4 PERCENT RATE IN THAT
QUARTER, AND THIS GROWTH LARGELY REFLECTED INCREASED PRODUCTION
THAT WENT INTO INVENTORIES (ESPECIALLY OF AUTOS). HOWEVER,

INVENTORY INVESTMENT SHOULD DROP OFF TO MORE NORMAL LEVELS IN THE
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REMAINDER OF THE YEAR, SO THAT QUTPUT GROWTH IS UNLIKELY TO
MAINTAIN THE RAPID RATE ACHIEVED IN THE FIRST QUARTER.

TAKING ALL OF THESE PROSPECTIVE DEVELOPMENTS INTQ ACCOUNT, I
EXPECT THE TOTAL QUTPUT OF THE ECONOMY TO GROW BY ABQOUT 3 PERCENT
IN 1987 AND BY 2 1/2 PERCENT IN 1988. SOME COMMENTATORS HAVE
CHARACTERIZED ECONOMIC GROWTH IN THIS RANGE AS “SLUGGISH,” AND
HAVE POINTED OUT THAT THE ECONOMY HAS A NUMBER OF WEAK SECTORS
AND REGIONS. IN IDAHO, FOR EXAMPLE, WEAKNESS IN AGRICULTURE AND
MINING HAS RETARDED ECONOMIC ACTIVITY IN THE STATE DURING THE
PAST FEW YEARS.

IN THESE CIRCUMSTANCES,'IT IS TEMPTING TO SUGGEST THAT THE
FEDERAL RESERVE PURSUE AN EASIER MONETARY POLICY WITH A VIEW TO
BOOSTING GROWTH. HOWEVER, GIVEN THE LIKELY RATE OF INCREASE IN
OUR NATION’S LABOR FORCE AND IN ITS PRODUCTIVITY, THE LONG-RUN
POTENTIAL GROWTH RATE THAT OUR ECONOMY CAN SUSTAIN APPEARS TO BE
AROUND 2 1/2 PERCENT. MOREQVER, BY MOST ESTIMATES, THE CURRENT
6.3 PERCENT UNEMPLOYMENT RATE IS CLOSE TO “FULL” EMPLOYMENT FOR
THE U.S. ECONOMY. THUS GROWTH IN EXCESS OF WHAT I EXPECT THIS

YEAR AND NEXT COULD MOVE THE ECONOMY DANGEROUSLY CLOSE TO
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CAPACITY CONSTRAINTS, AT LEAST IN TERMS OF LABOR, AND IN THAT
CIRCUMSTANCE, WE COULD FACE A SERIOUS INFLATION PROBLEM.

INFLATION QUTLOOK

EVEN IF QUTPUT GROWS AT THE MODERATE PACE I EXPECT, THE
INFLATION RATE, AS MEASURED BY THE BROAD-BASED GNP PRICE INDEX,
IS LIKELY TO AVERAGE AROUND FOUR PERCENT THIS YEAR AND NEXT,
SIGNIFICANTLY ABOVE THE 2 1/2 PERCENT RATE RECORDED LAST YEAR,
INFLATION WAS HELD DOWN TEMPORARILY BY THE SHARP DROP IN THE
PRICE OF OIL EARLY LAST YEAR. THIS BENEFICIAL EFFECT HAS NOW
PASSED, AND IN FACT OIL PRICES HAVE BEEN MOVING UP SINCE THE
MIDDLE OF LAST YEAR.

PRICES IN THE U.S. ALSO ARE BEING PUSHED UP BY THE
DEPRECIATION OF THE DOLLAR, WHICH IS RAISING THE COST OF IMPORTED
GOODS AND SERVICES. IN THE FIRST QUARTER, THE AVERAGE PRICES OF
OUR IMPORTS ROSE AT AN ANNUAL RATE OF 14 PERCENT. I EXPECT THIS
PATTERN TO CONTINUE AS THE EFFECTS OF THE DOLLAR’S DEPRECIATION
OVER THE LAST TWO YEARS WORK THEMSELVES THROUGH THE ECONOMY. -

UNFORTUNATELY, THE INFLATIONARY EFFECTS OF THE DOLLAR'S
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DEPRECIATION ARE A NECESSARY PART OF THE MECHANISM BY WHICH THE
TRADE DEFICIT IS BROUGHT DOWN.

RECENT INCREASES IN MEDIUM- TO LONG-TERM BOND YIELDS SEEM TO
REFLECT THIS PROSPECT OF MORE INFLATION, AS INVESTORS REQUIRE
HIGHER RETURNS TO OFFSET THE EXPECTED DECLINE IN THE PURCHASING
POWER OF THOSE RETURNS. IN THE LAST COUPLE OF MONTHS, THERE HAS
BEEN A CLOSE DAY-TO-DAY RELATION BETWEEN CHANGES IN THE VALUE OF
THE DOLLAR (ESPECIALLY VIS-A-VIS THE JAPANESE YEN) AND CHANGES IN
U.S. BOND YIELDS; AND ON BALANCE, THE SHARP INCREASE IN BOND
YIELDS HAS BEEN ASSOCIATED WITH A SIGNIFICANT DEPRECIATION OF THE
DOLLAR., THIS PATTERN SUGGESTS THAT THE BOND MARKETS RECOGNIZE
THAT EXCHANGE-RATE MOVEMENTS WILL INFLUENCE THE INFLATION RATE
FOR SEVERAL YEARS. BUT IT ALSO MAY REFLECT CONCERN ABQOUT WHETHER
THE FEDERAL RESERVE HAS THE RESOLVE TO PREVENT A MORE PERSISTENT
INFLATION PROBLEM FROM DEVELOPING.

ALTHOUGH T EXPECT HIGHER INFLATION THIS YEAR AND NEXT, THIS
NEED NOT BE THE BEGINNING OF AN UPWARD SPIRAL OF PRICES. ONCE
THE DOLLAR HAS STABILIZED, THE UPWARD PRESSURE ON IMPORT PRICES,

AND HENCE ON DOMESTIC INFLATION, GRADUALLY SHOULD SUBSIDE.
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HOWEVER, THERE IS A DANGER THAT TEMPORARY INCREASES IN

INFLATION WILL BECOME EMBEDDED INTO INFLATION EXPECTATIONS, AND
IN TURN INTO LONGER-TERM WAGE AND PRICE CONTRACTS. IF THIS WERE
TO OCCUR, WE COULD FIND OURSELVES FACED WITH A MORE PERSISTENT
PROBLEM WITH INFLATION. AS T WILL DISCUSS IN A MOMENT, THIS
POSSIBILITY PLACES AN ESPECIALLY HEAVY BURDEN ON THE FEDERAL
RESERVE THIS YEAR IN CHOOSING AN APPROPRIATE MONETARY POLICY.

MONETARY POLICY

IN DESIGNING MONETARY POLICY, THE FEDERAL RESERVE OFTEN IS
FACED WITH THE PROBLEM OF BALANCING THE DEMANDS OF COMPETING
GOALS. THIS YEAR IS NO EXCEPTION. AS ALWAYS, WE RECOGNIZE THE
NEED TO PROMOTE THE CONTINUATION OF THE CURRENT ECONOMIC
EXPANSION.

HOWEVER, WITH RISING IMPORT COSTS TENDING TO PUSH UP THE
AVERAGE LEVEL OF PRICES, AND WITH THE ECONOMY NEAR FULL
EMPLOYMENT, IT IS ESPECIALLY IMPORTANT THAT THE FEDERAL RESERVE
AVOID QVERLY-EXPANSIONARY POLICIES THAT MIGHT MAKE THE ECONOMY
EXPAND TOO RAPIDLY. [IF THE EFFECTS OF THE INCREASE IN IMPORT

PRICES WERE TO BE REINFORCED BY STRONG DOMESTIC DEMAND FOR GOODS
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AND SERVICES, THIS WOULD ADD TO THE LIKELIHOOD THAT HIGHER IMPORT
PRICES WOULD SPILL OVER INTO PERSISTENT DOMESTIC WAGE AND PRICE
INFLATION.

TO AVOID THIS PROBLEM, IT IS ESSENTIAL THIS YEAR THAT THE
FEDERAL RESERVE BE CAUTIOUS IN ITS PROVISION OF LIQUIDITY TO THE
ECONOMY. OUR DECISION IN FEBRUARY TO REDUCE THE 1987 TARGET
RANGES FOR GROWTH IN THE MONETARY AGGREGATES, M2 AND M3, BY
1/2 PERCENT TO 5 1/2 T0 8 1/2 PERCENT, WAS A SIGNAL OF OUR
RESOLVE TO CONTINUE TO MEET OUR COMMITMENT TO KEEP INFLATION
UNDER CONTROL.

THE TIGHTENING OF POLICY ANNOUNCED BY CHAIRMAN VOLCKER ON
APRIL 30 ALSO IS IN LINE WITH THESE CONCERNS ABQUT INFLATION. AS
I HAVE DISCUSSED, THE DECLINE IN THE DOLLAR SINCE EARLY 1985 CAN
BE EXPECTED TO ADD SIGNIFICANTLY TO BOTH INFLATION AND ECONOMIC
GROWTH THIS YEAR AND NEXT. [IF THE DOLLAR WERE TO FALL SHARPLY
FROM PRESENT LEVELS, INFLATION COULD RISE CONSIDERABLY ABOVE THE
4 PERCENT RATE I EXPECT, WHILE A MORE RAPID IMPROVEMENT IN THE
TRADE DEFICIT COULD CAUSE THE ECONOMY TO “OVERHEAT.” THE RECENT

TIGHTENING OF MONETARY POLICY IN THE U.S., IN COMBINATION WITH
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REDUCTIONS IN INTEREST RATES IN JAPAN AND WEST GERMANY, SHOULD
CUSHION THE DECLINE OF THE DOLLAR, AND THUS TEMPER POTENTIAL
EXCESSIVE PRESSURES ON ECONOMIC GROWTH AND INFLATION.

IN CONCLUSION, ALTHOUGH THE FEDERAL RESERVE’S POLICY ACTIONS
MUST SEEK TO MAINTAIN THE ECONOMIC EXPANSION, THERE IS GOOD
REASON THIS YEAR TO EMPHASIZE CONCERN ABOUT A RENEWED THREAT OF
INFLATION. BY SO DOING, THE FEDERAL RESERVE CAN CONTINUE TO MAKE

PROGRESS TOWARD ITS GOAL OF ULTIMATELY ACHIEVING PRICE STABILITY,
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