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CONDUCT OF MONETARY POLICY

THURSDAY, JULY 22, 1999

U.S. HOUSE oF REPRESENTATIVES,
COMMITTEE ON BANKING AND FINANCIAL SERVICES,
Washington, DC,

The committee met, pursuant to call, at 11:00 am., in room
2128, Rayburn House Office Building, Hon. James A. Leach,
[chairman of the committee], presiding.

Present: Chairman Leach; Representatives McCollum, Roukema,
Bachus, Castle, Royee, Lucas, Kelly, Paul, Cook, Riley, Ryan, Ose,
Sweeney, Biggert, Terry, Green, Toomey, LaFalce, Vento, Frank,
Kanjorski, Waters, Sanders, C. Maloney of New York, Watt,
Bentsen, J. Maloney of Connecticut, Hooley, Sherman, Sandlin,
Lee, Goode, Mascara, Inslee, Schakowsky, Moore, and Capuano.

Chairman LEACH. The committee meets today to receive the
Semiannual Report of the Board of Governors of the Federal
Reserve System on the Conduct of Monetary Policy and the State
of the Economy, as is mandated in the Full Employment and
Balanced Growth Act of 1978.

Chairman Greenspan, welcome back to the House Banking Com-
mittee. To ensure that all Members have an opportunity to ques-
tion Chairman Greenspan, it is the intention of the Chair to limit
opening statements to the Chairman and Ranking Member of the
Full Committee, as well as the Subcommittee on Domestic and
International Monetary Policy. All other opening statements will be
included for the record.

This is our second Humphrey-Hawkins hearing this year and the
last such hearing mandated under current law. As Members may
recall, the Semiannual Report is one of several thousand reports,
including approximately one-hundred under the jurisdiction of this
committee, which are scheduled to sunset on December 31 under
broad legislation approved by Congress four years ago.

As Chairman of the committee of jurisdiction, let me emphasize
that I believe these Humphrey-Hawkins hearings are the most im-
portant oversight hearings conducted by the Congress. The Federal
Reserve Systemn has become, in effect, a fourth branch of Govern-
ment, and the reports to this committee and its Senate counterpart
by the Chairman of the Fed have become the chief mechanism for
democratic review of the monetary policy decisions of the Federal
Reserve,

To discontinue these oversight hearings would be congressionally
negligent. The Fed should not be de-democratized.

Thus, it is my intention to move forward with legislation
immediately after the August break to require continued semi-
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annual Humphrey-Hawkins hearings by the Federal Reserve on
the Conduct of Monetary Policy. In addition, certain selected other
reports by Federal banking, housing, and international finanecing
agencies will be reauthorized.

We meet today, at a propitious moment, to review the Fed’s con-
duct of monetary policy. The current economic expansion is now
one-hundred months old. It is already the longest peacetime expan-
sion in American history and in six months could become the long-
est expansion ever recorded anywhere. Despite robust domestic de-
mand, core inflation is running into a 34-year low.

Over the past several years, the economy has performed in a way
that has defied historical precedents and modern academic theory.
Perhaps the most significant macro-economic views of the last gen-
eration is that the Fed appears to have concluded that we are in
an economic terra incognita and that the productivity gains associ-
ated with the unprecedented age of infermation technology means
that past economic modeling doesn't fit today’s circumstances. Yes-
terday's models may fit tomorrow’s, but for the moment, belt-tight-
ening interest rates don’t seem to be necessary to curb an inflation
that hasn’t emerged with the low levels of unemployment that were
once assumed to trigger it.

To some degree, luck has been a factor on the inflation front,
with a silver lining appearing in what otherwise were dark clouds
in the world economy. Last summer's troubles abroad impoverished
a lot of people in Asia and Russia, but the crisis pushed down the
prices of goods that we buy from these countries, boosting Ameri-
ca’s consumer purchasing power.

In addition, more restrained congressional spending—producing
surpluses rather than deficits—has helped high-tech investors find
capital at credible rates, even though America’s saving rate has de-
clined to a negative level.

More fundamentally, the economy has been propelled by gains in
productivity.

I would just like to conclude by stressing that there are two
Americas, however, and that on the farm side in the Midwest we
are experiencing difficulties associated with the deflation. And Con-
gress, in my judgment, is going to have to act forthrightly on the
agricultural problem, including the approval of Fast Track trade
authority.

I would also like to comment on an issue involving another base
of the committee, and that is gold. It is my intention to move swift-
ly on a debit relief initiative immediately following the August
break, but I would stress that it is unlikely that the committee will
endorse the Administration’s proposal to authorize the IMF to sell
10 percent of its gold holdings as a method of payment for debt re-
lief for the world’s poorest countries. Debt relief is a societal and
indeed moral imperative, but care must be taken not to jeopardize
the mining industry that provides many of the most stable jobs in
the developing world.

At this point, let me turn to Mr. Lalalce, our distinguished
Ranking Member. I would ask unanimous consent to expand my
statement as well as Mr. LaFalce’s and to put in the record anyone
else’s statement.
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[The prepared statement of Hon. James A. Leach can be found
on page 44 in the appendix.]

Mr. SANDERS. Mr. Chairman, reserving the right to object, I
would respectfully request that any Member who wants to make an
opening statement have a minute-and-a-half to do so. I know that
you want to get on to the questioning, I don’t know how many
Members do, but I think it is appropriate that any Member have
at least a minute-and-a-half to make a statement.

Chairman LEACH. I appreciate the gentleman's request. The gen-
tleman has led in that concern at each Humphrey-Hawkins hear-
ing. But opening statements are at the discretion of the Chair and
it is the belief of the Chair that we are better off holding opening
statements to the four institutional positions, and that the gen-
tleman would be allowed to comment as he sees fit during the five-
minute question and answer session.

Mr, LaFalce.

Mr. LAFALCE. I thank the Chairman. I thank him for his opening
statement, too. In large part I associate myself with his remarks.
1 am especially pleased that we will be marking up the bill that
we have co-sponsored on debt relief as soon as we return in Sep-
tember. I think it is extremely important. As a matter of fact, I
can't think of anything that we could do that is moere important to
help the people in the highly indebted impoverished countries in
the world.

I also want to join in the high praise that was recently given
both by President Clinton and Vice President Gore to Chairman
Greenspan for his outstanding stewardship of the Federal Reserve
Board and the conduct of domestic international monetary policy
during his tenure as Chairman. You have done an outstanding job,
Chairman Greenspan, and we are all very grateful for that fact.

This is now the 99th month of economic expansion, the longest
peacetime expansion in American history. We have reason to be
pleased, but we do not have reason to be overconfident. We need
to work to continue this prosperity. It is not inevitable. We also
must work, primarily within the Congress and the Administration,
to make sure that this prosperity is shared by all. This has not
happened and we must address this.

But I am profoundly concerned that the Congress might be tak-
ing actions today that could jeopardize our future economic pros-
perity. I am concerned about the economic implications of the mas-
sive and, in my judgment, very misguided tax cut proposal pro-
posed by some of our colleagues.

In the first year of this Administration, it worked with the 93rd
Congress to control the record deficits of the 1980's and put us on
a clear and consistent path toward economic prosperity. We have
been successful. It would be foolhardy in the extreme to jeopardize
that success. A massive tax cut at this juncture, I believe, would
be fiscally irresponsible and threaten the economic growth that we
are now enjoying.

I appreciate very much that both the Administration and the
Congressional Budget Office are estimating a Government surplus
over the next decade. But these are projections, projections of what
could be under a very highly suspect set of assumptions. They are
not forecaster predictions of what actually will be.
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If there is a surplus, I do not think that we should throw this
surplus away on huge tax cuts, especially since the preponderance
of those cuts would go to those already very well off. Further, that
projected surplus is premised on further significant cuts in spend-
ing for education, defense, and the environment, cuts that are prob-
lematic at best. Those cuts would also deter us from taking the
meaningful steps that we should to shore up Social Security and
Medicare.

Chairman Greenspan, I hope during the course of your testimony
or certainly in response to questions, you would address certain
issues. First of all, what are your thoughts on the likelihood of the
projected surplus becoming a reality? Second, you have said before
that placing prierity on Government debt reduction would be a
sounder economic¢ policy than massive tax cuts. I am anxious to
know if that remains your view. Third, I would like to know what
effect an approximate trillion dollar tax cut over a ten-year period
might have on interest rates and on your ability to conduct the
type of domestic and international monetary policy you would like
to.

There are a number of other subjects in which I am interested,
but time is limited so I will just mention two additional ones.

First, yesterday the Department of Commerce announced that
our trade deficit had ballooned to a record $23.1 billion in May, one
month. I understand the economic theory that suggests this may
not be a problem, but I am nevertheless concerned that this trade
deficit reflects reliance on the United States, either alone or cer-
tainly overwhelmingly amongst all of the other industrialized na-
tions, to help pull the world out of a recession; that we are by far
the primary and most exclusive escape valve.

As everyone knows, our current account has swelled as well, re-
flecting primarily capital inflows associated with global financial
problems. I am concerned that this has led to our having the high-
est short-term interest rates amongst the G-7 and that our short-
and long-term interest rates, though nominally low, are still very
high in a real sense, once inflation is taken into account.

And as a second additional concern, earlier this year many ana-
iysts suggested that the international economic and finanecial crisis
was over. I remain skeptical about that. Japan’s economy has not
recovered. Germany's ig in recession, and other European Monetary
Union economies are suffering. Russia’s economy remains a basket
case and Latin America is still vulnerable.

I want to thank you and your staff for being very helpful to us,
my staff, in monitoring all of these situations and I look forward
to your thoughts on these and other issues.

Mr. GREENSPAN, Thank you very much,

Chairman LEACH. Thank you, John.

Mr. Bachus.

Mr. Bachus. Thank you, Mr. Chairman. Welcome, Mr. Chair-
man.

Chairman Greenspan, you have focused on productivity a lot.
You have talked about technology, the advances we have had in
technology. And I think we all tried to figure out when that might
slow and if it will slow. I am curious as to what the Federal %e-
serve’s predictions or outlook or how you track productivity as far
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as looking into the future. I saw this morning where I think Inter-
net growth may have finally slowed. I would like your comments
on where you think maybe we are on the S-curve as far as innova-
tion. I know biotech, there is an explosion of activity in that regard,
and whether that is something that is sustainable for five, ten, fif-
teen or twenty more years or whether we may be at the end of a
wave there.

Mr. LaFalce mentioned the $21.3 billion trade deficit. I think we
all realized that is not sustainable. It has obviously brought a lot
of good-quality products to American citizens. We have all bene-
fited from it.

1 have a chart here of raw industrial costs and I thought I would
ask you about this chart. Basically it shows that we had kind of
a flat raw industrial cost until about September of 1997. And then
we had a dramatic downward trend in raw industrial cost until the
end of February of this year. It has flattened out again. That to me
indicates that we have sort of had the wind at our back with falling
costs and cheap foreign goods perhaps even aiding in that. And
then technology innovation, all of those, bringing down the price of
computers.

But I am wondering if this particularly—I know that is a gauge
that you pay a lot of attention to. I am going to ask you about the
significance that that at least appears on the chart that raw indus-
trial cost may have stopped their fall and have flattened out.

The last thing that I want to ask you about is again what Mr.
LaFalce mentioned, and that is the globa! situation. This morning
there was a survey out that deflation, that there is evidence again
of deflation again in Japan. So things may not be as good. That is
one survey. As here, we have one survey showing one thing one
day and another the next. But I am curious as to your opinion on
the world economy, Europe, Latin America, the Far East, and how
you see that affecting our economy. Just maybe some thoughts on
that, I will be interested in hearing your comments.

I will close by saying I think that, as others have said, we are
in the longest peacetime expansion in the history of this country.
In fact, in February it will be longest economic expansion in the
history of our country. It is a record-setting economy. I think you
are the chief architect of that sound monetary policy, and I want
to commend you on that.

And in that regard, I want to say this. I know that the Fed has
this super-secret high-tech econometric modeling system over there
where you plot plausible scenarios in the U.S. economy. I would
like to ask you to go back this afternoon and have your top econo-
mist feed two “what ifs” into this multi-million dollar computer and
e}::amine near-term—give us near-term and long-term resulis of
this,

Here are the two scenarios. Number one is Greenspan is renomi-
nated as Chairman of the Federal Reserve. And number two, you
are not renominated.

So could you feed that in and could your economist run those two
scenarios and get back to us on the results of that?

Mr. GREENSPAN. Is that supposed to be a dummy variable?

Mr. BAcHUS. If %ou would rather reply in writing, I appreciate
that. I appreciate that very much.
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Chairman LEACH. I thank the distinguished Chairman for his
macro-economic query.

Ms. Waters.

Ms. WATERS. Mr. Chairman and Members and Mr. Greenspan, a
few days ago President Clinton was in South Central Los Angeles
and it was the last stop on a tour that he made around the country
to talk about his new markets initiative. He came basically to the
area where you have been, Mr. Greenspan. If you recall, you were
my guest and you created such a stir when you came to South Cen-
tral Los Angeles. Hundreds of photograghers came, the community
leadership was there. You encouraged CEOs of some of the major
banks to ge there. And we talked about the lack of growth and eco-
nomic development in inner cities and in that community in par-
ticular. So really the President was following on the tails of the
tour that you made there and the conversations and the discus-
sions that we had at that time about the fact that the well-perform-
ing economy in this country had missed inner cities and other
fa;.reaa}tls. I think the President went on an Indian reservation, and so
orth.

So we remain puzzled about what to do. The President’s new ini-
tiative may offer a glimmer of hope, but I am wondering as we are
trying to figure out how to get investment in these inner cities so
that we can reduce the awesome unemployment rate that still ex-
ists among young blacks—about a 35 percent rate, I am told. And
if you factor in incarceration and some other things, it is about 50
percent. At the same time that I am trying to figure that out, and
perhaps you and others, we have to guard against and we have to
be a little bit worried about whether or not you are going to raise
interest rates and what that will mean to poor communities. In ad-
dition to that, we have to be concerned about a Congress of the
United States that is now discussing a huge budget surplus and
the desire by some of my colleagues to give great tax cuts to some-
body, I suspect the rich and the more fortunate of our society.

I would like you, in your presentation to us, to comment on the
discussion that is going on, and if there is a big tax cut or rebate
what will that do to interest rates, what will that do to the econ-
omy. I want you to specifically help us to understand whether or
not it is going to drive up interest rates if in fact we have this tax
cut. I want to know if you have any new thoughts about what we
can do to spur investment in the inner cities so that we can deal
with the still unconscionable unemployment. And I want you to
commit that you are not going to raise the interest rates, no matter
what,

Thank you. 1 yield back the rest of my time.

Chairman LEACH. Well, thank you, Ms. Waters.

Mr. Chairman, please proceed.

STATEMENT OF HON. ALAN GREENSPAN, CHAIRMAN, BOARD
OF GOVERNORS, THE FEDERAL RESERVE SYSTEM

Mr. GREENSPAN. Thank you very much, Mr. Chairman, and other
Members of this committee for the opportunity to present the Fed-
eral Reserve semiannual report on monetary policy.

To date, 1999 has been an exceptional year for the American
economy, but a challenging one for American monetary policy.
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Through the first six months of this year, the U.S. economy has
further extended its remarkable performance. Almost a million-
and-a-guarter jobs were added to payrolls on net, and gross domes-
tic product apparently expanded at a brisk pace, perhaps near that
of the prior three years.

At the root of this impressive expansion of economic activity has
been a marked acceleration in productivity of our Nation’s work
force. This productivity growth has allowed further healthy ad-
vances in real wages and has permitted activity to expand at a ro-
bust clip while helping to foster price stability.

Last fall, the Federal Open Market Committee eased monetary
policy to counter a seizing-up of financial markets that threatened
to disrupt economic activity significantly. As those markets recov-
ered, the FOMC had to assess whether that policy stance remained
appropriate. By late last month when it became apparent that
much of the financial strain of last fall had eased, that foreign
economies were firming, and that the demand in the United States
was growing at an unstainable pace, the FOMC raised its intended
Federal funds rate a quarter of a percentage point, to 5 percent.
To have refrained from doing so, in our judgment, would have put
the U.S. economy’s expansion at risk.

If nothing else, the experience of the last decade has reinforced
earlier evidence that a necessary condition for maximum sustain-
able economic growth is price stability. While product prices have
remained remarkably restrained in the face of exceptionally strong
demand and expanded potential supply, it is imperative that we do
not become complacent.

The already shrunken pool of job-seekers and the considerable
strength of aggregate demand suggest that the Federal Reserve
will need to be especially alert to inflation risks. Should productiv-
ity fail to continue to accelerate and demand growth persist or
strengthen, the economy could overheat. That would engender in-
flationary pressures and put the sustainability of this unprece-
dented period of remarkable growth in jeopardy. One indication
that inflation risks were rising would be a tendency for labor mar-
kets to tighten still further. But the FOMC also needs to continue
to assess whether the existing degree of pressure in these markets
is consistent with sustaining our low inflation environment. If new
data suggest that it is likely that the pace of costs and price in-
creases will be picking up, the Federal Reserve will have to act
promptly and forcefully so as to preclude imbalances from arising
that would only require a more disruptive adjustment later—one
that could impair the expansion and bring into question whether
the many gains already made can be sustained.

Data becoming available this year have tended to confirm that
productivity growth has stepped up. It is this acceleration of pro-
ductivity over recent years that has explained much of the surpris-
ing combination of a slowing in inflation and sustained rapid real
growth. Increased labor productivity has directly limited the rise of
unit labor costs and accordingly damped pressure on prices. This
good inflation performance, reinforced also by falling import prices,
in turn has fostered further declines in inflation expectations over
;ecent gears that bode well for pressures on costs and prices going

orward.
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In testimony before this committee several years ago, I raised the
possibility that we were entering a period of technological innova-
tion that occurs perhaps once every fifty or one-hundred years. The
evidence then was only marginal and inconclusive. Of course, tre-
mendous advances in computing and telecommunications were ap-
parent, but their translations into improved overall economic effi-
ciency and rising national productivity were conjectural at best.

That American productivity growth has picked up over the past
five years or so has become increasingly evident. Non-farm busi-
ness productivity—on a methodologically consistent basis—grew at
an average rate of a bit over 1 percent per year in the 1980's. In
recent years productivity growth has picked up to more than 2 per-
cent, with the past year averaging about 2V2 percent.

To gauge the potential for similar, if not larger, gains in produc-
tivity going forward, we need to attempt to arrive at some under-
standing of what has occurred to date. A good deal of the accelera-
tion in output-per-hour has reflected the sizable increase in the
stock of lahor-saving equipment. But that is not the whole story.
Output has grown beyond what normally would have been expected
from increased inputs of labor and capital alone. Business restruc-
turing and the synergies of the new technologies have enhanced
productive efficiencies. They have given businesses greater ability
to pare costs, increase production flexibility, and expand capacity
that are arguably the major reasons why inflationary pressures
have been held in check in recent years.

Other factors contributing to subdued inflation have included the
one time fall in the prices of oil, other commodities, and imports
more generally. In addition, a breakdown of barriers to cross-border
trade, owing both to the new technologies and to the reduction of
Government restrictions on trade, has intensified the pressures of
competition, helping to contain prices. Coupled with a decline in
military spending worldwide, this has freed up resources for more
productive endeavors, especially in a number of previously non-
market economies.

Despite the remarkable progress witnessed to date, history coun-
sels us to be quite modest about our ability to project the future
path and pace of technology and its implications for productivity
and economic growth. We must remember that the pickup in pro-
ductivity is reiatively recent, and a key question is whether that
growth will persist at a high rate, drop back toward the slower
standard of much of the last twenty-five years, or climb even more.
By the last I do not just mean that productivity will continue to
grow, but that it will grow at an increasingly faster pace through
a continuation of the process that has so successfully contained in-
flation and supported economic growth in recent years.

The business and financial community does not as yet appear to
sense a pending flattening in this process of increasing productivity
growth. This is certainly the widespread impression imparted by
corporate executives and it is further evidenced by the earnings
forecasts of more than 1,000 securities analysts who regularly fol-
low S&P 500 companies on 2 firm-by-firm basis. Except for a short
hiatus in the latter part of 1998, analysts’ expectations of five-year
earnings growth have been revised up continually since early 1995.
If anything, the pace of those upward revisions has quickened of
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late. Analysts and the company executives they talk to appear to
be expecting that unit costs will be held in check or even lowered
as sales expand. Hence, implicit in upward revisions of their fore-
casts,hwhen consolidated, is higher expected national productivity
owth.
nghat said, we must also understand the limits te this process of
productivity-driven growth. To be sure, the recent acceleration in
roductivity has provided an offset to our taut labor markets by
ﬁolding unit costs in check and by adding the competitive pressures
that have contained prices. But once output-per-hour growth sta-
bilizes, even if at a higher rate, any pickup in the growth of nomi-
nal compensation-per-hour will translate directly into a more rapid
rate of increase in unit labor costs, heightening the pressure on
firmms to raise prices of the goods and services they sell. Thus,
should the increments of gains in technology that have fostered
productivity slow, any extant pressures in the labor market should
ultimately show through to product prices.

Meanwhile, though, the impressive productivity growth of recent
years also has had important implications for the growth of aggre-
gate demand. If productivity is driving up real incomes and profits
and hence gross domestic income, then gross domestic product
must mirror this rise with some combination of higher sales of
motor vehicles, other consumer goods, new homes, capital equip-
ment, and net exports. By themselves, surges in economic growth
are not necessarily unsustainable—provided they do not exceed the
sum of the rate of growth in the labor force and productivity for
a protracted period. However, when productivity is accelerating it
is very difficult to gauge when an economy is in the process of over-
heating.

In such circumstances, assessing conditions in the labor market
can be helpful in forming those judgments. Employment growth
has exceeded the growth of working-age population this past year
by almost one-half percentage point. It implies that real GDP is
growing faster than its potential. To an important extent, this ex-
cess of growth of demand over supply owes to the wealth effect as
consumers increasingly perceive their capital gains in the stock and
housing markets as permanent and evidently, as a consequence,
spend part of them,

There can be little doubt that if the pool of job-seekers shrinks
sufficiently, upward pressures on wage costs are inevitable, short—
as | have put it previously—of a repeal of the law of supply and
demand. Such cost increases have invariably presaged rising infla-
tion in the past and presumably would in the future, which would
threaten the economic expansion.

By themselves, neither rising wages nor swelling employment
rolls pose a risk to sustained economic growth, Indeed, the Federal
Reserve welcomes such developments and has attempted to gauge
its policy in recent years to allow the economy to realize its full en-
hanced potential. In doing so, however, we must remain concerned
with evolving short-run imbalances that can constrain long-term
economic expansion and job growth.

In its deliberations this year, the FOMC has had to wrestle with
the issue of what policy setting has the capacity to sustain this re-
markable expansion now in its ninth year. For monetary policy to
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foster maximum sustainable economic growth, it is useful to pre-
empt forces of imbalance before they threaten economic stability.
But this may not always be possible. The future at times can be
too opaque to penetrate. When we can be preemptive, we should be,
because modest preemptive actions can obviate more drastic ac-
tions at a later date that could destabilize the economy.

Preemptive policymaking is equally applicable in both directions,
as has been evident over the years both in our inclination to raise
interest rates when the potential for inflationary pressures emerge,
as in the spring of 1994, or to lower rates when the more palpable
risk was economic weakness, as in the fall of last year. This
evenhandedness is necessary because emerging adverse trends may
fall on either side of our long-term objective of price stability.

In the face of uncertainty, the Federal Reserve at times has been
willing to move policy based on an assessment that risks to the
outlook were disproportionately skewed in the one direction or the
other rather than on a firm conviction that, absent action, the econ-
omy would develop imbalances. For instance, both the modest pol-
icy tightening of the spring of 1997 and some portion of the easing
of last fall could be viewed as insurance against potential adverse
economic outcomes.

As I have already indicated, by its June meeting the FOMC was
of the view that the full extent of this insurance was no longer
needed. It also did not believe that its recent modest tightening
would put the risks of inflation going forward completely into bal-
ance. However, given the many uncertainties surrounding develop-
ments on both the supply and demand side of the economy, the
FOMC did not want to foster the impression that it was committed
in short order to tightening further. Rather, it judged that it would
need to evaluate the incoming data for more signs that further im-
balances were likely to develop.

As a result of our Nation's ongoing favorable economic perform-
ance, not only has the broad majority of our people moved to a
higher standard of living, but a strong economy also has managed
to bring into the productive work force many who had for too long
been at its periphery. The unemployment rate for those with less
than a high school education has declined from 10%: percent in
early 1994 to 6% percent today, twice the percentage point decline
in the overall unemployment rate. These gains have enabled large
segments of our society to obtain skills on the job and the self-es-
teem associated with work.

The questions before us today, Mr. Chairman, are what macro-
economic policy settings can hest extend this favorable perform-
ance. No doubt, a monetary policy focused on promoting price sta-
bility over the long run and a fiscal policy focused on enhancing na-
tional saving by accumulating budget surpluses have been key ele-
ments in creating an environment fostering the capital investment
that has driven the gains to productivity and living standards. I
am confident that by maintaining this discipline, policymakers in
the Congress, in the Executive Branch, and at the Federal Reserve
will give our vital U.S. economy its best chance of continuing its
remarkable progress.

Thank you very much, Mr. Chairman. I would appreciate it if my
full remarks were included for the record.
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(The prepared statement of Hon. Alan Greenspan can be found
on page 48 in the appendix.]

Chairman LEACH. Without objection, so ordered.

Let me just begin by noting that Ms. Waters asked if you would
promise never to raise interest rates, which I suspect is as likely
as asking liberal Members of Congress to never ever raise spending
or taxes.

But that aside, the question that I have is will the Federal Re-
serve Board of the United States be as vigilant in combating defla-
tion as it has been vigilant in combating inflation? As we look at
American history, particularly the Great Depression, we saw an ex-
ample of deflation. As we look around the world, possibly Japan
has suffered a bit from deflation today. And in the farm belt, there
is real deflation in aspects of agricultural policy. My concern is, is
this a concern of the Fed: and if it becomes evident in the statistics,
is the Fed prepared to act in this area as well?

Mr. GREENSPAN. Most certainly, Mr. Chairman. As I indicated in
my prepared remarks, the evidence is becoming increasingly per-
suasive that price stability is that which contributes to maximum
sustainable growth. It is our judgment, based on the evidence, that
both inflation and deflation create levels of uncertainty which in-
hibit capital investment, economic growth, and stability. And in our
view, both must be avoided if our goal is maximum sustainable eco-
nomic growth.

Chairman LEACH. Thank you.

My second question is an esoteric one that relates to a conference
that is about to take place on banking modernization. A year ago
you testified before the Senate that the Federal Reserve Board fa-
vore;i elimination of the unitary loophole. Is that still your posi-
tion?

Mr. GREENSPAN. It is, Mr. Chairman.

Chairman LEacH. Thank you very much.

Mr. LaFalce.

Mr, LAFALCE. I thank the Chair.

I have to point out that provisions in the law which explicitly call
for a certain course of conduct or legal structure are not loopholes.
They are provisions of the law, especially if they have been in exist-
ence for 30 or 40 years. You may not like them, but you
mischaracterize them when you refer to them as a loophole.

Having said that, let’s return to the questions that I posed in my
opening statements. First of all, there has been a lot of talk, by
both the Democratic Administration and the Republican Congress,
about surpluses. I suspect these surpluses are in large part a mi-
rage.

What are your thoughts on the likelihood of the so-called surplus
ever coming about, becoming a reality?

Mr. GREENSPAN. Congressman, projecting five or ten years out is
a very precarious activity, as I think that we have demonstrated
time and time again. If you look at the assumptions that are em-
ployed by both OMB and CBO, they are not unreasonable. I
wouldn’t say they are reasonable, I would say they are not unrea-
sonable. I use that phraseology purposely because the range——

b Mdr.” LAFALCE. That is why I purposely used the word “likeli-
ood.

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



12

Mr. GREENSPAN. The range of error on those types of projections
are quite large. For example, we observe that there has been a very
significant proportion of increased revenues in recent years, which
is the consequence of what is euphemistically called technical ad-
justments, which is essentially factors that we cannot explain. If
we were to presume that those uncertainties, those technical ad-
justments which are plus at the moment—they have been in the
area of plus 1 percent of the GDP, which is not an insignificant
number,

Mr. LAFALCE. It is a rather large number.

Mr. GREENSPAN, This is a regularly reversed sign. Indeed, we are
not certain at all that that is the absolute upper magnitude, so that
there is a great deal of uncertainty about the range of possibilities
with respect to what that surplus will look like, 1f it continues to
exist.

Mr. LAFALCE. Well, given the tremendous uncertainty, and given
the precarious nature of the projections, would you recommend that
we pass a tax cut of approximately $1 trillion over the next ten
years?

Mr. GREENSPAN. Mr. LaFalce, I remain where I was last time I
was here and the time before. I think that the reduction that is oc-
curring in the Federal debt at this stage as a consequence of the
ongoing surplus is an extraordinarily effective force for good in this
economy. It has moved interest rates lower than they otherwise
would have been. The cost of capital is lower. And for a number
of other reasons, I think it has been a major factor in the expan-
sion of economic growth.

As I have said before, I would therefore prefer—because we are
being confronted with a very large demographic change down the
road, which means the ratio of retirees to workers is going to go
up very dramatically—that our emphasis be on national savings,
which creates capital investment, which creates increasing produc-
tivity and therefore the capacity, when finally the baby boomers re-
tire, so that their standard of living will be kept high without cre-
atl,ing problems in growing standards of living for our working pop-
ulation.

Mr. LAFALCE. Chairman Greenspan, would it be unreasonable
for me to conclude that you have just said no?

Mr. GREENSPaN. I was about to conclude. Therefore, as I have
said previously, my first priority, if I were given such a priority,
is to let the surpluses run. As I have said before, my second prior-
ity is if you find that as a consequence of those surpluses, they
tend to be spent, then I would be far more in the camp of cutting
taxes, because the least desirable is using those surpluses for ex-
panding outlays.

Mr. LAFALCE. Thank you.

Chairman LEACH. Mrs. Roukema.

Mrs. ROUKEMA. Thank you, Mr. Chairman. I am glad that you
added that qualification there about surpluses tending to be spent,
because that has been an endemic problem here in our Congress.
I don’t want to go into every bit of the tax cut question and know
there is going to be a lot of questions on both sides here, but hav-
ing been one of those Republicans that worked with the committee,
the Ways and Means Committee, over several hours yesterday, and
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one that is equally concerned about bringing down the debt and the
cost to all of us of the continuing debt. We tried to work out a pro-
posal. You and I had some conversations as to what—not what the
general purposes of the proposal were, but exactly how it would be
worked out. Whether the proposal is tied to interest rates or tied
to the public debt was the issue.

I want to give you an opportunity for a general statement on
this, because it relates to the gquestion that you just answered re-
garding national savings. The tax bill—in particular on the Senate
side—is very much targeted toward national savings; increasing
national savings.

People like myself that were involved in those negotiations yes-
terday were very concerned that we shouldn’t be having some por-
tions of the tax cut, if we are not able to demonstrate a reduction
in the national debt; whether it is measured by the interest rates
or whether it is measured by the total amount of debt. It seems to
me that is good policy, and therefore, we had integrated into the
tax bill a proposal that anything for the first—I think it is six or
seven years, and it is in the tax bill—would trigger a delay or a
postponement of the across-the-board tax cut. In other words, there
would be no tax cut across the beard for any of those first years
unless we demonstrated that surpluses had been used to reduce
the debt.

No tax bill is perfect, but I would think that this would be a
great plus in terms of how we balance out the need for more na-
tional savings and block the unfortunate prospect of surpluses in-
creasing Government spending.

So I wonder if you could just make a general statement on that,
recognizing that you haven't yet seen the precise language, but in
principle we are talking about putting debt payment—reducing
debt payment as a priority over the across-the-board tax cuts.

Mr. GREENSPAN. Congresswoman, I definitely agree that a trig-
ger is a very useful device in this particular problem, which, I must
admit, is really sort of a highly favorable type of problem to be con-
fronted with considering all of the years that we have been trying
to confront the deficit.

I would add one other important element. At some point, I don't
know when that is going to be, this economy is going to slow down
and perhaps slow down quite significantly. The business cycle is
not dead, and all of the technology with which we are dealing and
which is very crucial doesn’t really relate to the dynamics of the
business cycle, only to long-term growth. At that point I would sus-
pect that a significant tax cut mainly of marginal tax rates and
capital gains tax rates might be a very useful and timely vehicle
to sustain an economy which is otherwise weakening.

So in the way in which you devise the law, I would not only keep
a trigger for making certain that, in effect, that we do have the
surpluses before you reduce taxes, but we also had better be keep-
ing in mind the fact that we can get some very powerful positive
incentives imparted to an economy which is weakening by an
across-the-board marginal tax cut and a capital gains tax cut,
which would be far more difficult to do if we didn’t have the sur-
plus. But if we have the surplus, we have the capacity to very sub-
stantially alter the tax structure in a way which would be a posi-
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tive fiscal policy for us. So I would really add that to your contin-
gencies of when it would be appropriate to allow the tax cut to
emerge.

Mrs. ROUKEMA. Thank you very much. I do appreciate that. It is
certainly very helpful. We will apply the wisdom of it. Thank you.

Chairman LEACH. Thank you, Mrs. Roukema.

Mr. Vento.

Mr. VENTO. Thank you, Mr. Chairman. It is always a pleasure
to be in a debate and discussion with our Republican colleagues as
they give us a lot of the Republican hyperbole and generally show-
er the Federal Reserve Board, and you specifically, Mr. Greenspan,
with credit in a noble effort to deny any credit to the Administra-
tion with regards to our remarkable economic performance. I think
you are due some of that credit, but I think a goodly part of it is
due to a functioning of a responsible Congress and Executive as
well as an independent Fed. We might disagree on monetary policy,
as we have most recently, as you immodestly raised interest rates
while at the same time, large trillion dollar tax cuts are being con-
sidered here for the next ten years.

I heard that next year, in the year 2000, we may actually have
an on-budget surplus. That surplus may be surging out of control.
So our remarkable economic performance is what we are talking
about today. But you know, as my professor told me, he stated—
and I've always remembered—that “nobody lives on the average.”

We are really reminded of that in the Midwest as we look at the
sectorial displacements that are going on with regards to the rural
economy. I don’t represent farmers, I just come from them. So I feel
deeply and very, very concerned about what is happening there as
we look at all of the aspects of this economy in terms of record
trade deficits, which are backloading the cost of today’s positive
economic news.

And as we look at programs nationally which disinvest in peo-
ple—you were quick to point cut—productivity. But if I remember
my economics right, it was capital, research and investment in peo-
ple. I would expect the last one is perhaps the most important. We
are charged with that through the Federal Government’s fiscal pol-
icy. I know monetary policy you can’t do much other than with stu-
dent loan interest rates, but we really have a responsibility.

As we look at poverty in our society, we have knocked it down.
Frankly, 20 percent of our children are under the poverty line.
That is twice the number that are in poverty. Twenty percent of
our children live in poverty.

The lack of health care coverage, the number of housing prob-
lems that we have, are greatly accelerated with 5.3 million families
living in inadequate and poor housing.

And, of course, we have the weakened advocacy roles of labor
unions because of changes in the economy and other legal factors.
And we have the merger phenomena we all see going on, which
seems to me to weaken the very basic markets that we advocate,

Everyone likes free enterprise, they don't like to practice it so
much. They don't like the part about losing money. Certainly we
at the Federal Government, the Federal Reserve, must be free to
address the monetary policy and the integral independent function
to which reasonable people may disagree, but also of course the fis-
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cal policy. And this fiscal policy, is topic A of the discussion on the
floor today as we move forward with this practically trillion-dollar
change in terms of what is going down.

Last, in an effort to try and gain a majority on the floor, we have
now apparently tied the fiscal policy to the monetary policy train.
It has been hitched up, welded together as it were, and placed on
this automatic pilot. This, in essence, surrenders, in my judgment,
our constitutional responsibility and that of the Executive upon the
altar of monetary policy.

Indeed we could say to the people that we represent, “Look,
Mom, no hands.” The fiscal locomotive will follow, would be welded,
as I said, to these non-elected individuals’ actions of the Federal
Reserve Board, led by, of course, our revered Chairman today. Who
knows who tomorrow?

The Federal Reserve Board, which disavows establishing interest
rates, masks its actions and decisions in the cloak and clothing of
market-oriented responses. In reality, frankly, that garment has
worn paper-thin as the Fed has nakedly stepped forward in the
past; and, just most recently, with such actions as preemptive
strikes in judgments, a market irrational exuberance.

I don’t deny you that role. I think it is an important role. I think
what you did and your governor did in New York with the hedge
fund problem was very important. I just wish that there would be
a little more candor with regards to admitting to the role that was
played.

We need a full functioning team, in my judgment, not one that
is surrendered and subservient, and not one that places the so-
called crown jewel decision of policy on the Federal Reserve Board
midnight express train. That is my concern.

What do you think, Mr. Chairman, about our decisions that are
predicated on other things in terms of monetary policy? Do you
think it is important from an economic sense that Congress remain
responsive and have the decisionmaking ability to in fact exercise
sound fiscal judgments with regards to productivity investment in
people, with regards to housing, with regards to the litany of issues
that I have expressed here?

Mr. GREENSPaN. I certainly do, Congressman. Congress has to
make decisions on what the fiscal policy of this country is, and be-
cause you have created effectively a central bank to which you del-
egate the responsibility of monetary policy, it is important that
Congress continuously oversee what we do. Because as you point
out, we are not elected representatives, we are appointed. What we
endeavor to do is carry out the will of the Congress as mandated
by the law. That, in my judgment, requires—and indeed neces-
sitates—appropriate oversight on the part of the Congress.

Mr. VENTO. My time is expired.

Chairman LEacH. Thank you.

Before turning to Mr. Bachus, I would say that he asked the
question what the Fed computers would indicate if the Chairman
wasn't reappointed. I have asked staff to check our Cray computers
in the Banking offices. They have indicated by the year 2008, there
would be a 6.32 percent reduction in the GDP. So then we asked
it should the Chairman be reappointed and it came out with a little
card that said, “no brainer.”
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Mr. Bachus.

Mr. BacHUS, What you are saying, Mr. Chairman, is that in our
models it is not a dummy factor,

We talked about the surpluses here this morning. You have been
asked about—you have commented it is difficult to project sur-
pluses. I would most definitely agree. I would say to my colleagues
on both sides of the aisle that if we dont have Social Security re-
form and real Social Security reform, there are not going to be any
surpluses. I think that we can certainly project that. I am not going
to ask you to comment on that or try to draw you into that.

I asked you about the trade deficit, the $21.3 billion record trade
deficit. Is that sustainable? What are the ramifications? We have
got a strong dollar right now. Can that continue?

Mr. GREENSPAN. The issue of what has the broader definition,
namely the current account deficit which is essentially what we
borrow from abroad, or what is invested from abroad, which is the
other side of that, is becoming an increasingly larger proportion of
the GDP.

We have obviously asked ourselves how long could that be sus-
tained without inducing imbalances to the structure of our econ-
omy. One of the reasons for it is the fact that we have a far higher
sensitivity to import goods; namely, that the relationship between
imports and domestic income is far more sensitive in the United
States than it is abroad. What that means is that if you have a
generally flat world economy, the United States would continue to
import more and create a larger deficit, offset by larger surpluses
abroad.

In other words, our elasticity to import is out of whack. If you
put that into a computer indefinitely and if you project indefinitely
into the future, you get very large numbers.

Nonetheless, what we see is the fact that in the current environ-
ment, as I point out in my prepared remarks, a goodly part of the
opening up of the current account deficit is apparently being driven
by the high rates of return on new facilities in the United States,
largely high-tech type facilities, which has attracted capital to the
United States, kept the dollar strong—which is one way that you
know this is in fact what is happening. And the result of that, ef-
fectively—because capital is being moved into the United States—
is that it necessitates that the current account deficit, meaning the
difference between exports of goods and services on the one hand
and imports of goods and serviees, widens; meaning a higher pro-
portion of imports relative to exports.

Theoretically, that obviously cannot go on indefinitely. Something
has got to give somewhere. And where it apparently will give at
some point in the future is a lesser inclination to hold dollar claims
on the United States. At the moment, there is almost no evidence
that that is the case. Indeed, it is the other way around. So the
first sign that we may be in some difficulty would be a disinclina-
tion on the part of foreigners to continue to purchase dollar-de-
nominated assets in the quantity in which they are, on net balance.

Mr. BAcHUS. 1 have handed you a chart showing the raw indus-
trial cost and they basically are flat through about October of 1997.
Then there is a steep decline through March of 1999, Then we see
a flattening out again. I think what the flattening out shows is that
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we are not—you are not—it is not having an influence one way or
the other. But how significant——

Mr. GREENSPAN. Well, we have looked at these data in some de-
tail. We obviously find them useful but, strangely, in ways different
from the ways that most people would think. Because we are be-
coming increasingly high tech—an economy which is more concep-
tual than physical—the impact of commodity prices on the general
price level is overwhelmed by the high-tecﬁ price effects. As has
been mentioned on many occasions before this committee, the
prices of computers, software, and telecommunications equipment
artla all going down as we move toward this outer edge of tech-
nology.

I find the raw industrial component of the Commodity Research
Bureau (CRB) futures index, which is what we measured here, ac-
tually is a pretty good measure of what industrial activity is likely
to do. You are talking about, I presume, what is happening to steel
scrap, copper wire bar—not so much wire anymore, but copper, alu-
minum—these are all highly sensitive industrial commodities
which tend to fluctuate far more than general industrial produc-
tion. These prices tend to reflect the order intake that is going on,
which in turn is not a bad measure of what activity is.

So as we go to a more impalpable economy, things far less phys-
ical than they were 50 years ago, the actual impact of industrial
commodities on the general price level diminishes, but they are
nonetheless fairly important indicators to tell us what is going on
in still a very significant part of our economy; namely, basic indus-
trial activity.

Chairman LEAcCH. Thank you.

Mr. Frank.

Mr. FRANK. Preliminarily, Mr. Chairman, I was interested in
your comment in response to Ms. Waters' comment of the proclivity
of Democrats to increase spending. And I was particularly inter-
ested in how that would fit with your strong plea for increased ag-
ricultural spending. So I don’t know whether that passage is some
further switch, although I guess it does reflect the view that to
many of my conservative friends, agricultural spending is somehow
exempt from Government spending.

On that point, I was very pleased to see Mr. Greenspan repeat
a point that he has made before on page 3—page 5 rather—where
he notes that the decline in military spending worldwide has freed
up resources for more productive endeavors. We have a mistaken
view around here that military spending somehow has, as a partial
justification, the effect of stimulating the economy. It is important
if you need it for defense, but as Mr. Greenspan has noted on sev-
eral occasions, it is a negative rather than a positive, everything
else being equal in terms of the economy.

Chairman LEACH. If the gentleman would yield, this gentleman
acknowledges sin, but he does believe that it is rooted in Biblical
a&}llorisms; that is, that we want to move from swords into plow
shares spending.

Mr. FRANK. Are you going to put that up on the wall, too, like
you voted o put everything else up on the wall in the Bible?

The question is, though, about preemption. I find much of the
statement is very admirable and I appreciate you talking about the
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social importance of bringing people into the economy. You have
been on the periphery, and I appreciate your acknowledgment that
preemption is a two-way street, as you did I think when we had
the international crisis in 1997 when you raised interest rates to
preempt depression or recession.

But I have a question about preemption. The tone of the state-
ment, the tone of much of what the Federal Reserve has said, is
to acknowledge that there are no present indicators of inflation and
no indicators that it is coming. The argument for preemption is,
and I understand it, that a little now would be better than a lot
later. But it assumes in part--and this has all been part of the ar-
gument for preemption—that inflation was a particularly infectious
problem in the economy. The argument for preemption has often
been that once inflation begins, it is too late to try to stop it, that
you must in effect preempt it because it travels so fast.

The point I would make is this. In your statement you have a
couple of arguments which I think note that is no longer as much
the case. For example, on page 5, “The consequent erosion of pric-
ing power has imparted an important imperative to hold down
costs.”

On page 2, “The good inflation performance reinforced by fallen
import prices has fostered further declines in inflation expectations
over recent years,”

There have been, as you noted, structural changes in the econ-
omy over and above technological change: deregulation; removal of
oligopoly and semi-monopoly. My point would be this. Isn% it the
case that many of the same factors that have reduced inflation, in
fact, also not destroy, but lessen the infectiousness of inflation? In
other words, the diminution of inflation is in part a diminution of
inflationary expectations of reactions built into the economy, and it
does seem to me that that weakens somewhat one of the argu-
ments for preemption which was, oh, my God it is too late, you
can’t be a little bit inflationary, and so forth.

So to what extent do the factors that have changed the economy,
that have helped reduce inflation, also alter one of the arguments
that says do you really have to pounce on it like a hawk? Which
I must say [ think applies to some of the other members of the
FOMC rather than to yourself.

Mr. GREENSPAN. Well, Congressman, it is not at all clear the ex-
tent to which the degree of infection was as virulent as a lot of us
thought it was indeed in the past. It is an open question. The issue
of preemption, as I point ouf in my remar

Mr. FrRaNk. To clarify, Mr. Greenspan, if I could on that point,
what you are acknowledging, it seems to me, is that it is less viru-
lent than people thought it used to be. Whether they are correct
in thinking that or not, we can debate. But clearly it is not now
as virulent as people thought it used to be.

Mr. GREENSPAN. Yes. And it is also the case that the issue of
being preemptive is something which, by definition, we really ought
to be if we can. I mean, the alternative is to say we perceive things
occurring and we won’t do anything about it. So it is an issue of
the capacity to perceive that something may be emerging and de-
cide whether something is desirable to do.
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Mr. FRANK. [ understand. But the preemptien, the more preemp-
tive you get, the less reality you need to trigger the preemption. I
think I understand that reality is one of the more important fac-
tors, given the negative factors that preemption can have.

Mr. GREENSPAN. Most of the time we can't be preemPtlve be-
cause, as I point out in my remarks, the future is opaque. It is very
difficult to forecast successfully. We do not believe that it is appro-
priate for us to act until we have a reasonable conviction that cer-
tain imbalances will arise.

Mr. FranK. I appreciate that very much. I think preemption has
been somewhat overrated. One other question which you may not
want to answer, or convey in writing if we run out of time. You
talk about the trend in the economy. For instance, page 11, “Mech-
anisms are in place that should help to slow the growth of spend-
ing and will pace more consistent with that of potential output
growth.” And you acknowledge that our capacity for growth ap-
pears to be greater than it was. There has been an increase. You
talk here that you expect the growth rate of real GDP to be be-
tween 3% and 3% percent. What is it? What is the potential out-
put growth rate of tgg economy? At what rate can we grow without
giving you agita?

Mr. GREENSPAN, I will answer the question in a very unusual
way.

Mr. FrRanK. Like, directly?

Mr. GREENSPAN. That would give you a heart attack.

Mr. FranK. It would, it wc»ulc%.-l

Mr. GREENSPAN. We cannot tell at any particular point in time
what the actual potential is, because it is a very difficult thing to
measure. But it shouldn't be our concern. Our concern should be
the imbalances that emerge, not an issue of a judgment as to what
a fixed rate of growth is and, beyond that, problems of imbalances.

Mr. FRaNK. That is very important. I appreciate that. I must say
I was under a misapprehension, I think maybe others were, and I
appreciate the indulgence, briefly, Mr. Chairman, because I do
think that many had thought—some of the financial writers talk
about a number. You speak 2 and 2%z percent. It is now 3 percent.
What you are saying is that the number is actually irrelevant in
the sense that the number is the product of these forces and you
wouldn’t get the forces. So that people should not get too concerned
if it is 3, 3%%, or 4.

Mr. GREENSPAN. I don't. Other people do.

Mr. FRANK. If you don’t, a lot of people don’t. Thank you.

Chairman LEaCH. Mr. Castle.

Mr. CAsTLE. Thank you, Mr. Chairman, and thank you, Chair-
man Greenspan. Unfortunately, I have been over in the Intel-
ligence Committee and haven’t heard all of what you have said. I
want to talk about an important matter on the House floor today
that we are going to be dealing with shortly and that is obviously
of tremendous interest to you, of overwhelming interest to the
United States of America, and that is the tax cut package of $792
billion.

First, my understanding from all you have said here today and
you have always said in the past is that you believe that debt re-
tirement is probably the best thing that we could do; and if not
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that, perhaps the thing that could really get us in trouble from
your perspective is to spend it all. That is a generalization, but I
want to know what your thoughts are about the specifics of a tax
cut of that magnitude. I am not interested in the individual subject
matters therein. One could kick that in terms of who benefits and
who does not.

But this is a tax cut of significant proportions and I am sure
that—or I would hope, because it is both in the House and the Sen-
ate the same number—that you and your folks have spent some
time analyzing not only—how you predict ten years, I don’t know,
but not only projecting what is happening over the next ten years,
but even the out ten years. I would be interested in your views on
that.

Mr. GREENSPAN. As I indicated earlier, it is very difficult to
project with any degree of conviction when you get out beyond
twelve or eighteen months. As a consequence, if you try to simulate
what is going on out there, you need to answer an awful lot of
questions which we don’t have the answers to.

For example, as I indicated in my prepared remarks, the rate of
productivity growth has been increasing; that is, the rate of growth
itself has been rising. The normal projections that we make with
respect to what the economy will be doing in the longer run re-
quires that we have a very firm judgment on what the long-term
productivity growth is.

1 would submit at the moment we don’t have that good judgment,
so that the potential, if you want to put it that way, of what the
economy is doing and therefore what the impact of a specific type
of cut in taxes will do is not easy to judge.

As 1 said earlier, I think that we would be well-advised to be pre-
pared in the event of the next weakening of the economy—which
as I indicated is bound to oceur. I don’t know when it is. I hope
it is extended out very significantly into the future. But there will
come a time. And because of the fact that we have seen such a re-
markable expansion in the surplus and a reduction in the debt,
which is a very positive effect as a consequence, I can very readily
see that we will get out to a period where the debt has been re-
duced very significantly—indeed, according to some of the projec-
tions to zero—and at that point I would think that all of the sur-
plus would be going to tax reduction.

Mr. CASTLE. Let me be specific on this. I don’t know if you agree
with CBO or have looked at CBQ’s estimates that we are going to
have an on-budget surplus of $996 billion over the next ten years
or not, but I would like to know, if you have and if you have, if
you agree with our estimates.

That involves two things. It involves not only revenue prejections
but predicting the behavior of Congress in terms of spending hab-
its. If that is the case, are we safe in allocating 80 percent of that
now for tax reductions, or is that a step too far at this point? Or
what are your views——

Mr. GREENSPAN. Congressman, [ don’t want to get into the spe-
cific details of any of the bills up there, but I will say the following:
that we do know a significant amount of the revenue projections
presuppose what I was mentioning before, namely, the so-called
technical adjustment. The technical adjustment, as I indicated ear-
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lier, is a euphemism for our lack of understanding of the relation-
ship between what is going on in the economy generally and what
happens to tax receipts.

There are very complex reasons for that degree of uncertainty.
We can make usual adjustments on average, and what has hap-
pened to those usual adjustments in the last four or five years is
that they have been wrong. Very significantly wrong.

If you go back and look at the long-term projections of the budget
deficit four or five years ago, it looks remarkably unlike what is ac-
tually happening. And so I think we have to understand if you are
dealing with a level of outlays and receipts approaching $2 trillion,
very small changes in your estimate on either side of those come
together and they can create a very significant deficit. As a con-
sequence, our ability to project is weakened.

That is the reason why I have argued that we ought to allow the
surplus to run the debt down. Remember, if we reduce the debt, for
every dollar we reduce it we are increasing the capacity to borrow
it back by one dollar. So you always have the capability of, if need
be, letting the surplus run, run down the debt to the public, and
then if we decide at some later date that there is some structural
positive force there, we can borrow all of that back and cut taxes
with it if we so choose. So it is not an issue that that decision has
to be made immediately.

There is nothing that I can see that would be lost by allowing
the process to delay unless, as I have indicated many times, it ap-
pears that the surplus is going to become a lightning rod for major
increases in outlays. That is the worst of all possible worlds from
a fiscal policy point of view and that, under all conditions, should
be avoided.

I have great sympathy for those who wish to cut taxes now to
preempt that process, and indeed if it turns out that they are right,
then 1 would say moving on the tax front makes a good deal of
sense to me. I hope that that is net true. In any event, I think that
we can wait a short while to make a judgment whether it is true.

Mr. CasTLE. Thank you, Mr. Chairman. I yield back, Mr. Chair-
man.

Chairman LEACH. Thank you very much.

Mr. Kanjorski.

Mr. KANJORSKI. Thank you, Mr. Chairman.

Mr. Greenspan, I am starting to suffer from a problem of think-
ing that, rather than being in the House of Representatives, I am
in the House of Orwell, Some thirteen months ago the House of
Representatives passed a resolution to terminate the tax code by
219-to-9. I suspect that vote was rather along party lines. Today we
are about to add 500 pages to that tax code.

It seems to me that all hope of simplification has now dis-
appeared. While we are on this tremendous march to hand out the
benefits of the surplus that none of us is certain is going to occur
over the next ten years, we cannot spend the time to solve the
problems of Social Security, Medicare, defense spending, and other
programs that seem to have had a high priority prior to this time.

Just last week I had occasion to travel across America with the
President. I visited places like the Mississippi Delta, where 44 per-
cent of the people do not even continue on past high school anci):ll
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suffer from relatively high unemployment and very low income. I
visited areas of Kentucky, where the income borders just a little
above the minimum wage and they are obviously not sharing in the
prosperity that presently exists in America. I visited the Indian
tribe country of gouth Dakota where 75 percent of the adult popu-
lation is unempioyed.

Then I had occasion to witness some inner-city Hispanic commu-
nities, newly-arrived in this country, and becoming part of the
American opportunity, as it were. Finally, I visited youths who, a
few years ago, were in gangs and are now studying computer tech-
nology, helping to design automobiles and doing things that are
really, surprisingly, pleasurably, shocking.

However, we have been focused on this theme today of tax cuts,
and I go back to what I said about the House of Orwell. One day
we were for devolution. Then I go out and I find Mississippi, the
50th-ranked State in education, and very poor. Here we can test
this methodology and determine how is is being used on the State
level to help things out. We have this dry run on the national level
to get out of education, to get out of these responsibilities and turn
them back to the States. But yet we have these bad problems,
these serious devolution problems.

I know in the past you have expressed dissatisfaction with the
ongoing shift of income distribution toward the very highest earn-
ers. As you know, two-thirds of the benefits of this tax bill on the
floor teday go to the top 10 percent of earners in this country, those
people earning over $115,000. It hardly promotes what you would
call a shift in the distribution of income to solve the imbalances
that obviously have been exacerbated by the prosperity of the last
few years.

How is monetary policy, under the present conditions, affecting
this trend and what might be done to address the shift in the fu-
ture? More specifically, would the President’s plan to promote eco-
nomic growth in our underserved areas, harnessing the power of
the private sector’s capital markets, help us to achieve the goal of
evening the income distribution across all wage earners? Can you
express your opinion on that?

Mr. GREENSPAN. Congressman, first of all, let me say that the
shift toward concentration of income, which has been quite pro-
nounced from the early periods of the expansion, is now at least
flattening out. In other words, it is not progressing in the last cou-
{Jle of years, largely as a consequence of a significant number—as

indicated in my prepared remarks—of people, for example, with
less than a high school education moving into the werk force, learn-
ing skills, and getting up on the first step of the ladder to economic
capability.

The basic problem that I am concerned about, as you rmentioned,
is that we should be moving to a society where the broad segment
of society believes that the distribution of rewards are fair. And the
issue of fairness is a very subjective issue, but I think that it really
means that people earn what they get. And what is good about our
society is that it has never, as best 1 can judge, been envious of
those who make huge amounts of income, because they have
earned them. There is always concern about the unearned income,
and I think that is a very legitimate issue.
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I can’t comment very specifically on the President’s prograrm, be-
cause I am not sufficiently knowledgeable about the specific detail.
But as I mentioned to your colleague to your right many times in
the past, I believe that we should be very proactive in endeavoring
to find means to get equity into those areas of our society where
the level of productiveness—the level of employment is low and the
amount of capital investment is subnormal. And in my judgment,
the way to come at this is to try to create the same forces of eco-
nomic incentives which have done so much to the vast proportion
of our economy and apply it to the inner cities and apply it to those
areas of our economy which are falling far short, which is what I
hope most would like to see,

Chairman LEACH. Thank you, Mr. Kanjorski.

Mr. Royce.

Mr. Rovck. Thank you, Mr. Chairman.

Chairman Greenspan, the first question that I would ask you is,
some of the Asian countries that were in crisis seem to be recover-
ing, others not so well. What is your assessment of the region’s
economies and what, if anything, we should be doing to promote
Asia’s economic recovery?

Second, I am well aware of your views on capital gains tax relief,
but for those who haven't heard it, could you tell us your views on
capital gains taxes and what the effective rate should be?

Lastly, high taxes do cause distortions in the economy. What we
will probably end up with here, in terms of the Congress, the vote
in the Congress, is something that sets aside two-thirds of the sur-
plus for Social Security and Medicare and the other one-third for
tax relief. But probably we will tie that to some type of tax trigger
w}lleli'e’ if the surplus continues to grow, one-third would be for tax
relief.

The question I have is, if it comes down to the two different
choices, the Archer plan or the Roth plan, they both address distor-
tions in the economy, but the Archer plan addresses higher mar-
ginal rates and that reduces incentives to work and reduces the re-
turn on savings and thus reduces economic growth. The Roth plan,
on the other hand, reduces the distortion in savings and capital for-
mation by creating the tax free savings accounts and allows indi-
viduals to receive the full pretax return, and this causes the cre-
ation of additional capital and inereases productivity and increases
real wages. S0 we have got a choice here between the 401(k) plans
and the IRAs and the Roth plan, to go from 15 to 14 percent, ver-
sus the Archer plan that has the 10 percent rate on the lower cap-
ital gains and the reduction of the inheritance tax over time.

Which of those—in terms of distortions in the economy, which of
those would be preferable if we do come up to making a choice be-
tween them?

Thank you, Mr. Chairman.

Mr. GREENSPAN. Congressman, with respect to your question on
Asia, I think that the evidence does indicate that there has been
significant recovery in some of the countries. Certainly in South
Korea there has been fairly dramatic increase in both industrial
production and gross domestic product. The other areas of East
Asia are also recovering somewhat slightly less so than South
Korea,
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In all cases, there is considerable concern, however, that that
very fact is probably lessening the intensity of the willingness to
create the types of reforms that they are going to need in those
economies to prosper in the years ahead. And 1 am fairly well con-
vinced that the economic policymakers within those governments
are acutely aware of that problem and are concerned about it. One
can only hope that the areas where progress has been most signifi-
cant, namely where they have opened up their economies and done
the types of things which in the long term are very productive, they
will continue to do so.

With respect to the capital gains taxes, I have said here before
that I think the capital gains tax is a very poor tax to raise reve-
nue. I think it inhibits capital allocation and capital productivity;
and as a consequence, if it is a bad tax, the obvious rate should
be zero. That is where I come out.

On the issue of the choices of the various different types of tax
cuts, I don’t wish to characterize the plans of either of the two peo-
ple who are both good friends of mine for a long period of time. I
will merely repeat what I have said in the past, namely, I very
strongly favor that tax cuts be directed at marginal tax rates and
at capital gains tases, largely because I think to enhance economic
growth and maintain the type of viability that we have seen in this
economy in recent years, we should be focusing on incentives and
incentives largely are reflected in their impacts at the margin.

Mr. Royce. Thank you, Mr. Chairman.

Chairman LEACH. Thank you, Mr. Royce.

Ms. Waters.

Ms. WATERS. Thank you very much.,

Mr. Greenspan, Mr. Kanjorski and others have talked with you,
raised questions about the intractable problems of the inner cities
and areas where the economy is not performing in the glorious
ways that you have described overall—about the overall economy.
And this problem persists. You mentioned that there was a flatten-
ing out of the gap, or the haves and have-nots. But my latest infor-
mation shows that the richest 1 percent of Americans now control
40.1 percent of America’s wealth, and that is double the 19.9 per-
cent of wealth the top 1 percent held in 1976, 1 believe it is, or
1996. So it does not appear that there is a flattening out, and if
that is not correct, please correct me.

Second, when you talk about maximum sustainable growth, is
there anything that prevents against a discussion about a surplus
being used for the poorest of our society in some ways? For exam-
ple, there are people that come with capital formation plans that
talk about Government providing capital, not giving it, but provid-
ing capital that would be used for loans and investments to entre-
preneurs and business persons who cannot get capital from our tra-
ditional institutions, and the Government being paid back because
there is a strong belief that this capital can be invested in ways
that can reap profits and the money can be paid back. But there
is never any discussion.

Of course, we discuss the debt and why it is important, perhaps,
to have the surplus pay down the debt. But can you discuss any
positives relative to surpluses being used for investment in these
communities that were described on this tour by Mr. Kanjorski in
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ways that can help fuel—that would be belpful to the economy? I
never hear that kind of discussion, as you talk about what it takes
for maximum sustainable growth. I would like to know if you can
entertain some discussion in that area.

Second, Mr. Frank alluded to some comments or discussion ahbout
the agricultural community and investment, I suppose, of dollars
that would go into the agricultural community. We have seen his-
torically that Government dollars spent in the agricultural commu-
nity have grown the ability of farmers to produce wealth in this
country, whether it was the old electrification or investment in in-
frastructure that would support agriculture. It appears to have
been very, very productive in this country in the same communities
where we are talking about a lack of capital, a lack of investment.

I know your response about what equity investment can do.
Aside from that, can you also discuss what perhaps it could mean
for investment to close the digital divide and the computer gap, so
that we don’t continue to have these communities fali further and
further behind. It appears that unless these communities are
wired, unless they can build what is referred to as backhone or
have portals, and so forth, that again this new technology is going
to elude these communities and create more poverty.

So I would like to hear some discussion about Government in-
vestment in capital formation, moneys that will be paid back, can
be paid back with interest; but the capital is not available in these
traditional institutions, so it has got to come from somewhere. And
while we allude to what good equity investment can do, it is just
not forthcoming. They whe have it don't do it.

Can Government play any role in that?

Mr. GREENSPAN. Well, Congresswoman, let me say first, there is
no question that in the agricultural area there has been a very dra-
matic increase indeed. Productivity growth in agriculture far ex-
ceeds the rate of growth in the rest of the economy. It is a very
questionable proposition, however, in my judgment, that that has
been the consequence of Government programs. I don’t think so.

A substantial part of what has been going on there is the result
of many technologies which have occurred outside of agriculture
and happen to apply in the agricultural area—biotech, electronie,
and computer-type of technologies.

I do think the same type of focus in the inner cities is an appro-
priate issue. My own priorities are twofold. I think, one, you cannot
have a dramatically extended type of high-tech capital stock with-
out the people there who know how to use it and can function with
that technology. Se in my judgment, the crucial issue is education,
to get people to know how to use and apply these things. I don’t
think it automatically happens if you put a computer in front of
somebody that they learn how to use it. That is effectively a pre-
sumption which, in my judgment, doesn’t work, and I have had
considerable unfortunate experiences in that regard.

We have to build up basic learning skills in math, in all numeri-
cal types of professions, to enable people to address this new high-
tech reality. If you cannot do that, if you eannot get the people to
do that, if you cannot get the resources to do that, it is going to
be hard to get the investment in those particular areas.
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I am not very sanguine about Government finding a way to cre-
ate investment which somehow the private sector does not perceive
to be desirable and end up with some new, great, higher standard
of living. All of our experience, regrettably, with Government in-
vestment where private sector does not wish to go, both in the
United States and, I might add, elsewhere, has been, in my judg-
ment, most ineffective.

What we have got to keep focusing on is the issue of getting pri-
vate investment in our inner cities. I will reemphasize, it has got
to be largely equity investment. There is too much debt being en-
gendered and subsidized in our inner cities and in our lower-in-
come comtnunities. We have got to create incentives, because it is
only in that way, I am convinced, that we can move these econo-
mies up to a viable level which gets them into the mainstream of
the American economy.

It is a crucial priority. I think it is very important that that be
done. Unless all Americans perceive that our society works, I don’t
think that we can look forward to having a functioning system the
way that we would want it to be.

So, I fully agree with your purposes. I don’t think that endeavor-
ing to try to get Government programs to do it will succeed. We
have done that time and time again in the past, and I think we
have failed in doing so. And I think that we have to try to do some-
thing different, because we cannot take continuing failure time and
time again without creating huge levels of discouragement among
people. That would be terribly destabilizing to our society.

Ms. WATERS. Mr. Chairman, I wish I had more time to really en-
gage Mr. Greenspan in some of the comments that he just made.
I don’t have that time. I hope that I will have time to get with him
to talk about subsidies, irrigation, sponsored activities by Govern-
ment, electrification, SBICs that have fueled MCI and others, be-
cause it is all Federal. It is all Federal.

And beyond that, certainly education is extremely important, and
we have got to push and fight for it. But I want to tell you about
young folks graduating from high school in Silicon Valley, who are
making $70,000 and $80,000 a year the first year, not because they
are not capable of doing so, but simply because the investment was
there and the opportunities were there. Now is not the time, I don’t
have the time, but I certainly want to talk to you about that.

Mr. GREENSPAN. I would be most interested in discussing that
with you.

Chairman LEACH. The Chair would simply note the gentlelady’s
contributions to this committee have been extraordinary, and 1
would hope that the staff, in particular, would be willing to come
up and speak at any time with the lady.

Dr. Paul.

Dr. PauL. Thank you, Mr. Chairman. 1 appreciate this oppor-
tunity.

First, I would like to say that I hope the Humphrey-Hawkins re-
quirement continues; I think that is important. I do also note that
frequently at these hearings we don’'t talk much about monetary
policy, which is the purpose of the meeting. We frequently talk
about taxes and welfare spending.
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I would like to concentrate more on the monetary policy and the
value of the dollar. There are some economists who in the past,
such as Mises, von Hayek, as well as Friedman have emphasized
that inflation is a monetary phenomenon and not a CPI phenome-
non, it is not a labor cost phenomenon. When we incessantly talk
about this, whether it is the Federal Reserve, the Treasury, Con-
gress, or the financial markets, we really distract from the source
of the problem and the nature of our business cycle.

I certainly agree that technology has given us a free ride and has
allowed us this leverage, but we have also been permitted a lot of
inflation, that is, the increase in the supply of money and credit.
Since 1987, we have had a tremendous increase in money. The
monetary base has doubled; M3 has gone up $2.5 trillion. This
money has gone into the economy, but we have reassured ourselves
that the CPI has been stable so therefore everything is OK. Yet the
CPI has gone up 44 percent since 1987.

Real growth in the GDP has not been tremendous. It is about 2.3
per year. But we have had a tremendous increase in capitalization
of our stock market going from $3.5 trillion up to $14 trillion. That
is where the money is going. This generates revenues to the Gov-
ernment. This has helped us with our budgetary problems.

At the same time, we ignore the fact that hard money people em-
phasize that not everybody benefits, and there has been a lot of
concern expressed that people are left behind, farmers are left be-
hind, the marginal workers are left behind. Some people suffer
more from a higher CPI than others. These are all monetary phe-
nomena that we tend to ignore.

But you have admitted here today and in the past that the busi-
ness cycle is alive and well and that we shouldn’t ignore it—in your
opening statement, you said that we should be especially alert to
inflation risks. I think that we certainly should be. And you have
expressed concern today and at other times about the current ac-
count deficit, and this is getting worse, not better. Our trade bal-
ances are off. But I would suggest maybe we have seen some early
signs of serious preblems because foreign central bank holdings
now of our dollars have dwindled to a slight degree. In 1997, they
were holding over $650 billion and they are slightly below $600 bil-
lion. At the same time, we have seen the income from our invest-
ments dwindle to a negative since 1997. So I think the problems
are certainly there.

But I would like to talk a little bit more about, or ask you a ques-
tion about, this balance of trade and the value of the dollar, be-
cause history shows that these dollars eventually will come back.
And you have assumed that, that they will, but that essentially the
problem that we got into in 1979 and 1980, there is no guarantee
that that won’t happen again. That means that the markets will
drive interest rates up, we will have domestic inflation, the value
of the dollar will go down.

My question is, what will your monetary policy be under the cir-
cumstances? In 1979 and 1980, you were—not you, but the Fed—
was forced to take interest rates as high as 21 percent to save the
dollar. My suggestion is, it is not so much that we should antici-
pate a problem, but the problem is already created by all of the in-
flation in the past twelve years and that we have generated this
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financial bubble worldwide and we have to anticipate that. When
this comes back, we are going to have a big problem. We will have
to deal with it.

My big question is, why would you want to stay around for this?
It seems like I would get out while the getting is good.

Mr. GREENSPAN. Dr. Paul, you are raising an issue which a sig-
nificant number of people have been raising over the years and for
which, frankly, we are not quite sure what the answers are. It is
by no means clear, for example, that one can trace the increase in
money supply, which presumably has not reflected itself in CPI,
into stock values. A lot of people say it is happening and a lot of
people assume that is what it is, but the evidence is not clear by
any means.

Dr. PauL. May I interrupt, please? Did you not write that that
was the case with the 1920’s and that was the problem that led to
our Depression?

Mr. GREENSPAN. No, I didn’t raise the issue that it was in effect
the money supply, per se. What I was arguing many, many years
ago, and I still think, is that in 1927 involving ourselves with an
endeavor to balance the flow of gold in favor of Britain at that
time, we did create a degree of monetary ease which was one of the
possible creators of speculation in the market in 1928 and 1929.
What is not evident in today’s environment is anything like that
is going on.

We cannot trace money supply to a speculative bubble. If a bub-
ble, in fact, turns out to be the case, after the fact, we will have
a considerable amount of evaluation of where it came from. But as
I have said before this committee and, indeed, before the Congress
on numerous occasions, we are uncertain as to the extent to which
there is a bubble because, as 1 said in my prepared remarks, to
presumne there is a bubble of significant proportions at this particu-
lar stage and that the bubble isn’t significant doesn’t have any
meaning; we have to be saying that we know far more than the
millions of very sophisticated investors in the markets. And I have
always been very reluctant to conclude that.

We do know that a significant part of the rise in prices reflects
rising expected earnings, and a goodly part of that is a very major
change in the view of where productivity is going. What we do not
know is whether it is being overdone or to what extent it is being
overdone.

I have always said I suspect it is, but firm, hard evidence in this
area is very difficult to come by. It is easy to get concerned about
it on the basis of all sorts of historical analogies, but when you get
to the hard evidence, we do know that inflation is a monetary phe-
nomenon, but what we have a very great difficulty in knowing is
how to measure what that money is.

Remember, M2, M1, all of that are proxies for the money that
people are talking about when they are referring to money being
the creator of inflation, We have had great difficulty in filtering out
of our database a set of relationships which we can call true
money. It is not MZM, that is, money with zero maturity, it is not
M2, it is not M1, it is not M3, because none of those work in a way
which would essentially describe what basically Hayek and Fried-
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man and others have been arguing, and I think quite correctly, on
this issue.

[The prepared statement of Hon. Ron Paul can be found on page
47 in the appendix.]

Chairman LeacH. Thank you very much, Dr. Paul.

Mr. Sanders.

Mr. SANDERS. Thank you, Mr. Chairman.

It is nice to see you again, Mr. Greenspan. | have just a few
questions that I would like to ask, Mr. Greenspan.

In 1973, the average American worker earned $502 a week. In
1998—with a good increase, I should add, over 1997-—the average
weekly income was $442, 12 percent less than in 1973, So if the
average worker is earning 12 percent less in 1998 compared to
1973, if the typical married couple is now working 247 hours more
in 1996 than in 1989—we have seen people all over this country
working two or three jobs, and so forth—I don’t quite understand;
maybe I live in a different world than my colleagues—how the
economy is booming. That is question number one.

Number two, we talked a little bit about the distribution of
wealth. The wealthiest 1 percent of our population now owns more
wealth than the bottom 95 percent. One man, as I understand it,
owns more wealth than the bottom 40 percent of our population.
CEOs now earn over 400 times more money than do their workers;
and we continue to have, by far, the most unequal distribution of
wealth in the entire world, proliferation of millionaires, and 22 per-
cent of our children living in poverty, Please be as direct as you can
in a moment: How do we address this growing inequality of wealth
and income in this country?

Third, you made a statement a moment ago that income distribu-
tion was leveling out. I have in front of me a recent CBO report
that just came out last week. What it says is that between 1991
and 1999 the top 1 percent of family income went from 12 percent
to 16 percent, a very significant increase, whereas every other
quintile—lower second, middle fourth—sort of declined in their per-
centage of income.

Mr. Chairman, I would like to submit that chart to the record.
It seems that income distribution in this country is not leveling
out, but the rich are continuing to gain more and more.

[The information can be found on page 96 in the appendix.]

The other question that I have is, a couple of years ago you and
I dialogued, and I know you were public upon this, about your
views on the minimum wage. You and some other people argued
that if we raise the minimum wage from $4.25 an hour to $5.15,
there would be more unemployment and more inflation. But the
fact of the matter is, unemployment is lower than it has been in
many years. There is virtually no inflation.

Is it still your view that we should not raise the minimum wage
so that our lowest-wage workers can escape from poverty?

You, a moment ago, I think reiterated your views on capital
gains tax cuts. It seems to me that the evidence is pretty clear,
however, that capital gains tax cuts primarily benefit the wealthi-
est Americans. According to an analysis by Citizens for Tax Jus-
tice, the wealthiest 10 percent of all Americans would enjoy more
than 90 percent of the capital gains tax cuts in the House tax bill
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which is before us today. If we are honestly concerned about ad-
dressing the growing gap between the rich and the poor, why
would we give upper-income people the lion’s share of tax cuts?

The bottom line of my questioning, Mr. Greenspan, is, I do not
agree with my friends here. I do not agree with what I see on tele-
vision every day, that the economy is booming for the middle class
and the working families of this country. I think people are
stressed out. They are working incredibly long hours. In many in-
stances, they are working for lower real wages than was the case
before. I think that we have an obscenely unfair distribution of
wealth in this country where so few have so much and so many
have no health care, having a hard time sending their kids to col-
iege.

These are a few of the points that [ would very mueh appreciate
your speaking about,

Mr. GREENSPAN. Congressman, let me come at this seriatim.
First of all, the numbers that you are using on decline in the aver-
age worker's income, I believe come from a faulty set of data that
are being published by the BLS in that if you look at real per cap-
ita income, you indeed find there is significant growth and that
this is a statistical problem, which we have been struggling with
for a while, as to what to do with that set of data.

Second, on the CBO numbers, I was referring to the last two
years, The numbers you were referring to, or the CBO was refer-
ring to, were the last eight years. Indeed, from 1991 to 1997, I sus-
pect that that is correct. It has not been correct in the last couple
of years where the increased concentration, as best I can judge, has
not been occurring. It has stabilized and may even flatten out.

We do not yet have detailed data for this year, and as a con-
sequence, i can only be a conjecture. I merely reflected the fact in
looking at, as I indicated earlier, the unemployment rate of those
who tend to be in the lower income groups, that my impression is
that when those data come out, you will find in the last couple of
years that the economy has had an extraordinarily positive effect
in this direction.

On the issue of wealth and the like, let me just say that a crucial
question I think you have to answer is whether or not if somebody
gets wealthy, it is at your expense. This is not a zero sum game.
What we have seen is a very dramatic increase in overall weaith
in the United States, and while I do not deny that there are very
major holdings of wealth by individuals, it is by no means clear to
me that these have in any way been extracted from other people
in the society. They are the consequence of new ideas, new wealth
creation, and have been fundamental factors in pulling the whole
economy up. I would in no way consider that that is a negative
force in a free society that we experience and, I hope, enjoy.

On the issue of the minimum wage, I still hold to what I said
previously. I never argued, nor would I, that in a period of strong
pressures in the labor market, which is indeed what we have been
seeing recently, that you find any result from the minimum wage
on the issue of employment. Indeed, I think that it is very unlikely
when these labor markets are as fight as they are, that the mini-
mum wage has a significant effect in preventing people from get-
ting on the lower ends of the economic ladder to get a job.
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My concern is that when the labor markets begin to weaken,
those people who are not allowed by law to accept a wage beneath
a certain number can find no job. As a consequence, they do not
get on the first rung of the ladder, cannot achieve job skills, cannot
achieve the self-esteem that is necessary to move up the ladder.

I do not perceive that the minimum wage is something which is
a benevolent force for people in the lower part of our income
groups. I frankly think that it is something that deprives them of
gaining what they should he obtaining by right, and I do not con-
sider the minimum wage as a positive force in our society. I think
i(;; is precisely counterproductive to what you suggest it is trying to

0.

Mr, SANDERS. I certainly wish we had the time to engage in a
dialogue on this, because I think that you are wrong in many in-
stances. I would just simply say, Mr. Chairman, that I think there
is something profoundly wrong when we read in the papers—last
week in The Washington Post, some 40,000 kids in this city, in the
District of Columbia, go hungry—and at the same time, we have
a proliferation of millionaires and billionaires. And there are those
who want to cut back on taxes for the richest people and, therefore,
cut back on programs like nutrition programs. I think that is
wrong and fundamentally flawed.

Chairman LEACH. Mr. McCollum.

Mr. McCoLLUuM. Thank you, Mr. Chairman.

Chairman Greenspan, in a section of your testimony entitled
“Near-Term Outlook,” the quotes are in here that the bank presi-
dents and the governors expect the growth rate of real GDP to be
between 3.5 and 3.75 percent over the four quarters of 1999 and
2.5 to 3 percent in 2000. The unemployment rate is expected to re-
main in the range of the past eighteen months; we talk about the
unemployment rate remaining in that range for the next eighteen
months.

I assume in the context—I! am asking if I am correct to assume
that the preceding statement about the GDP rate in 2000 that we
are talking about, the expected unermployment rate, to remain in
this past range is for the period of the next eighteen months. In
other words, your near-term outlook when we talk about the unem-
ployment rate, you are talking about the anticipation of it remain-
ing the same for the year 2000. In other words, we are looking
ahead eighteen months here in this portion of your testimony; is
that correct?

Mr. GREENSPAN. That is correct. That is a result of a poll of the
presidents and the governors as to what they view the outlook to
be from their point of view.

Mr. McCoLLuM. That is what I was getting at. T just wanted to
make sure that I had the timeframe you were looking at for all of
us. There is no mention of there being polls, so I am going to ask
your opinion on this, because I don't see it here as a polling part.

Is there any sign for this next eighteen months, on this near-
term outlook, of a slowdown in the rate of productivity in the econ-
omy, or is it expected, in your judgment, to continue, based on cur-
rent signs for this period? I am not talking about the next eighteen
months, roughly the same.
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Mr. GREENSPAN. We don’t ask the individual presidents and gov-
ernors for their forecast of productivity. I guess we couid infer it
by looking at the relationship between their growth rate and their
unemployment rate and knowing that the labor force is growing at
a reasonable rate, but we haven't done that.

My presumption is that in ail of the numbers there is a reason-
ably good growth in productivity, but I do not know nor can I infer
what the numbers implicit in their forecast would be.

Mr. McCoLLUM. [ understand that, but I am just asking you per-
sonally now, do you see any sign in the slowing of the——

Mr. GREENSPAN. I am sorry. I didn’t catch that.

The answer is, I have not; in other words, the productivity
growth in the very latest data with which we are dealing shows no
evidence of which T am aware that suggests an imminent slow-
down,

Mr. McCoLLUM. In the next paragraph of their outlook, it says,
for the nearest term, “Inflation, as measured by the fourth quarter
percent change in the Consumer Price Index, is expected to be 2.25
to 2.5 percent over the four quarters of this year. CPI increases
thus far in 1999 have been greater than average in 1998, but the
governors and bank presidents do not anticipate a further pickup
in inflation going forward.” .

I assume this also is the context of the next eighteen months.

Mr. GREENSPAN. That is correct, yes.

Mr. McCoLLUM. It also goes on to say, “An abatement of the re-
cent run-up in energy prices would contribute to such a pattern,
but policymakers’ forecasts also reflect their determination to hold
the line on inflation through policy actions if necessary.” But | as-
sume, again going back to your perspective on this—not theirs, be-
cause theirs is not obviously here for me to ask this of—that there
is no reason to anticipate that there is going to be a pickup of infla-
tion geing forward over the next eighteen months, whether there
are any policy changes or not. There is nothing out there right now
to anticipate inflation being picked up, is there, Mr. Chairman,
over the next eighteen months at this moment?

Mr. GREENSPAN. Well, as I have said many times, our ability to
forecast is really quite limited. What we can do and, hopefully, do
well, is try to evaluate what is currently going on in trying to infer
what that might imply about the future; and hopefully—I hope at
least—that our monetary policy reflects that. In other words, we
cannot know—nor can anybody precisely know—what the economy
is going to look like eighteen months from today. We don’t need to
know that, provided we can be aware of what is currently develop-
ing and how it is likely to go. We are, of necessity, always dealing
with probabilities, and it is a judgment of cost-benefit analysis and
probabilities which govern our specific actions.

Mr. MCCOLLUM. Mr. Chairman, I have been in these hearings
enough with you to know bhetter than to ask, nor do I want to imply
that I am asking, any prediction about policy in terms of Federal
Reserve Board. But what 1 am wanting to tie down here, so I fully
understand this in the same context as I have asked the other
questions, is that over the next eighteen months—at the present
moment, as things stand today, not as they might change—is there
no reason to anticipate, based upon what I am seeing here, that the
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overnors and the bank presidents have said, to anticipate any in-
ﬁation picking up, whether there is any action taken or not.

Mr. GREENSPAN. Mr. McCollum, I have a problem with the ques-
tion in the sense that there are always reasons to be concerned, if
you are a central banker, that inflation will be picking up. If we
become complacent and say there is really no reason, then I think
we could get ourselves in trouble. I certainly would hope that infla-
tionary forces will remain submerged. I certainly would hope that
if we begin to see them emerge, we will take action to forestall
that.

Mr. McCoLLUM. I hope you do, too.

I don’t want to quibgle over words. My only point was this: At
this moment, this day, at this hour, there is no reason to anticipate
that, at this moment, based on what we see now, That is what you
are saying, that is what the Board of Governors—

Mr. GREENSPAN. I am saying that the forecast that you are altud-
ing to is the projection of the governors and the presidents. I don’t
want to characterize that, Congressman.

Mr. McCoLLUM. I understand. I am not trying to quibble. I just
wanted to make sure that I put in that context that we are looking
at eighteen months.

Mr. GREENSPAN. Correct.

Mr. McCoLLuM. Thank you.

Chairman LEACH. Thank you, Mr. McCollum.

Mrs. Maloney.

Mrs. MALONEY. Thank you, Mr. Chairman, and welcome, Mr.
Greenspan. I am interested in the international effects of raising
the Federal funds rate. In the current issue of economic review of
the Federal Reserve Board of Atlanta, there is an article entitled
“Understanding Recent Crises in Emerging Markets.” and in this
article, they place an emphasis on the rapid rise of the U.S. dollar
between 1995 and 1997 as a prominent cause of the Asian crisis
in 1997. I would like to quote, and I quote now, “Changes in the
value of the dollar had a direct effect on the economics at the cen-
ter of the Asian crisis because all those countries were tying their
own exchange rates fairly closely to the dollar.”

If the Fed continues to raise the Federal funds rate as it has re-
cently done, how soon do you think there will be increased capital
inflows to the United States and increased demand for the United
States dollar and then increasing value for the United States dol-
lar; and what effect will such a policy have on the economies in
Asia and South America, which are trying to recover?

Mr. GREENSPAN. Well, Congresswoman, if I understand you cor-
rectly, what you are saying is that because a number of countries
chose to lock their currencies into the dollar, but didn’t take the
types of policies that would be required to maintain the type of dis-
cipline that would be necessary to tie into the dollar, the cause of
their problems is the Federal Reserve. It strikes me that if you try
to lock frour currency into a hard currency, you have the obligation
to develop policies that are consistent with that. There is no way
of getting the advantages of a hard currency without taking the ac-
tions which a country which hosts the hard currency are taking.

I object to a view which stipulates that somehow we are respon-
sible for those who wish to tie their currencies to ours, but not do
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what is required to achieve the stability that is implicit in that. I
don’t frankly think that is true. I think the characterization that
you imply in that or what

Mrs. MALONEY. As I said, I was quoting from the——

Mr. GREENSPAN. All they are saying is, the exchange rate was
running against them. They had several choices. They could have
floated their exchange rate, they could have done many things, but
I object to that sort of analysis. I object largely because it pre-
supposes that we are in charge of other people’s policies; and we
shouldn’t be,

We want to be as helpful as we can. Qver the years we have tried
to create environments where we can be helpful where we can, but
1 do not believe that the presumption that the central bank of the
United States is responsible for the rest of the world is an idea that
we should foster, because I am concerned that were we to do that,
we would become the central bank not for the United States, but
for the rest of the world.

I do not think that is proper for us, and I certainly do not think
it is proper for those with whom we deal in international financial
markets or in trade.

Mrs. MALONEY. So, finally, what part do these concerns, if any,
play in the current development of the Federal monetary policy?

Mr., GREENSPAN. Congresswoman, I have mentioned time and
time again that it is good economic sense for us to remember that
we are the central bank of the United States, that our focus has
got to be on the stability and viability of the American economy.
We are not without awareness of the impacts; one, that we have
on others or two, they have on us. And we endeavor in various
international fora to find comity among ourselves in integrating
policies, one government, one central bank, to another. But the bot-
tom line has got to be that we cannot be the central bank for oth-
ers. Our problems are difficult enough in the United States.

Mrs. MALONEY. So you don't look at international concerns, only
American concerns.

Finally, in today's Weall Street Journal there is an article where
they welcome more immigration to alleviate the tight labor market.
How do you feel about that? I)id you see the article?

Mr. GREENSPAN. Yes, I did. I have always been of the view that
we have always been a country which has people—indeed, every-
body, except for a very small proportion of our society—that have
roots in other countries. I have always thought that under condi-
tions such as we now confront that we should be very carefully fo-
cused on the contribution which skilled people from abroad, un-
skilled people from abroad, can contribute to this country, as they
have for generation after generation,

Mrs. MALONEY. I have heard you testify many times that the
tight labor markets will lead to inflation, yet we seem to have as-
tonishingly low unemployment. It is 4.3 percent right now, and we
are creating 170,000 new jobs a month. Could you comment on
that? Do you see that moving toward inflation, or do you feel there
1s a new phenomenon in our economy with high technologies?

Mr. GREENSPAN. If you look at the figures, what we are seeing
is that it is the acceleration in productivity which has had such an
extraordinary effect on our economy that, indeed, what it has done
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is enabled us to grow at a fairly pronounced clip. It has kept infla-
tionary pressures in check. A number of forces, which I described
in my prepared remarks, join in with accelerating productivity to
sustain a low inflation rate. And, indeed, the only point I make in
my prepared remarks, which I have made previously, is that the
total pool of those who are job-seekers—in which I include the offi-
cial unemployed, plus a significant number of people who are not
in the labor force, but nonetheless say they would like a job—the
combination of those two has been declining.

And the point that I have been making for quite a while is I
don’t know where that is—the level where that will trigger market
pressures. But I do know, because the law of supply and demand
has got to work eventually, that there is a point at which, if that
pool of people seeking jobs continues to decline, at some point it
must have an impaet.

If we can open up our immigration rolls significantly, that clearly
will make that less and less of a potential problem.

Mrs. MALONEY. My time is up. Maybe we will have a second
round. Thank you very much.

Chairman LEACH. Thank you, Mrs. Maloney.

Mr. Cook.

Mr. CooK. Yes, thank you, Mr. Chairman.

Chairman Greenspan, a $1 trillion tax cut, or $792 billion tax cut
over ten years, like we are going to be voting on today, seems like
an awfully large tax cut until you consider that in light of approxi-
mately $28 trillion to $30 trillion of Government spending that is
going to take place during the next ten years and a gress domestic

roduct that will be going through this country of about $125 tril-
ion over that same ten years.

And my question to you is: Is this tax cut that we are considering
today not kind of a modest attempt, but rather positive step toward
trying to create some incentive for boosting private savings and in-
vgstm‘;ent, something that you have always been very concerned
about?

Mr. GREENSPAN. As I have commented before, Congressman, in
the short run, I think not. If our purpose is increasing private sav-
ings at this particular point, we are probably going to do it at a
considerably greater pace if we allow the surp{uses to run and Gov-
ernment debt to run down.

Over the longer run, you can only get savings through the pri-
vate sector. And eventually what you need is to get a significant
amount of incentives to increase the aggregate level of output,
which will engender the amount of savings that you need to create
capital investment.

I think we are in a very special period now, one of the extraor-
dinarily rare periods where I, who have always advocated at any
time marginal tax rate cuts and, indeed, as I have indicated to
yohuﬁ' colleague, a zero capital gains tax, am saying, hold off for a
while,

And the reason I am saying that is that I think that the timing
is not right. We will need a very important reduction in marginal
tax rates and in the capital gains tax rate at some point in the fu-
ture when this economy inevitably falters; because I argue that the
business cycle is not dead, I just don’t know when it is going to
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turn. I frankly don’t have a clue, because at the moment, we are
exceptionally well balanced. I just know that human nature being
what it is, eventually something is going to happen.

I want to be sure that we are at that point prepared to initiate
very substantial cuts in marginal tax rates, and hopefully, a major
reduction in the capital gains tax rates because at that point, I
think that will be the most effective means that we can have to re-
generate the economy and keep the long-term growth path moving
higher.

Mr. CooK. Keeping in mind that this tax cut now has some kind
of a trigger mechanism to make sure the debt doesn’t really in-
crease.

Mr. GREENSPAN. Which I approve. I think that is a very good
idea.

Mr. CoOK. I really fail to see what is wrong with moving on that
path simultaneously. In other words, clearly, this tax cut is at least
a chance to build private savings and investment. But what are the
best ways of stimulating the things that you have been so worried
about over the years, and that is the lack of private savings and
investment—what is the best plan for that?

Mr. GREENSPAN. I think that the best way at the moment, in the
short run, is to allow the surpluses to run for a while. And the rea-
son I say that, as I said before, is that all we are doing is postpon-
ing decisions. Because if the Government debt goes down, as I said
before, for every dollar it goes down, you are increasing the borrow-
ing capacity of the Federal Government by that amount. And I see
no reason why we have to make decisions crucially at this point
until we are sure that we really have got the surplus in tow.

The range of error on our forecasting capacity in the fiscal area
is not very impressive. Once we know we really have got it locked
in place and, hopefully, if we are not being confronted with large
numbers of spending programs which try to eat up the surplus, I
think at that point we can basically focus on getting important tax
cuts in place.

As 1 said previously, the only thing which would get me to be
strongly in favor of major tax cuts now is if I became concerned
that the surplus was going to be employed for increasing spending
programs. I hope that is not the case. If that occurs, then I must
admit that I would change my view, and I would be strongly in
favor of tax cuts now. I think it is the second-best alternative.

To me, currently, the first-best is to allow the surpluses to run
and the Government debt to run down.

Chairman LEACH. The gentleman’s time has expired. And I
thank him.

I would like to make an announcement and a proposal to the
committee. I have been informed that we are going to have a series
of three and possibly four votes on the floor in about ten minutes,
which means the committee can go about fifteen minutes. And I
think these votes will take close to an hour on the tax bill. And
what I would like to propose is that we divide time, we have five
Members that have not spoken at three minutes each. And I think
it is unfair, but I think it is fairer than leaving someone out. Would
there be objection to that?
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WIf not, that is the way we will proceed, and let me turn to Mr.
att.

Mr. WATT. Thank you, Mr. Chairman.

I find myself always being exhilarated and depressed when I
hear Mr. Greenspan give his presentation, and I don’t know which
one is greater. My depression, I think, always is centered around
this question of employment and whether we can both grow the
economy. Maybe the title of the Full Employment and Balanced
Growth Act of 1978, which is what you come to report on every
year, really is somewhat at odds, based on my understanding of
where you come down on this every year.

The concern I have is, on page 2 of your testimoeny you have a
statement: “One indication that inflation risks are rising would be
a tendency for labor markets to tighten further.” I have heard
you—the first time you gave this report, and I was on this commit-
tee, I was kind of shocked to hear you say that you thought, as 1
recall, that if unemployment fell below 5, 5.5 percent, that was
going to be dangerous.

And, of course, I guess that is in the context, over time, that I
have come to understand that productivity has to be growing more
than—in exchange for reducing unemployment, productivity has to
be growing to keep inflation from taking place, I take it that is
what you are saying.

What is this “tighten further”—well, let me not ask that ques-
tion, but ask the question: Why is it that it is always the unem-
ployment that is scary and not the earnings growth that is scary?

It seems to me that all of this is a function of inputs and who
gets what out of the growth. Wages are what the working people
get out of growth. Earnings are what the capital gets out of the
growth. Yet, on page 7 when you say “Except for a short hiatus in
the latter part of 1998, analysts’ expectations of five-year earnings
growth have been revised up.” You seem to suggest that is a won-
derfu) thing.

What is the interplay here and where do we get to a point where
we say—or do we ever get to a point that we say that earnings may
be outrageously high as opposed to wages being outrageously high
or unemployment being too low?

Chairman LEACH. The Chairman has 30 seconds to respond.

Mr. GREENSPAN. It is unfortunate, because I think the Congress-
man is raising a very important and, I think, a very thoughtful
issue.

Let me say just very quickly that over the years, the ratio of
profits to employee compensation tends to be very stable. The rea-
son for this is that the markets are working in a manner in which,
when profits go up, so do wages, but both are determined by the
degree of productivity in the system. Real per capita income of the
average American tends to move very closely with national produc-
tivity.

And one of the things about a market economy which works so
effectively is it does tend to distribute income between profits and
wages and compensation in a remarkably stable way. There is a lot
to be said about this issue, and I think it creates considerable con-
cern, because it makes it appear that if wages go up, that that is
bad. It is not. If real wages go up, that is good. If nominal wages
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go up in the context of inflation, that is bad, because it means real
wages are not moving at all.

Chairman LEACH. Mrs. Kelly.

Mrs. KELLY. Thank you. Thank you for being here.

In your last appearance before the committee in May, I asked
you about the latest news on the trade deficit, which had then set
a new record of $19.7 billion. On Tuesday, the Department of Com-
merce came out with even higher trade deficit numbers, $21.3 bil-
lion. It seems as though we are seeing a trend here.

And the last time I asked you about this, you said: “the long-
term equilibrium is working against us, but so far it appears long-
term. There is very little, if any, evidence that there is anything
immediate to create a problem for us.”

In your reply to Mr. Bachus’ question about the trade deficit, you
said; “Theoretically, this cannot go on indefinitely. It will result in
a lesser ability to hold dollar claims.”

How much bigger do you think the trade deficit would need to
get before foreign investors relocate their portfolios out of the doltar
denominated assets?

Mr. GREENSPAN. I don’t know the answer to that question, nor
do I know anyone who does. 1 would merely repeat what 1 said to
you the last time. So far, the current account is increasingly nega-
tive—the trade deficit is increasingly negative but it is being offset
by increasing desire on the part of foreigners to invest money in
the United States at rates of return which they perceive to be supe-
rior to what they can get elsewhere. So, as long as you can finance
the deficit, it creates no imbalances,

I must assume that somewhere it is going to change, but so far,
it has been really quite impressive.

Mrs. KELLY. What policy changes, if any, would be effective in
closing the trade gap? Do you want to—will you be willing to an-
swer that?

Mr. GREENSPAN. I would, if I could. It is a very tough set of ques-
tions, and I think the Chairman is suggesting that I had better
limit my remarks. The bottom line is sound general monetary and
fiscal policies are the best way of approaching this issue. The one
thing we do not want to do is engage in protectionism or any other
related restriction of movement of goods and services or capital be-
cause, in my judgment, that will turn out to be counterproductive.

Mrs. KeLLY. Thank you.

Thank you, Mr. Chairman.

Chairman LEACH. Thank you, Mrs. Kelly.

Mr. Bentsen.

Mr. BENTSEN. Thank you, Mr. Chairman,

Chairman Greenspan, let me follow up on your comments regard-
ing the sound monetary and fiscal policy. First of all, you sort of
sound like a Keynesian today.

Mr. GREENSPAN. I hope not.

Mr. BENTSEN. I am not saying that in terms of a criticism, I am
sure there are many who would. And I do have some other ques-
tions regarding monetary policy that I will ask for the record, and
I will get those to your staff.

In response to Mrs. Roukema and our colleague from Utah, you
had commented that it probably would be better to hold off on the
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tax cuts that we are debating or getting ready to vote on on the
floor. In your statement, you talk about the action that the Open
Market Committee took recently to push up the Fed funds rate be-
cause of fear that the economy, having rebounded from the Russian
crisis and the Asian crisis, now appears to be on the verge of pos-
sibly overheating.

You indicate that in the short run you don’t see this tax plan as
increasing investment—or private savings; thus, it would appear
that you see it as increasing demand or increasing consumption
and thus demand. Is that where we are heading with this tax cut?

Second of all, what is your faith or how strong do you believe in
the assumptions that have been made with respect to the on-budg-
et surplus—not just one year, but five years and ten years; and
what risks are there to the general economy of having locked in a
tax cut that we then have to borrow more to pay for, and does that
devalue the value of U.S. debt and the U.S. dollar?

Mr. GREENSPAN. Well, let me say, first, Congressman, I think
that the first principle that one should apply in this type of outlook
is that you should not commit contingent potential resources to ir-
reversible uses. And as a consequence of this, as I indicated to your
colleagues earlier, the probabilities of errors around the forecasts
we can make—surpluses, deficits, five, six or eight years out—are
very large.

Now, I don't think that the issue really at this stage necessarily
comes to grips with the problem of demand-side or supply-side
issues here, because most of the tax cut proposals do not really
take on any volume for quite a while. So you cannot really argue
that the proposal is to cut taxes next month. That is not what is
being proposed.

These are long-term tax proposals which have, at root, a concern
that unless the surpluses are absorbed, they will be used for in-
creased outlays.

I happen to have a very considerable sympathy with that par-
ticular concern, and as a consequence, I think that the notion of
using a potential trigger in that regard is essential.

But I will repeat, I would prefer that we allow the deficit to run
down and, hopefully, that that, in turn, would not engender a
whole new series of spending programs, because were that to hap-
pen, 1 think that we would be getting into serious difficulties.

Mr. BENTSEN. Thank you, Mr. Chairman.

Chairman LEacH. Mr. Ryan.

Mr. RyaN. Given the fact that our beepers just went off to vote
for this tax cut, I will pursue that line of questioning instead of
something else that we wanted to talk about.

Mr. Greenspan, several times in the past you have talked about
the dynamic effects associated with certain types of tax cuts, spe-
cifically income tax rate cuts, capital gains tax cuts. In modern his-
tory, every time Congress has passed those kinds of tax cuts, we
have actually stimulated economic growth and raised revenues
from those very taxes. One of the things that I am hearing here
from all of my colleagues and yourself is that we need to make sure
that these surpluses actually materialize, and when these sur-
pluses materialize, that will give us the chance of paying down
publicly held debt and paying down the private debt.
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Now, given the fact that that this current budget reduces $6 of
debt for every $1 in tax cuts over the next five years, we are
achieving substantial debt reduction; that is, $6 of debt reduction
for $1 of tax reduction, and the tax reduction that we are imposing
and voting on in a few minutes are the very tax cuts that in the
past and present you have advocated as ones that increase eco-
nomic growth and actually increase revenue growth.

Wouldn't you say that this is the best chance, from a fiscal policy
standpoint, of ensuring that these surpluses actually do material-
ize, that growth continues, that jobs are filled, taxes are being paid,
and the surpluses actually do materialize?

Mr. GREENSPAN. Well, Congressman, I start with the presump-
tion that for a large number of reasons, not the least of which 1s
the incentives that we have created in this economy, we have got
a remarkable acceleration in technology innovations and new types
of capital investment at very high rates of return.

I do not foresee the need at this particular stage to argue the
question as to whether new taxes or cuts will enhance this. I think
it is going at the moment probably about as fast as we can do it
technologically. So I would far prefer to hold off on significant fur-
ther tax cuts to when we will need them to keep this process going.

So I am not against tax cuts as such. On the contrary, I have
argued for decades the great advantage of reducing taxes, and I am
sort of quite pleased that that has become, to a certain extent, the
conventional wisdom. It is merely the timing that I refer to. And
at this particular time, the first priority, in my judgment, should
be getting the debt down, letting the surpluses run, and, as has
been suggested here, to put in contingency plans so that in the
event that that is happening, that you could move forward at a
later date with tax cuts provided that there is an additional trigger
in there in the event that the economy is moving down.

Chairman LEACH. We have to move to the next two speakers.

Mr. Ryan. | yield back the balance of my time.

Chairman LEACH. I want to thank you, Paul, for being here the
whole day; and I know how frustrated you are.

Mr. Sandlin.

Mr. SaNDLIN. Thank you, Mr. Chairman,

I will go quickly on that same subject, since we are talking about
the tax cuts, as Mr. LaFalce mentioned earlier today, recently in-
terest rates were raised in an apparent attempt to hedge against
anticipated inflation. If these tax cuts that my colleague is talking
about, if $800 billion to $1 trillion are unleashed on the economy,
what effect would that have on interest rates? And if there are, in
fact, some sort of savings, would not those savings be more than
outstripped by the additional cost of the interest?

Mr. GREENSPAN. It is very difficult to judge in the abstract what
individual fiscal policies will do. We can in the theoretical sense;
I haven’t found that very effective. I think that what we in the
Federal Reserve would be doing is, as we always do, observe what
is happening to the economy and respond to the economy.

You can argue effectively on both sides of this issue, and 1 don’t
think that we need to come out with a judgment one way or the
other, because our response is not going to be to taxes; one way or
the other, it is going to be what is happening in the economy.
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Mr. SANDLIN. But you must think that inflation is slowed by an
increase in the interest rate or you wouldn't do it. If there is money
unleashed on the economy, the economy will be fueled and grow
and interest rates will increase, and so it seems that American
families and business will see a slight savings in tax, but with the
interest rates being escalated, that will more than offset it.

Mr. GREENSPAN. I understand the concern you have, and a lot of
people hold that particular point of view.

It is not easy to make a judgment in a particular case, especially
with the degrees of unknowns that we have with respect to the rate
of growth of productivity out there and a number of other elements,
which are quite relevant to the decision of how a tax cut will affect
the economy.

Mr. SANDLIN. Would you agree that you raised interest rates to
hedge against anticipated inflation?

Mr. GREENSPAN. We mainly raised rates to restore levels of rates
to where we thought they ought to be, granted that the actions we
took last fall were to a substantial extent to address a seizing-up
in the financial system which has gradually dissipated.

Mr. SANDLIN. I assume the time is about out. Let me move to
something else.

Chairman LEACH. Very quickly.

Mr. SANDLIN. Then I will take that as a cue and thank you for
responding. I yield back the balance of my time.

Chairman LEACH. I want to give Mrs. Lee a chance. And I thank
you, too. You have been terrific.

Mrs. Lee.

Mrs. LEE. Thank you, Mr. Chairman.

Good morning. It is good to see you again, Mr. Greenspan. You
pointed out in your statement that the employment rate for those
with less than a high school education has declined from 10.75 per-
cent in 1994 to 6.75 percent today, which is a very positive statis-
tic. But we do know that many of these individuals are minimum-
wage earners with little or no benefits and some are really part of
the working poor.

Now, as Congresswoman Waters pointed out earlier, not much
attention is being given to use some of our surplus to help raise
the standard of living for the poor, for children, for those who real-
ly have not benefited from this tremendous economic boom. And I
agree that we should use most of the surplus or a large part for
debt reduction, but that does, of course, reduce interest rates for
middle- to upper-income individuals, but those that don’t have
credit cards, that dont have mortgages and that don’t have in-
comes that will allow for them to benefit from our economic boom
still are not part of the mix.

So what I am just asking you once again is, I believe I heard you
clearly say to Congresswoman Waters that there should not be
really many strategies you believe that utilize the surplus for the
benefit of those individuals who have not really benefited, but that
it should be the private sector’s responsibility only?

Mr. GREENSPAN, Congresswoman, the central thrust of my argu-
ment is that we have had program after program which hasn’t
worked, and I think that creates discouragement. And merely to
take a number of programs which haven’t worked and just add to
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them because it makes it appear as though we are doing something
I think is counterproductive. I think we have got to really make
certain that what we do does what we want it to do, and that is
crucial to me.

And so it is easy to talk in terms of Government programs, but
they just haven't worked. We have got to find a way for the private
sector to get in there, get real jobs, get things working and not
have another failure. That is my major concern.

Mrs. LEE. Thank you very much, Mr. Chairman.

Chairman LEACH. Thank you, Mrs. Lee.

And, Mr. Chairman, I thank you very much. This brings to a con-
clusion the Humphrey-Hawkins hearing, and we are very appre-
ciative of your patience, your judgment, and the professionalism of
the Federal Reserve Board. Thank you.

Mr. GREENSPAN. Thank you very much, Mr. Chairman.

Chairman LEACH. The hearing is adjourned.

[Whereupon, at 1:54 p.m., the hearing was adjourned.]
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Opening Statement
Of Representative James A. Leach
Chairman, Committes on Banking and Financial Services
Humphrey-Hawkins Hearing on the Conduct of Monetary Policy

The Committee meets today te receive the semiannnal report of the Board of Governors of the Federal
Reserve Systemt on the conduct of monetary policy and the state of the ¢économy, as mandated in the Full
Employment and Balanced Growth Act of 1978.

Chairman Greenspan, welcome back to the House Banking Committee. To ensure that all Members
have an opportunity to question Chairman Greenspan, it is the intention of the Chair to limit opening
statements to the Chairman and Ranking Member of the full commitize, as well as the Subcommitiee on
Domestic and International Monetary Policy. All other opening stat will be included for the
record.

This is our second Humphrey-Hawkins hearing this year and the last such hearlog mandated under
current law. As Members may recall, this semiannuaal report is one of several thousand reports,
including approximately 100 under the jurisdiction of this Committee, which are scheduled to sunset on
Dec. 31 under broad legisiation approved by Congress four years ago.

As Chairman of the Comamittee of Jurisdiction, let me emphasis that I believe these Humphrey-Hawkins
hearings are the most important oversight hearings condncted by the Congress. The Federal Reserve
System has become, in effect, a fourth branch of government, and the reports to this Committee and is
Senate counterpart by the Chairman of the Federal Reserve Board have become the chief mechanism for
democratic review of the monetary policy decisions of the Fed.

To discontinge these oversight hearings would be Congressionally negligent. The Fed should not be de-
democratized.
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Thus it is my intention to move forward with legislation immediately after the August break to reqnire
continued semisnnuatl Humphrey-Hawkins reporting by the Fed on the conduct of monetary policy. In
addition, certain selected other reports by federal banking, howsing and internationsi fi ing agencies
will be re-anthorized.

We meet today at & propitious moment to review to the Federal Reserve's conduct of monetary policy.
The current economic expansion is now 100 months old. It is already the longest peacetime expansion in
American history, and in six months, could b the longest expansion ever recorded anywhere.
Despite robust domestic demand, core inflation is running at a 3d-year low,

Over the past several years, the econotny has performed in & way that has defied historical precedents
and modern academic theory. Perhaps the most significant macro-economic news of the last generation
is that the Fed appears to have Tuded that we are lo economic terra incognita and that the
productivity gains associated with this onprecedented ape of information technology means that past
economic modeling doesn’t fit today’s circumstances. Yesterday's models may fit tomorrow’s, but for
the moment belt-tightening interest rates don’t seem to be necessary to curb an inflation that hasn’t
emerged with the low levels of unemployment that were once assumed to trigger ik.

To some degree, Inck has been a factor on the inflation front, with a silver lining appearing in what
otherwise were dark clouds in the world economy. Last summer’s troubles abroad impoverished a lot of
people in Asia and Russia, but the crises pushed down the prices of the goods we buy from these
countries, hoosting the American consumers’ purchasing power.

In addition, more restrained Congressional spending — producing surpluses rather than deficits — has
helped high tech investors find capital at credible rates even though America’s savings rate has declined
to a megative level.

More fundamentally, the economy has been propelled by gains in productivity. And far from tapering
off, as one would expect after such a long period of expansion, the pace of productivity increases has
apparenily been accelerating. As a result, unit costs appear to be going down even as labor costs are
going up in a tight — and tightening — labor market.

The inventive genius of our engincers and the heavy investment of our corporations in software and
hardware innovations have greatly increased our ability to make affordable things, with the result that
prodaction capacity, bere and abroad, continues to run well ahead of demand. 1n the industrial sector,
companies find it difficult to raise prices, but on the farm, the pricing dilemma is further compounded.
Technical and mechanical productivity advances are augmented by genetic break-throughs, propelling
surpluses that have lowered prices for consumers but cansed Depression-level returns to producers.

There are two Americas: one enjoying increasing prosperity; the other, largety associated with industries
involved with basic commodity production, experiencing a dispiriting recession. While new issues of
software companies are selling at hundred-fold multiples, agriculture is on its back. Restrained inflation
may be the macro-economic order of the day, but deflation characterizes the Farm Belt.

Many of us believe Congress has little choice but to act forthrightly on the agricultural problem,
including approval of fast-track trade authority. But, before closing, I'd like to ¢ briefly on an
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irsue involving another basic commuodity, and that is gold. 1t Is my Intention to move swiftly on = debt
relief initiative immediately following the Augnst bresk, but I wonld streas that it is unlikely that the
Committee will endorse the Administration’s proposal to authorize the International Monetary Fupd to
sell 10 pereent of its gold boldings as a method of payment for debt relief for the world”s poorest
conntries.

Debt relief is a societal, indeed mersl, imperative, but care must be taken not to jeopardize the mining
industry that provides many of the most stable jobs in the developing world.

At this point, I’d like to recognize the Ranking Member, Mr. La¥alce for an opening statement.
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Opening Statement of Rep. Ron Paul
Full Committee Hearing on the Conduct of Monetary Policy
House Committee on Banking and Financial Services
July 22, 1999

Chairman Leach, Ranking Member LaFalce, thank you for the apportunity to address an
issue of great importance t¢ me and my constituents, The economic prosperity of many
parts of this country, and in particular, parts of my district, is tied to agricultural markets.
Inappropriate monetary meddling is having a disastrous effect, Of course, these concerns
of monetary structures and policies affecting agriculture are not new.

David Schoenbrod (professor at New York Law School and an adjunct scholar at the
Cato Institute) wrote an interesting article last year (AThe Yellow Brick Beltway,@ The
Wall Street Journal, November 27, 1998) explaining the film AThe Wizard of Oz@
(based on the 1900 book by L. Frank Baum) as a parable of William Jennings Bryan=s
campaign for bimetallism (using both silver and gold to back the dollar). The use of the
Scarecrow as a farmer, who thinks he has no brains only to learn he always had them, is a
populist message that Aordinary people can take care of themselves if they realize their
full potential, work together and do not put themselves in the thral] of self-professed
experts wielding the powers of government.@

Such artistic imageries aside, Murray Rothbard=s classic book, America=s Great
Depression, explains how government manipulation of the price of credit hurts farmers.
Government policy in the 1920s aimed to encourage farm export, raise farm subsidies,
subsidize cheap credit to farmers and subsidize farm cooperatives. Such government
interventions lead to crop restrictions and other distortions in an attempt to Astabilize@
prices. Such efforts failed to stabilize farm commodity prices and incurred great losses
for the Treasury. During the Great Depression, farmers probably suffered from the
money managers= tricks at least as much as anyone else.

More recently, during the debate over additional funding for the International Monetary
Fund, proponents for more government management of money and credit shed crocodile
tears for the farmers. I argued against such funding because (1) IMF-recommended
currency devaluations price our agricultural goods out of the market, (2) IMF money
subsidizes our agricultural competitors, and (3) IMF bailout countries have higher
protectionist barriers than other countries (The Heritage Foundation Backgrounder No.
1178, May 11, 1998, AAgricultural Exports and the IMF: Separating Myth from
Reality@). The National Family Farm Coalition points out that following IMF
devaluation guidelines exacerbates our agricultural trade deficits. Agricultural exports to
Mexice fell by 22% in 1995, while imports from Mexico rose 32%, one year after the
peso bailout and currency devaluation of over 40%. US agricultural exports to IMF
bailout countries dried up during the Asian crises.

To aid our farmers and others, we should pursue sound monetary and credit policies.
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Thank you, Mr. Chairman and other members of the Committee, for this opportunity to
present the Federal Reserve’s semiannual report on monetary policy.

To date, 1999 has been an exceptional year for the American economy, but a challenging
one for American monetary policy. Through the first six months of this year, the U.S. economy
has further extended its remarkable performance: Almost 1-1/4 million jobs were added to
payrolls on net, and gross domestic praduct apparently expanded at a brisk pace, perhaps near
that of the prior three years,

At the root of this impressive expansion of economic activity has been a marked
acceleration in the productivity of our nation’s workforce. This productivity growth has allowed
further healthy advances in real wages and has permitted activity to expand at a robust clip while
helping to foster price stability.

Last fall, the Federal Open Market Committee (FOMC) eased monetary policy to counter
a seizing-up of financial markets that threatened 1o disrapt ecenomic activity significantly. As
those markets recovered, the FOMC had to assess whether that policy stance remained
appropriate. By late last month, when it became apparent that much of the financial strain of last
fall had eased, that foreign economies were firming, and that demand in the United States was
growing at an unsustainable pace, the FOMC raised its intended federat funds rate 1/4 percentage
point, to 5 percent, To have refrained from doing so in our judgment would have put the U.S.
economy’s expansion at risk.

If nothing else, the experience of the last decade has reinforced earlier evidence that a
necessary condition for maximum sustainable economic growth is price stability. While product
prices have remained remarkably restrained in the face of exceptionally strong demand and

expanding potential supply, it is imperative that we do not become complacent.
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The already shrunken pool of job-seekers and considerable strength of aggregate demand
suggest that the Federal Reserve will need to be especially alert to inflation risks. Should
productivity fail to continue to accelerate and demand growth persist or strengthen, the economy
could overheat. That would engender inflationary pressures and put the sustainability of this
unprecedented period of remarkable growth in jeopardy. One indication that inflation risks were
rising would be a tendency for labor markets to tighten further. But the FOMC also needs to
continue to assess whether the existing degree of pressure in these markets is consistent with
sustaining our low-inflation environment. If new data suggest it is likely that the pace of cost and
price increases will be picking up, the Federal Reserve will have to act promptly and forcefully so
as to preclude imbalances from arising that would only require a more disruptive adjustment
fater--one that could impair the expansion and bring into question whether the many gains already
made can be sustained.

RECENT DEVELOPMENTS

A number of important forces have been shaping recent developments in the U.S.
economy. One has been a recovery of financial markets from the disruptions of last fall. By the
end of 1998, the extreme withdrawal from risk-taking and consequent seizing-up of markets had
largely dissipated. This year, risk spreads have narrowed further--though generally not to the
unrealistically low levels of a year ago--and a heavy volume of issuance in credit markets has
signaled a return to their more-normal functioning. Equity prices have risen to new highs and, in
the process, have elevated price-earnings ratios to historic levels.

Abroad, many financial markets and economies also have improved. Brazil weathered a

depreciation of its currency with limited fallout on its neighbors. In Asia, a number of the
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emerging market economies seemed to be reviving after the trying adjustments of the previous
year or so0. Progress has not been universal, and in many economies prospects remain clouded,
depending importantly on the persistence of efforts to make fundamental reforms whose necessity
had been made so painfully obvious in the crises those economies endured. Nonetheless, the
risks of further major disruptions to financial and trade flows that had concerned the FOMC when
it eased policy last fafl have clearly diminished. Improving global prospects also mean that the
U.S. economy will no longer be experiencing declines in basic commodity and import prices that
held down inflation in recent years.

In the domestic economy, data becoming available this year have tended to confirm that
productivity growth has stepped up. It is this acceleration of productivity over recent years that
has explained much of the surprising combination of a slowing in inflation and sustained rapid reat
growth. Increased labor productivity has directly limited the rise of unit labor costs and
accordingly damped pressures on prices. This good inflation performance, reinforced also by
falling import prices, in turn has fostered further declines in inflation expectations over recent
years that bode weli for pressures on costs and prices going forward.

In testimony before this commitiee several years ago, 1 raised the possibility that we were
entering a period of technological innovation that occurs perhaps once every fifty or one-hundred
years. The evidence then was only marginal and inconclusive. Of course, tremendous advances in
computing and telecommunications were apparent, but their translations into improved overall
economic efficiency and rising national productivity were conjectural at best. While the growth of
output per hour had shown some signs of quickening, the normal variations exhibited by such data

in the past were quite large. More intriguing was the remarkable surge in capital investment after
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1993, especially in high-tech goods, a full two years after a general recovery was under way. This
suggested a marked increase in the perceived prospective rates of retun on the newer
technologies

That American productivity growth has picked up over the past five years or so has
become increasingly evident. Nonfarm business productivity (on a methodalogically consistent
basis) grew at an average rate of a bit over 1 percent per year in the 1980s. In recent years,
productivity growth has picked up ta more than 2 percent, with the past year averaging about
2-1/2 percent.

To gauge the potential for similar, if not larger, gains in productivity going forward, we
need to attempt to arrive at some understanding of what has occurred to date. A good deal of the
acceleration in output per hour has reflected the sizable increase in the stock of labor-saving
equipment. But that is not the whole story. Output has grown beyond what normally would have
been expected from increased inputs of labor and capital afone. Business restructuring and the
synergies of the new technologies have enhanced productive efficiencies. American industry quite
generally has shared an improved level of efficiency and cost containment through high-tech
capital investment, not solely newer industries at the cutting edge of innovation. OQur century-old
motor vehicle industry, for example, has raised output per hour by a dramatic 4-1/2 percent
annually on average in the past two years, compared with a lackluster 1-1/4 percent on average
earlier this decade. Much the same is true of many other mature industries, such as steel, textiles,
and other stalwarts of an earlier age. This has confirmed the earlier indications of an underlying
improvement in rates of return on the newer technologies and their profitabie synergies with the

existing capital stock.
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These developments have created a broad range of potential innovations that have granted
firms greater ability to profitably displace costly factors of production whenever profit margins
have been threatened. Moreover, the accelerating use of newer technologies has markedly
enhanced the flexbifity of our productive facilities. Tt has dramatically reduced the lead times on
the acquisition of new equipment and enabled firms to adjust quickly to changing market
demands. This has indirectly increased productive capacity and effectively, at least for now,
eliminated production bottlenecks and the shortages and price pressures they inevitably breed.

This greater ability to pare costs, increase production flexibility, and expand capacity are
arguably the major reasons why inflationary pressures have been held in check in recent years.
Others have included the one-time fall in the prices of oil, other commodities, and imports more
generally. In addition, a breaking down of barriers to cross-border trade, owing both to the new
technologies and to the reduction of government restrictions on trade, has intensified the
pressures of competition, helping to contain prices. Coupled with the decline in military spending
worldwide, this has freed up resources for more productive endeavors, especially in 2 number of
previously nonmarket economies.

Moaore generally, the consequent erosion of pricing power has imparted an important
imperative to hold down costs. The availability of new technology to each company and its rivals
affords both the opportunity and the competitive necessity of taking steps to reduce costs, which
translates on 2 consolidated basis into increased national productivity.

The acceleration in productivity owes importantly to new information technologies. Prior
to this IT revolution, most of twentieth-century business decisionmaking had been hampered by

limited information. Owing to the paucity of timely knowledge of customers’ needs, the location
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of inventories, and the status of material flows throughout complex production systems,
businesses built in substantial redundancies.

Doubling up on materials and staffing was essential as a cushion against the inevitable
misjudgments made in real time when decisions were based on information that was hours, days,
or even weeks old. While businesspeople must still operate in an uncertain world, the recent
years’ remarkable surge in the availability of real-time information has enabled them to remove
{arge swaths of inventory safety stocks, redundant capitat equipment, and layers of workers, while
arming them with detailed data to fine-tune specifications to most individual customer needs,

Despite the remarkable progress witnessed to date, history counsels us to be quite modest
about our ability to project the future path and pace of technology and its implications for
productivity and economic growth. We must remember that the pickup in productivity is
relatively recent, and a key question is whether that growth will persist at a high rate, drop back
toward the slower standard of much of the last twenty-five years, or ¢limb even more. By the last
1 do not just mean that productivity will continue to grow, but that it will grow at an increasingly
faster pace through a continuation of the process that has so successfully contained inflation and
supported economic growth in recent years.

The business and financial community does not as yet appear to sense a pending flattening
in this process of increasing productivity growth. This is certainly the widespread impression
imparted by corporate executives. And it is further evidenced by the earnings forecasts of more
than a thousand securities analysts who regularly follow S&P 500 companies on a firm-by-firm
basis, which presumably embody what corporate executives are telling them. While the level of

these estimates is no doubt upwardly biased, unless these biases have significantly changed aver
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time, the revisions of these estimates should be suggestive of changes in underlying economic
forces. Except for a short hiatus in the latter part of 1998, analysts’ expectations of five-year
earnings growth have been revised up continually since early 1995, If anything, the pace of those
upward revisions has quickened of late. True, some of that may reflect a pickup in expected
earnings of foreign affiliates, especially in Europe, Japan, and the rest of Asia. But most of this
year's increase almost surely owes to domestic influences.

There are only a limited number of ways that the expected long-term growth of domestic
profits can increase, and some we can reasonably rule out. There is little evidence that company
executives or security analysts have significantly changed their views in recent months of the
longer-tertn outlook for continued price containment, the share of profits relative to wages, or
anticipated growth of hours worked. Rather, analysts and the company executives they talk to
appear to be expecting that unit costs will be held in check, or even lowered, as sales expand.
Hence, implicit in upward revisions of their forecasts, when consolidated, is higher expected
national productivity growth.

Independent data on costs and prices in recent years tend to confirm what aggregate data
on output and hours worked indicate: that productivity growth has risen. 'With price inflation
stable and domestic operating profit margins rising, the rate of increase in total consolidated unit
costs must have been falling,

Even taking into account the evidence of declining unit interest costs of nonfinancial
corporations, unit labor cost increases (which constitute three quarters of total unit costs) must
also be slowing. Because until very recently growth of compensation per hour has been rising,

albeit modestly, it follows that productivity growth must have been rising these past five years, as
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well. Accelerating productivity is thus evident in underlying consolidated income statements of
nonfinancial corporations, as well as in our more direct, though doubtless partly flawed, measures
of output and input.

That said, we must also understand the limits to this process of productivity-driven
growth. To be sure, the recent acceleration in productivity has provided an offset to our taut
labor markets by holding unit costs in check and by adding to the competitive pressures that have
contained prices. But once output-per-hour growth stabilizes, even if at 2 higher rate, any pickup
in the growth of nominal compensation per hour will translate directly into a more-rapid rate of
increase in unit labor costs, heightening the pressure on firms to raise the prices of the goods and
services they sell. Thus, should the increments of gains in technology that have fostered
productivity slow, any extant pressures in the labor market should ultimately show through to
product prices.

Meanwhile, though, the impressive productivity growth of recent years also has had
important implications for the growth of aggregate demand. If productivity is driving up real
incomes and profits--and, hence, gross domestic jncome--then gross domestic product must
mirror this rise with some combination of higher sales of motor vehicles, other consumer goods,
new homes, capital equipment, and net exports. By themselves, surges in economic growth are
not necessarily unsustainable—provided they do not exceed the sum of the rate of growth in the
labor force and productivity for a protracted period. However, when productivity is accelerating,
it is very difficult to gauge when an economy is in the process of overheating,

in such circumstances, assessing conditions in the labor market can be helpful in forming

those judgments. Employment growth has exceeded the growth in working-age population this
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past year by almost ¥ percentage point. While somewhat less than the spread between these
growth raies over much of the past few years, this excess is still large enough to continue the
further tightening of labor markets. It implies that real GDP is growing faster than its potential.
To an important extent, this excess of the growth of demand aver supply owes 10 the wealth
effect as consumers increasingly perceive their capital gains in the stock and housing markets as
permanent and, evidently as a consequence, spend part of them, an issue to which I shall return
shortly.

There can be little doubt that, if the pool of job seekers shrinks sufficiently, upward
pressures on wage costs are inevitable, short--as I have put it previously--of a repeal of the faw of
supply and demand. Such cost increases have invariably presaged rising inflation in the past, and
presumably would in the future, which would threaten the economic expansion.

By themselves, neither rising wages nor swelling employment rolls pose a risk to sustained
economic growth, Indeed, the Federal Reserve welcomes such developments and has attempted
to gauge its policy in recent years to allow the economy to realize its full, enhanced potential. In
doing so, we must remain concerned with evolving shorter-run imbalances that can constrain
long-run economic expansion and job growth.

With productivity growth boosting both aggregate demand and aggregate supply, the
implications for the real market interest rates that are consistent with sustainable economic growth
are not obvious. In fact, current real rates, although somewhat high by historical standards, have
been consistent with continuing rapid growth in an environment where, as a consequence of
greater productivity growth, capital gains and high returas on investment give both households

and businesses enhanced incentives to spend.
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OTHER CONSIDERATIONS

Even if labor supply and demand were in balance, however, other aspects of the economic
environment may exhibit imbalances that could have important implications for future
developments. For example, in recent years, as a number of analysts have pointed out, &
sighificant shortfall has emerged in the private saving with which to finance domestic investment
in plant and equipment and houses.

One offset to the decline in household saving out of income has been a major shit of the
federal budget to surplus. Of course, an important part of that budgetary improvement, in turn,
owes to augmented revenues from capital gains and other taxes that have flowed from the rising
market value of assets. Still, the budget surpluses have helped to hold down interest rates and
facilitate private spending.

The remaining gap between private saving and domestic investment has been filled by a
sizable increase in saving invested from abroad, largely a consequence of the technologically
driven marked increase in rates of return on U.S. investments. Moreover, in recent years, with
many foreign economies faltering, U.S. investments have looked particularly attractive. AsU.S.
international indebtedness mounts, however, and foreign economies revive, capital inflows from
abroad that enable domestic investment to exceed domestic saving may be difficult to sustain.
Any resulting decline in demand for dollar assets could well be associated with higher market

interest rates, unless domestic saving rebounds.
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NEAR-TERM OUTLOOK

Going forward, the Members of the Federal Reserve Board and presidents of the Federal
Reserve Barks believe there are mechanisms in place that should help to slow the growth of
spending to a pace more consistent with that of potential output growth. Consumption growth
should slow some, if, as seems most likely, outsized gains in share values are not repeated. In that
event, businesses may trim their capital spending plans, a tendency that would be reinforced by the
higher level of market interest rates that borrowers now face. But with large unexploited
long-term profit opportunities stemming from still-burgeoning innovations and falling prices of
many capital goods, the typical cyclical retrenchment could be muted.

Working to offset somewhat this anticipated slowing of the growth of domestic demand,
our export markets can be expected to be more buoyant because of the revival in growth in many
of our important trading partners.

After considering the various forces at work in the near term, most of the Federal Reserve
governors and Bank presidents expect the growth rate of real GDP to be between 3-1/2 and
3-3/4 percent over the four quarters of 1999 and 2-1/2 to 3 percent in 2000, The unemployment
rate is expected to remain in the range of the past eighteen months.

Inflation, as measured by the four-quarter percent change in the consumer price index, is
expected to be 2-1/4 to 2-1/2 percent over the four quarters of this year. CPI increases thus far in
1999 have been greater than the average in 1998, but the governors and bank presidents do not
anticipate a further pickup in inflation going forward. An abatement of the recent run-up in

energy prices would contribute to such a pattern, but policymakers' forecasts also reflect their
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determination to hold the line on inflation, through policy actions if necessary. The central

tendency of their CPI inflation forecasts for 2000 is 2 to 2-1/2 percent.
PREEMPTIVE POLICYMAKING

In its deliberations this year, the FOMC has had to wrestle with the issue of what policy
setting has the capacity to sustain this remarkable expansion, now in its ninth year. For monetary
policy to foster maximum sustainable economic growth, it is useful to preempt forces of
imbalance before they threaten economic stability. But this may not always be possible--the
future at times can be too opague to penetrate. When we can be preemptive, we should be,
because modest preemptive actions can obviate more drastic actions at a later date that could
destabilize the economy.

I should emphasize that preemptive policymaking is equally applicable in both directions,
as has been evident over the years both in our inclination to raise interest rates when the potential
for inflationary pressures emerged, as 'm_ the spring of 1994, or to lower rates when the more
palpable risk was economic weakness, as in the fall of last year. This even-handedness is
necessary because emerging adverse trends may fall on either side of our long-run objective of
price stability. Stable prices allow households and firms to concentrate their efforts on what they
do best: consuming, producing, saving, and investing, A rapidly rising or a falling general price
level would confound market signals and place strains on the system that ultimately may throttle
ECONOMIC expansion.

In the face of uncertainty, the Federal Reserve at times has been willing to move policy
based on an assessment that risks to the outlook were disproportionately skewed in one direction

or the other, rather than on a firm conviction that, absent action, the economy would develop
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imbalances. For instance, both the modest policy tightening of the spring of 1997 and some
portion of the easing of last fall could be viewed as insurance against potential adverse economic
outcomes,

As I have already indicated, by its June meeting the FOMC was of the view that the full
extent of this insurance was no longer needed. It also did not believe that its recent modest
tightening would put the risks of inflation going forward completely into balance. However,
given the many uncertainties surrounding developments on both the supply and demand side of
the economy, the FOMC did not want to foster the impression that it was committed in short
order to tighten further. Rather, it judged that it would need 1o evaluate the incoming data for
more signs that further imbalances were likely to develop.

Preemptive policymaking requires that the Federal Reserve continually monitor economic
conditions, update forecasts, and appraise the setting of its policy instrument. Equity prices figure
importantly in that forecasting process because they influence aggregate demand. As | testified
last month, the central bank cannot effectively direcily target stock or other asset prices. Should
an asset bubble arise, or even if one is already in train, monetary policy properly calibrated can
doubtless mitigate at least part of the impact on the economy. And, obviously, if we could find a
way to prevent or deflate emerging bubbles, we would be better off. But identifying a bubble in
the process of inflating may be among the most formidable chailenges confronting a central bank,
pitting its own assessment of fundamentals against the combined judgment of millions of
investors.

By itself, the interpretation that we are currently enjoying productivity acceleration does

not ensure that equity prices are not overextended. There can be little doubt that if the nation’s
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productivity growth has stepped up, the level of profits and their future potential would be
elevated. That prospect has supported higher stock prices. The danger is that in these
circumstances, an unwarranted, perhaps euphoric, extension of recent developments can drive
equity prices to levels that are unsupportable even if risks in the future become relatively small.
Such straying above fiindamentals could create problems for our economy when the inevitable
adjustment occurs. It is the job of economic policymakers to mitigate the fallout when it occurs
and, hopefilly, ease the transition to the next expansion.

CENTURY DATE CHANGE PREPARATIONS

I would be remiss in this overview of near-term economic developments if I did not relay
the ongoing efforts of the Federal Reserve, other financial regulators, and the private sector to
came to grips with the rollover of their computer systems at the start of the upcoming century.
While T have been in this business tao long to promise that 2000 will open on an entirely
trouble-free note, the efforts to address potential problems in the banking and financial system
have been exhaustive. For our part, the Federal Reserve System has now completed remediation
and testing of all its mission-critical applications, including testing its securities and fiinds-transfer
systems with our thousands of financial institution customers,

As we have said previously, while we do not believe consumers need to hold excess cash
because we expect the full array of payment options to work, we have taken precautions to ensure
that ample currency is available. Further, the Federal Reserve established a special liquidity
facility at which sound depository institutions with good collateral can readily borrow at a slight

penalty rate in the months surrounding the rollover. The availability of this back-stop funding
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should make depository institutions more willing to provide loans and lines of credit to other
financial institutions and businesses and to meet any deposit withdrawals as this century closes.

The banking industry is also working hard, and with evident success, to prepare for the
event. By the end of May, 98 percent of the nafion's depository institutions examined by Federal
Financial Institutions Examination Council agencies were making satisfactory progress on their
Year 2000 preparations. The agencies are now in the process of examining supervised institutions
for compliance with the June 30 milestone date for completing testing and implementation of
remediated migsion-critical systems. Supervisors also expect institutions to prepare business
resumption contingency plans and to maintain open ines of communication with customers and
counterparties about their own readiness. The few remaining laggards among financial
institutions in Year 2000 preparedness have been targeted for additional follow-up and, as
necessary, will be subject to formal enforcement actions.

CONCLUSION

As a result of our nation’s ongoing favorable economic performance, not only has the
broad majority of our people moved to a higher standard of living, but a strong econamy also has
managed to bring into the productive workforce many who had for too long been at its periphery.
The unemployment rate for those with less than a high-school education has declined from
10-3/4 percent in early 1994 to 6.3/4 percent today, twice the percentage point decline in the
overall unemployment rate. These gains have enabled large segments of our soctety 1o obtain
skills on the job and the self-esteem associated with work.

The questions before us today are what macroeconomic policy settings can best extend

this favorable performance. No doubt, a monetary policy focused on promoting price stability
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over the long run and a fiscal policy focused on enhancing national saving by accumulating budget
surpluses have been key elements in creating an environment fostering the capital investment that
has driven the gains to preductivity and living standards. I am confident that by maintaining this
discipline, policymakers in the Congress, in the executive branch, and at the Federal Reserve will

give our vital U.8. economy its best chance of continuing its remarkabie progress.
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Chairman Greenspan subsequerttly submitted the following in response to written questions
from Congressman Bentsen following the July 22, 1999, hearing:

Q.1. My, Chairman, the Blue Book {Monerary Policy Report 1o the Congress]
states that while risk spreads between investment-grade corporate debt securities
and Treasuries have narrowed since last fall, such spreads between non-investment-
grade securities have not narrowed to their pre-August level. To what do you
attribute this disparity?

A1, Asof July 19, 1999--the latest daily observation included in the Monetary
Policy Report to the Congress--risk spreads based on the Merrill Lynch AA and BBB
investment-grade bond indexes were 11 and 37 basis points wider than on July 31, 1998,
respectively, The spread for Merrill Lynch's below-investment-grade bond index,
however, was 109 basis above its pre-August 1998 level (table, column 4). Two factors
help explain why these risk spreads did not narrow to the same degree:

(i) Credit quality indicators, particularly changes in bond ratings, for the highest-
rated investment-grade bonds have improved in recent months, in part
reflecting expectations of increased profits as a result of mergers. However,
the default rate on below-investment-grade securities has risen noticeably this
year.

(1)) Perhaps influenced by last fall's financial market turmoil, investors might have
adopted a more cautious stance towards below-investment-grade bonds,
requiring higher compensation for bearing the greater risk associated with
them. Indeed, during the first half of 1998, yield spreads on such securities
were near their lows for the decade, prompting some market amalysts 1o
question whether investors might have been underestimating the riskiness of
their portfolios.

Q.2. The Biue Book also states that commercial bank lending spreads have also not
returned to pre-August levels; why is that?

A.2. The same factors that have influenced spreads on corporate bonds have also
been affecting bank lending spreads. Indeed, credit spreads in capital market instruments,
discussed in the answer to the first question, have not returned to pre-August 1998 levels,
and themselves are factors that bank lending officers may consider in loan pricing
decisions. In addition, some loan spreads were at below-average levels in the first half of
1998, and a number of analysis then had raised concerns that they were too narrow:
Banking industry regulators had expressed such worries in a regulatory letter issued earlier
in the summer of 1998, encouraging banks 1o reassess their attitudes towards credit risk.
Third, charge-off and delinquency rates on bank loans, while still relatively low, have been
rising in recent quarters. Lasily, it is possible that the events of last fall have led banks to
reexamine their lending postures, much as have investors in bond markets.
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Humphrey-Hawkins Testimony
Rep. Frank Mascara’s Questions for Chairman Greenspan
Tuly 22, 1999

Q.1. You have stated today that reduction of the national debt has had an extracrdinary
affect in the expansion of economic growth and that this is important for future
growth and price stability. You also responded to a question about the trigger by
noting that during economic downturn, capital gairs and marginal rate 1ax culs
could have a very positive effect on the economy when funded by surplus. Do you
then believe that it is short-sighted and harmful to enact tax cuts that consume the
entire surplus and eliminate the ability of Congress to respond to an economic
downturn in a manner that does not explede our national debt?

A.1. As I have noted on a number of occasions since last fall, when the prospect of
meaningful surpluses first began to become a feature of short-run economic forecasts, the
best possible course is to let those surpluses accumulate for a time. The direct result would
be a significant reduction in the publicly held federal debt, which would free up capital for
private investment. Such investment has played a crucial role in supporting the accelerated
productivity growth that has raised living standards and damped inflation in recent years.

Tax cuts would best be held in reserve until we are more assured that the projected
surpluses are being realized, and they could well be a usefut tool at some fature time when

aggregate demand is at risk of falling short of what our economy can accommodate. This

certainly is not the circumstance we are confronted with today.
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In your statement you noted that productivity keeps rising. I Mr. Bachus® figures
are correct that import prices are falling, what is causing the upward pressure on
inflation which could wigger interest rae increases? Shouldn't prices be failing?
Shouldn’t some of these decreasing costs be scen in consumer prices?

A2, Sweeper productivity gains have damped inflation. But, even with the

enlarged increases in output per workes hour, the growth of output has exceeded the pace

of expansion in the supply of workers and labor markets have tightened. Should that

process continue, the pressures of demand on supply are likely to lead 10 a stepup in the

pace of wage hikes relative to the rise in productivity—resulting in acceterated uait labor

cost increases. All else equal, unless prices are restrained even more than they have been

by competition from imports, domestic inflation will tend to rise.

Q.3.

1 have been, and continue to be, critical of our trade policies that continue to create
massive trade deficits—over $23 biltion in May. 1 have a serious problem with the
steel dumping that has cost over 10,000 steelworkers their jobs (the recent trade
agreements with Russia and Brazil notwithstanding). In my opinion those
steelworkers’ jobs have been sacrificed 1o keep the Russian economy and Asian
economies afloat enabling them to repay their debts and avoid default on their IMF
1oans and investments of the private sector. Do you believe that the recent Russian
trade agreement is a satisfactory response o the illegal dumping problem facing our
steel indusiry? Does this type of action represent a government’s best means (¢
challenge iltegal subsidies?

A.3. You raise some important policy issues about the potential costs of free trade.

But please note that the large U.S. trade deficit is little affected by trade policy. While

trade policy can affect the composition of exports and imports, the trade balance is

determined primarily by movements in domestic saving and investment. The U.S. trade

deficii, or more exactly the related current account deficit, will decline only if domestic
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savings increase or domestic investment declines. Moreover, the benefits of free trade are
abundant: it promotes the movement of capital and labor inte their most productive uses,
strengthens competitive forces, facilitates innovation, and raises living standards. Indeed,
the experience of many countries in recent years shows a strong positive relationship
between openness to trade and income growth, Openness may also help to alleviate
inflationary pressures by enhancing price competition,

Judgements with respect to the US-Russia trade agreement are very difficult. I do

not believe I can add effectively to the dialogue.
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Letter of Transmittal

BOARD OF GOVERNORS OF THE
FEDERAL RESERVE SYSTEM
Washington, D.C., July 22, 1599

THE PRESIDENT OF THE SENATE
THE SPEAKER OF THE HOUSE OF REPRESENTATIVES

The Board of Govemors is pleased to submit its Monetary Policy Report to the Congress, pursuant to the
Full Employment and Balanced Growth Act of 1978,

Sincerely,

Alan Greenspan, Chairman
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Monetary Policy Report to the Congress

Report subminted 1o the Congress on July 22, 1999
pursuani to the Full Employment and Balanced
Growth Act of 1978

MONETARY POLICY AND THE ECONOMIC
OUTLOOK

The U.S. economy has continbed to perform well in
1999. The ongoing economic expansion has moved
into a near-record ninth year, with real output expand-
ing vigorously, the uncmployment rate hovering
around lows last seen in 1970, and underlying trends
in inflation remaining subdued. Responding to the
availability of new technologies at increasingly
attractive prices, firms have been investing heavily in
new capital equipment; this investment has boosted
productivity and living standards while holding down
the rise in costs and prices.

Two of the major threats faced by the economy in
late 1998—economic downturns in many foreign
nations and turmoil in financial markets around the
world—receded over the first half of this year. Eco-
notnic conditions overseas improved on a broad front,
In Asia, activity picked up in the emerging-market
economies that had been batiered by the financial
crises of 1997. The Brazilian economy—Latin
America's largest—exhibited a great deal of resil-
ience with support from the international community,
in the wake of the devaluation and subsequent float-
ing of the real in January. These developments, along
with the considerable easing of monetary policy in
late 1998 and early 1999 in a number of regions,
including Europe, Japan, and the United States, fos-
tered a markedly better tone in the world's financial
markets. On balance, U.S. equity prices rose substan-
tially, and in credit markets, risk spreads receded
toward more typical levels. Issuance of private debt
securities bailooned in late 1998 and early 1999, in
part making up for borvowing that was postponed
when markets were disrapted.

As these potentially contractionary forces dissi-
pated, the risk of higher inflation in the United States
resurfaced as the greatest concern for monetary pol-
icy. Although underlying inflation trends generally
remained quiescent, oil ptices rose sharply, other
commodity prices trended up, and prices of non-oil
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imports fell less rapidly, raising overall inflation rates.
Despite improvements in technology and business
processes that have yielded striking gains in effi-
ciency, the robust growth of aggregate demand,
focled by rising equity wealth and readity available
credit, produced even tighter labor markets in the first
half of 1999 than in the second half of 1998. If this
trend were to comtinue, labor compensation would
begin climbing increasingly faster than warranted by
productivity growth and put upward pressure on
prices. Moreover, the Federal Open Market Commit-
tee {FOMC) was concerned that as economic activity
abroad strengthened, the firming of commedity and
other prices might also foster a less favorable infla-
tion environment. To gain some greater assurance
that the good inflation performance of the economy
would continue, the Commitiee decided at its June
meeting to reverse a portion of the easing undertaken
last fall when global financial markets were dis-
rupted; the Committee's target for the overnight fed-
eral funds rawe, a key indicator of money market
conditions, was raised from 4% percent to 5 percent.

Monetary Policy, Financial Markets, and the
Economy over the First Half of 1999

The FOMC met in February end March against the
backdrop of contitued rapid expansion of the US.
economy. Demand was strong, employment growth
was brisk, and labor markets were tight. Nonetheless,
price inflation was still low, held in check by a sub-
stantial gain in productivity, ample manufactuting
capacity, and low inflation expectations.

Activity was supported by a further settling down
of financial markets in the first quarter after a period
of considerable turmoil in the late summer and fall of
1998. In that earier period, which followed Russia's
moratorium on a substantial portion of its debt pay-
ments in mid-August, the normal functioning of U.S.
financial markets had been impaired as investors cut
back sharply their credit risk exposures and market
liquidity dried up. The Federal Reserve responded
to these developments by trimming its target for the
overmnight federal funds rat= by 75 basis points in
three steps. In early 1999, the devaluation and subse-
quent floating of the Brazilian rea/ in mid-Janvary
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heightened concerns for a while, but markes condi-
tions overall improved considerably.

At its February and March meetings, the FOMC
left the stance of monetary policy unchanged. The
Committee expected that the growth of output might
well slow sufficiently to bring production into close
enough alignment with the economy’s enhanced
potential 1o forestall the emergence of a wend of ris-
ing inflation. Although domestic demand was sll
increasing rapidly, it was anticipated to moderate
over time in response to the buildup of large stocks
of business equipment, housing units, and durable
goods and more restrained expansion in wealth in the
absence of appreciable further increases in equity
prices. Forthermore, the FOMC, after 1aking account
of the near-term effects of the rise in crude oil prices,
saw few signs that cogt and price inflation was in the
process of picking up. The unusual combination of
very high labor resource utilization and sustained low
inflation suggested considerable uncertainty about the
relationship between owtput and prices. 1n this envi-
ronment, the Comminee concluded that it conld wait
for additional information abour the balance of risks
to the economic expansion.

By the time of the May FOMC mecting, demand
was still showing constderable forward momentarn,
and growth in economic activity still appeared to
be mnning in excess of the rate of increase of the
econtmy’s long-run capacity 1o expand output. Bor-
rowers’ heavy demands for credit were being met on
relatively favorable terms, and wealth was further
boosted by rapidly rising equity prices. Also, the
economic and financial outlook for many emerging-
market countrics was brighter, Trends in inflation
were still subdued, although consumer prices—even
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apart from a big jnmp in energy prices—were
reported 1o have registered a sizable rise in April.

At its May meeting, the FOMC believed that these
developments tilted the risks oward further tabust
growth that would exert additional pressure on
already taut labor markets and ultimately show
through to inflation, Moreover, a turparound in oil
and other commodity markets meam that prices of
these goods would no longer be holding down infla-
tion, as they had over the past year. Yet, the economy
to date had shown a remarkahte ability W accommo-
date increases in demand without generating greater
undertying inflation wends, as the continued growth
of labor productivity had helped to contain cost pres-
sures. The uncertainty about the prospects for prices,
demand pressures, and produciivity was large, and
the Committee decided to defer any policy action.
However, in light of #s increased concern about
the outlook for inflation, the Committee adopted
an asymmetric directive tilted toward a possible firm-
ing of policy. The Commitiee also wanted to inform
the public of this significant revision in its view, and
it announced a change in the directive immediately
after the meeting. The announcement was the first
under the Commitice’s policy of announcing changes
in the tilt of the domestic directive when it wants 10
communicate a major shift in its view about the
balance of risks 10 the economy or the likely direction
of its future actions.

In the time leading up to the FOMC's June meet-
ing, economic activity in the United States continued
to move forward ot 2 brisk pace, and prospects in a
number of foreign economies showed additional
improvement. Labor markets tightened slightly fur-
ther. The federal funds rate, however, remained at
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the lower Jevel established in November 1998, when
the Committee took its last of three steps 10 counter
severe financial market strains. With those strains
largely gone, the Committee believed that the time
had come 10 reverse some of that accommodation,
and it raised the targeted overnight federal funds rate
25 basis points, to 5 percent. Looking ahead, the
Committee expected demand to remain strong, but
it also noted the possibility that a further pickup in
productivity could allow the economy to accommo-
date this demand for some time without added infla-
tionary pressure. In light of these conflicting forces
in the economy, the FOMC returned 1o a symmetric
directive. Nonetheless, with labor markets already
tight, the Committee recognized that it needed to stay
especially alert to signs that inflationary forces were
emerging that could prove inimical to the ¢conomic
expansion.

Economic Projections for 1999 and 2000

The members of the Board of Governors and the
Federal Reserve Bank presidents sce good prospects
for sustained, solid economic expansion through next
year. For this year, the central tendency of their
forecasts of growth of real gross domestic product is
3% percemt to 3% percent, measured as the change

L. Economic projections for 1999 and 2000
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between the fourth quarters of 1998 and 1999, For
2000, the forecasts of real GDP are mainly in
the 2'% percent to 3 percent range. With this pace
of expansion, the civilian unemploymemt rate is
expected to remain close to the recent 4% percent
level over the next six quanters.

The increases in income and wealth that have
bolstered consumer demand over the first half of this
year and the desire to invest in new high-technology
equipment that has boosted business demand during
the same period should continue o stimulate spend-
ing over the quarters ahead. However, several factors
are expected 10 exert some restraint on the economy's
momentum by next year. With purchases of durable
goods by both ¢ and b having
risen still further and rutning at high levels, the
stocks of such goods probably are rising more rapidly
than is likely to be desired in the longer run, and
the growth of spending should moderate, The
increase in market interest rates should help to damp
spending as well. And unless the extraordinary gains
in equity prices of the past few years are exwnded,
the impews to spending from increases in weahth will
diminish.

Federal Reserve policymakers believe that this
year’s 1ise in the consumer price index (CPI) will be
larger than that in 1998, largely because of the
rebound in retail energy prices that has already
occurred. Crude oil prices have moved up sharply,
reversing the decline posted in 1998 and leading to a
Jump in the CPI this spring. For next year, the FOMC
participants expect the increase in the CPI o remain
around this year's pace, with a central tendency of
2 percent to 2% percent. Futures market quotes sug-
gest that the prevailing expectation is that the rebound
in oil prices has run its course mow, and ample
industrial capacity and productivity gains may help
limit inflationary pressures in coming months as well.
With labor utilization very high, though, and demand
still strong, significant risks remain even after the
recent policy firming that economic and financial
conditions may turn out to be inconsistent with keep-
ing costs and prices from escalating.

Although interest rates currently are a bit higher
than anticipated in the economic assumptions under-
lying the budget projections in the Administration’s
Mid-Session Review, there is no apparent tension
between the Administration's plans and the Fed-
eral Reserve policymakers’ views. In fact, Federal
Reserve officials project somewhat faster growth in
real GDP and slightly lower unemployment rates into
2000 than the Administration does, while the Admin-
istration's projections for inflation are within the
Federal Reserve’s central tendencies.
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2. Renges for growth of monetary and debt aggregaies
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Nore. Change from average for fourth quareer of preceding year to average
for fourth quarter of year indicared.

Money and Debt Ranges for 1999 and 2000

AL its meeting in late June, the FOMC reaffirmed the
ranges for 1999 growth of money and debt that it had
established in February: 1 percent to 5 percent for
M2, 2 percent to & percent for M3, and 3 percent to
7 percent for debt of the domestic nonfinancial sec-
tors. The FOMC set the same ranges for 2000 on a
provisional basis.

As has been the case since the mid-1990s, the
FOMC views the ranges for money growth as bench-
marks for growth under conditions of price stability
and the historically typical relationship between
money and nominal income. The disruption of the
historically typical pauern of the velocities of M2
and M3 (the ratio of nominal GDP 1o the aggregates)
during the 1990s implies that the Committee cannot
establish, with any confidence, specific target ranges
for expected money growth for a given year that will
be consistent with the economic performance that
it desires. However, persistently fast or slow money
growth can accompany, or ¢ven precede, devialions
from desirable economic outcomes. Thus, the behav-
ior of the monetary aggregates, evalvated in the con-
1ext of other financial and nonfinanciat indicators,
will continue to be of interest to Committee members
in their policy deliberations.

The velocities of M2 and M3 declined again in the
first hatf of this year, albeit more slowly than in 1998.
The Commiltee’s easing of monetary policy in the
fall of 1998 contributed to the decline, but cnly to a
modest extent. It is not clear what other factors led to
the drop, although the considerable increase in wealth
relative to income resulting from the substantial gains
in equity prices over the past few years may have
played a role. Investors could be rebalancing their
portfolios, which have become skewed toward equi-
ties, by reallocating some wealth to other assets,
including those in M2.

Even if the velocities of M2 and M3 were 10 return
to their historically typical patterns over the balance
of 1999 and in 2000, M2 and M3 likely would be
at the upper bounds of, or above, their longer-term
price-stability ranges in both years, given the Com-
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mitiee’s projections of pominal GDP growth. This
relatively rapid expansion in nominal jncome reflects
faster expected growth in productivity than when the
price-stability ranges were established in the mid-
19%0s and infiation that is still in excess of price
stability. The more rapid increase in produciivity, if it
persists for a while and is sufficiently large, might in
the future suggest an upward adjustment to the money
ranges consistent with price stability, However, con-
siderable uncertainty attends the trend in productiv-
ity, and the Committee chose not 1o adjust the ranges
al its most recent meeting.

Debi of the nonfinancial sectors has expanded at
roughly the same pace as nominat income this year—
its typical pattern. Given the stability of this relation-
ship, the Committee selected a growth range for the
debt aggregate that encompasses its expectations for
debt growth in both years. The Commitiee expects
growth in nominal income to slow in 2000, and with
it, debt growth. Nonetheless, growth of this aggregate
is projected to remain within the range of 3 percent to
7 percent.

ECONOMIC AND FINANCIAL DEVELOPMENTS
IN 1999

The economy has centinved to grow rapidly so far
this year, Real gross domestic product rose more than
4 percent at an annual rate in the first quarter of 1999,
and available data point to another significant gain
in the second quarter.’ The rise in activity has been

1. All figures from the national incorne and
here are subject to change in the quing i
slated for this fall

product accounts cited

Change jn real GDP

Trcent, annual eate

Ql

L 1 1 | 1 I
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Note. Ip this chart and in subsequent charts that show the components of

real GDP, changes are measured from the final guarter of the previous period 1o
the final quarter of the period indicated,
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brisk enough 10 produce further substantial growth of
employment and a reduction in the unemployment
rate to 4% percemt. Growth in output has been driven
by strong domestic demand, which in turn has been
supported by further increases in equity prices, by the
continuing salutary effects of government saving and
inflows of forzign investment on the cost of capital,
and by more smoothly functioning financial markets
as the turbulence that marked the latter part of 1998
subsided. Against the background of the easing of
monetary policy last fall and continuing robust
economic aclivity, investors became more willing to
advance funds 10 businesses; risk spreads have
receded and corporate debt issuance has been brisk,

Inflation developments were mixed over the first
half of the year. The consumer price index increased
more rapidly owing to a sharp rebound in energy
prices. Nevertheless, price inflation ouwtside of the
energy area generally remained subdued despite the
slight further tightening of labor markets, as sizable
gains in labor productivity and ample industrial
capacity held down price increases.

The Household Sector
Consumer Spending

Real personal consumption expenditures surged
6% percent at an annual rate in the first quarter, and
more recent data point to a sizable further advance in
the second quarter, The underlying fundamentals for
the household sector have remained extremely favor-
able. Real incomes have continued to rise briskly
with strong growth of employment and real wages,
and consumers have benefited from substantial gains
in wealth. Not surprisingly, consemer confidence—

Change in real income and consumption

[0 Disposable personal income
__ B Personal consumption expenditures.
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as measured, for example, by the University of
Michigan Survey Research Center (SRC) and Con-
ference Board surveys—has remained quite upbeat in
this environment.

Growth of consumer spending in the first quarter
was strong in all expenditure categories. Outlays
for durable goods rose sharply, reflecting sizable
increases in spending on electronic equipment (espe-
cially computers) and on a wide range of other goods,
including household furnishings. Purchases of cars
and light trucks remained at a high level, supported
by declining relative prices as well 2s by the funda-
mentals that have buoyed consumer spending more
generally, Qutlays for nondusable goods were also
robust, reflecting in part a sharp increase in ¢xpendi-
tures for apparel. Finally, spending on services
climbed steeply as well early this year, paced by
sizable increases in spending on recreation and bro-
kerage services. In the second quarter, consumers
apparently boosted their purchases of motor vehicles
further. In all, real personal consumption expendi-
tures tose at more than a 4 percent annual rate in
April and May, an increase thal is befow the first-
quarter pace but is still quite rapid by historical
standards,

Wealth and saving

Wealth-to-income ratio
-—

Personal saving rate
—_—
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Nate. The wealth-lo-iscome fae is the ratio of nei wonh of heuseholds (o
disposable personal income.

Real disposable income increased at ap annual rate
of 3% percent in the first quarter, with the strong
labor market generating marked increases in wages
and salaries, Even so, income grew less rapidly than
expenditures, and the personal saving rate declined
further; indeed, by May the saving rate had moved
below negative 1 percent. Much of the decline in the
saving rate in recent years can be explained by the
sharp rise in houschold net worth relative to dispos-
able income that is associated with the appreciation
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of households™ stock marker assets since 1995, This
rise in wealth has given households the wherewithal
to spend a1 levels beyond what current incomes
would otherwise allow. As share values moved up
further in the first half of this year, the wealth-to-
income ratic continued to edge higher despite the
absence of saving out of disposable income,

Residential Investment

Housing activity remained robust in the first half of
this year. In the single-family sector, positive funda-
mentals and unseasonably good weather helped boost
starts to a pace of 1.39 million units in the first
quarter—the highest level of activity in twenty years.
This extremely sirong Yevel of boilding activity
strained the availability of labor and some materials;
as a result, builders had trouble achieving the usual
seasonal increase in the second quarter, and starts
edged off 10 a still-high pace of 1.31 million units.
Home sales moderated n the spring: Sales of both
new and existing homes were off some in May from
their carlier peaks, and consumers’ perceptions of
homebuying conditions as measured by the Michigan
SRC survey have declined from the very high marks
recorded in late 1998 and early this year. Nonethe-
less, demand has remzined guite robust, even in the
face of a backup in mortgage imerest rates: Buitders'
evaluations of new home sales remained very high at
mid-year, and morigage applications for home pur-
chases showed sirength into July.

With strong demand pushing up against limited
capacity, home prices bave risen substantially,
although evidence is mixed as to whether the rate of
increase is picking up. The quality-adjusted price of
new homes rose 5 percent over the four quarters
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ended in 1999:Q1, up from 3V percent over the
preceding four-quarter petiod. The repeat sales indes
of existing home prices also rose about 5 percent
berween 1998:Q1 and 1999:Q1, but this series posted
even Yarger increases in the year-carlier period, On
the cost side, tight supplies have led to rising prices
for some building materials; prices of plywood, lom-
ber, gypsum wallboard, and insulation have all moved
up sharply over the past twelve months. In addition,
hourly compensation costs have been rising relatively
rapidly in the construction sector.

Starts of mubkifamily units surged 1o 384,000 ar an
annual rate in the first quarter and ran at a pace a bit
under 300,000 units in the second quarter. As in the
single-family secior, demand has been supported by
strong fundamentals, builders have been faced with
tign supplies of some materials, and prices have
been rising briskly: Indeed, zpartment property values
have been increasing at around a 10 percent anmual
rate for three years now.

Household Finance

In addition to rising wealth and rapid income growth,
the strong expenditures of households on housing and
consumer goods over the first hatf of 1999 were
encouraged by the decline in interest rates in the
latter pam of 1998, Houszholds borrowed heavily 10
finance spending. Their debt expanded at 2 9% per-
cem annual rate in the first quarter, up from the
8%4 percent pace over 1998, and preliminary data for
the second quarter indicaie continued robust growth.
Mortgage borrowing, fueled by the vigorous housing
market and favorable mortgage interest rates, was
particularly brisk in the first quaner, with mongage
debt rising at an annhual rate of 10 percent. In the
second quarter, mortgage rates moved up consider-
ably, but preliminary data indicate that borrowing
was still substantial.

Consumer credit growth accelerated in the first half
of 1999. It expanded at about an 8 percent annual rate
compared with 5% percent for all of 1998. The
growth of nonrevolving credit picked up, reflecting
brisk sabes and attractive financing rates for awtomo-
biles and other consumer durable goods. The expan-
sion of revolving credit, which includes credit card
loans, slowed a bit from its pace in 1998,

Households app by have not encol d added
difficulties meeting the payments associated with
their greater indebiedness, as of household
financial stress improved a bit on balance in the first
quarter. Personal bankrupicies dropped off consid-
crably, although part of the decline may reflect
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the aftermath of a surge in filings in late 1998 that
occurred in response to pending legislation that
would limit the ability of certain debtors o obtain
forgiveness of their obligations. Delinquency rates on
several types of household loans edged lower. Delin-
guency and charge-off rates on credit card debt
moved down from their 1997 peaks but remained at
historically high rates, A number of banks continued
to tighten credit card lending standards this year, as
indicated by banks’ responses to Federal Reserve
surveys.

The Business Sector

Fixed Investment

Real business fixed investment appears to have
posted another huge increase over the first half of

Change in real business fixed investment

[ Structures

1994 1995 1996 1997 1998
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1999. Investment spending continved to be driven
by buoyant expectations of sales prospects as well
as by rapidly declining prices of computers and
other high-tech equipment. In recent quarters, spend.
ing also may have been boosted by the desire to
upgrade computer equipment in advance of the roll-
over to the year 2000. Real investment has been
rising rapidly for several years now; indeed, the
average increase of 10 percent annually- over the past
five years represents the most rapid sustained expan-
sion of investment in more than thity years.
Although a growing portion of this investment has
gone to cover depreciation on purchases of short-
lived equipment, the investment boom has led to a
notable upgrading and expansion of the capital stock
and in many cases has embodied new technologies.
These factors likely have been imponant in the na-
tion's improved productivity performance over the
past few years.

Real outlays for producers” durable equipment
increased at an annual rate of 9% percent in the first
quarter of the year, after having surged nearly 17 per-
cent last year, and may well have re-acceleraled
in the second guarter, Qutlays on communications
equipment were especially robust in the first quanter,
driven by the ongoing effort by telecommunications
companies to vpgrade their networks to provide a
full range of voice and data transmission services.
Purchases of computers and other information pro-
cessing equipment were also up notably in the first
quarter, albeit below last year's phenomenal spending
pace, and shipments of computers surged again in
April and May. Shipments of aircraft to domestic
carriers apparently soared in the second quarter, and
business spending on motor vehicles, including
mediwm and beavy trucks as well as light vehicles,
has remained extremely strong as well.

Real business spending for nonresidential struc-
tures has been much less robust than for equipment,
and spending trends have varied greatly across sec-
tors of the market, Real spending on office buildings
and lodging facilities has been increasing impres-
sively, while spending on institutional and industrial
stuctures has been declining—the last reflecting
ample capacity in the manufacturing sector, In the
first quarter of this year, overall spending on struc-
tres was reported in the national income and product
accounts to have moved up a a solid 5%4 percem
annual rate, reflecting a further sharp increase in
spending on office buildings and lodging facilities.
However, revised source dats indicate 2 somewhat
smaller first-quarter increase in nonresidential con-
struction and also point to 2 slowing in activity in
April and May from the first-quarter pace.
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Inventory Investment

Inventory-sales matios in many industrics dropped
considerably early this year, as the pace of stock-
building by nonfarm businesses, which had slowed

notably aver 1998, remained well below the surge of

consumer and business spending in the first quarter.
Although production picked up some in the spring,
final demand remained quite strong, and available

monthly data suggest that businesses accumulated
inventores in April and May at a rate not much
different from the modest first-quarter pace.

In the motor vehicle sector, makers geared up
production in the lases part of 1998 10 boost inven-
tories from their low levels after last summer's
strikes, Nevertheless, as with the business sector
overall, motor vehicle inventories remained on the
lean side by historical standards in the early part of
this year as a result of surprisingly strong vehicle
sales. As a consequence, manufacturers boosted the

pace of assemblies in the second quarter to the high-

Gross corporate bond issuance

W7 1980 1983 ¢ 1936 1992 1995 1998

NOTE. Peofits Srom doweatic operaions, with inventory valustion and capital
consumpkion sdjustments. divided by the gross domestic product of the npon-
finascial corporate sector

1989

est kevel in twenty years. With no noticeable signs of
a slowing in demand, producers have scheduled third-
quarter pulpwt to remain at the lofty heights of the
second quarter.

Corporate Profits and Business Finance

The economic profits of nonfinancial U.S. corpora-
tions rose considerably in the first quarter, even after
allowing for the depressing effect in the fourth
quarter of payments associated with the settlement
between the tobacco companies and the states.
Despite the growth of profits, capital expenditures by
nonfinancial businesses continued (o outstrip internal
cash flow. Maoreover, borsowing requirements were
enlarged by the net reduction in equity outstanding,
as the substantial volume of retirements from merger
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activity and share repurchase programs exceeded the
considerable volume of gross issuance of both initial
and seasoned public equities. As a result, businesses
continwed to borrow at a brisk pace: Aggregate debt
of the nonfinancial business sector expanded ar a
914 percent annual rate in the first quarter. As finan-
cial market conditions improved after the wrmoil of
the fall, businesses returned to the corporate bond
and commercial paper markets for funding, and cor-
porate bond issuance reached 2 record high in March.
Some of the proceeds were used to pay off bank
loans, which had soared in the fall, and these repay-
ments curbed the expansion of business loans at
banks. Panial data for the second quarter indicate
that borrowing by nonfinancial businesses slowed
somewhat.

Risk spreads have receded on balance this year
from their elevated levels in the latter part of 1998.
From the end of December 1998 through mid-July,
investment-grade corporate bond yields moved up
from historically low levels, but by less than yiclds
on comparable Treasury securities, and the spread
between these yields narmowed to a level somewhat
above that prevailing before the Russian crisis. The
rise in investiment-grade corporate bond yields was
restrained by investors’ apparently increased willing-
ness to hold such debt, as growing optimisin about
the economy and favorable earnings reports gave
investors more confidence about the prospective
financial health of private borrowers. Yield spreads
on below-investment-grade corporate delt over com-
parable Treasury securities, which had risen consider-
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ably in the latter part of 1998, also retreated. But in
mid-July, these spreads were still well above the thin
levels prevailing before the period of financial tur-
moil but in line with their historical averages.

In contrast to securities market participants, banks’
attitudes 1oward business lending apparently became
somewhat more cautious over the first half of the
year, according to Federa] Reserve surveys. The aver-
age spread of bank lending rates over the FOMC's
intended federal funds rate remained efevated. On
net, banks continued o tighten lending terms and
standards this year, although the percentage that
reported tightening was much smatler than in the
fall,

The overall financial condition of nonfinancial
businesses was strong over the first half of the year,
although a few indicators suggested a slight deterio-
ration. In the first quarter, the ratio of net interest
payments o corporate cash flow remained close to
the modest levels of 1998, as low interest rates con-
tinued to hold down interest payments. Delinquency
rates for commercial and industrial loans from banks
ticked up, but they were still modest by historical
standards. Similarly, over the first half of the year,
business failures—measured as the ratio of liabilities
of failed businesses to total liabilities—stepped up
from the record low in 1998. The default rate on
below-investment-grade bonds rose to its highest
level in several years, an increase stemming in part
from defaults by companies whose earnings were
impaired by the drop in oil and other commodity
prices last year. The total volume of business debt
that was downgraded exceeded slightly the velume of
debt that was upgraded.

The Governmenr Sector
Federal Government

The incoming news on the federal budget continues
to be quite favorable. Over the first eight months of
fiscal year 1999—the period from October through
May—the unificd budget registered a surplus of about
$41 billion, compared with $16 billion during the
comparable period of fiscal 1998. If the latest projec-
tions from the Office of Management and Budgel and
the Congressional Budget Office are realized, the
unified budget for fiscal 1999 as a whole will show a
sueplus of around $100 billion to $120 billion, or
imore than ! percent of GDP—a striking tumaround
from the outsized budget deficits of previous years,
which approached 5 percent of GDP in the early
1990s,
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As a resutt of this turnaround, the federal govern-
ment is now contributing positively to the pool of
national saving. In fact, despite the recent drop in the
personal saving rae, gross saving by households,
businesses, and governments has remained above
17 percent of GDP in recent guarers—ap from the
t4 percent range that prevailed in the early 1990s.
This well-maintained pool of national savings.
together with the continaed willingness of foreigners
to finance our curment account deficits, has belped
hold down the cost of capital, thus contributing to our
nation’s investment boom.

This year's increase in the federal surplus has
reflecied continued rapid growth of receipts In com-
bination with 2 modest increase in outlays. Federal
receipts were 5 percent higher in the first eight
months of fiscal 199¢ than in the year-carlier period.
With profits leveling off from last year, receipts of
corporate taxes have stagnated so far this fiscal year

Mational saving 5 a share of nominal GDP

Excluding (ederal saving

NOTE. Naional saving comprises the grous taving of bowscholds, businesses,
aod governbents.
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However, individual income tax payments are up
appreciably, reflecting the solid gains in household
incomes and perhaps also a rise in capital gains
realizations large enough to offset last year's reduc-
tion in capital gains {ax rates, At the same time,
federal outlays increased only 212 percent in nominal
terms and barely at all in real terms during the first
eight months of the fiscal year, relative to the compa-
rable year-carlier period. Spending growth has been
restrained in major pertions of both the discretionary
(notably, defense} and nondiscretionary (notably, net
interest, social security, and Medicare) categories—
although this year's emergency supplemental spend-
ing bill, at about $14 billion, was somewhat larger
than similar bills n tecent yeass.

As for the part of federal spending that is courted
in GDP, real federal outlays for consumption and
£10%5 imvestmemt, which had changed little over the
past few years, declined at a 2 percent annual rate
in the first quarter of 1999. A drop in real defense
outlays more than offset a rise in nondefense expen-
ditares in the first quarter. And despite the military
action in the Balkans and the recent emergency
spending bill, defense spending appears to have
declined in the second quarter as welk.

Federal debt held by private investors as a share
of pominal GDP

1983
NoTe. Federal debt bekd by private invesion is gross federal debt less debe
Federal
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held by federsl government acconnts and the Reserve Sysem. The
waluoe for 1999 13 an tiriae bazed on the CBO's July T economic and budger
updagt.

The budget surpluses of the past two years have
led 10 a notzble decline in the stock of federal debt
held by private investors as a share of GDP. Since
its peak in March 1997, the total volume of Treasury
debt held by private investors has fallen by nearly
$130 billion. The Treasury has reduced iis issuance
of interest-bearing marketable debt in fiscal 1999.
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The decrease has been concentrated if nominal cou-
pon issues; in 1998, by conurast, the Treasury retired
both bill and coupon issues in roughly equal mea-
sure. Offerings of inflation-indexed securities have
remained an important part of the Treasury’s overail
borrowing program: Since the beginning of fiscal
1999, the Treasury has sold nearly $31 billion of such
securities,

State and Local Governments

The fiscal condition of state and local governments
has remained quite positive as well, Revenues have
been boosted by increases in tax collections due
to strong grewth of private-sector incomes and
expenditures—increases that were enough to offset
an ongoing trend of tax cuts. Meanwhile, outlays
have continued to be restrained. In all, at the state
level, fiscal 1999 lonks to have been the seventh
consecutive year of improving fiscal positions; of the
forty-six states whose fiscal years ended on June 30,
all appear to have run surpluses in their peneral
funds.

Real expenditures for consumption and gross
investment by states and localities, which had been
rising only moderately through most of 1998, jumped
at a 7% percent annual rate in the first quarter of this
year. This increase was driven by a surge in construc-
tion expenditures that was helped along by unseason-
ably favorable weather, and spending data for April
and May suggest that much of this rise in construc-~
tion spending was offset in the second quarter. As for
employment, state and local governments added jobs
over the first half of the year at about the same pace
as they did last year,

Debt of state and local governments expanded at a
542 percent rate in the first quaner. The Jow interest
rai¢ environment and strong economy encouraged ihe
financing of new projects and the refunding of out-
standing higher-rate debt. Borrowing slowed to a
more modest pace in the second quarter; as yields on
long-dated municipal bonds moved up, but by less
than those on comparable Treasury securitics. The
credit quality of municipal securities improved fur-
ther over the first half of the year, with more issues
being upgraded than dawngraded.

External Sector

Trade and the Current Account

The current account deficit reached $274 billion at an
annual rate in the first quarter of 1999, a bit more
than 3 percent of GDP, compared with $221 billion
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and 2V percent of GDP for 1998, A widening of the
deficit on trade i goods and services, 1o $215 billion
at an annual rate in the first quarter from $173 billion
in the fourth quarter of 1998, accounted for the
deterioration in the current account balance. Data for
April and May indicate that the trade deficit increased
further in the second quarter.

The quantity of impons of goods and services
again grew vigorously in the first guarter. The annual
rate of growth of imports, at 13% percent, continued
the rapid pace seen over 1998 and reflected the
sirength of U.S. domestic demand and the effects of
past dollar appreciation. Imports of consumer goods,
automotive products, computers, and semiconductors
were particularly robust, Preliminary data for April
and May suggest that real import growth remained
strong, as nominal imports rose steadily and non-oil
import prices posted a moderate dectine.

The volume of exports of goods and services
declined at an annual rate of 3 percent in the first
quarter. The decline partially reversed the strong
increase in the fourth quarter of last year. The weak-

Change in real imports and exports of goods and services

Percent, ananal rake
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ness of economic activity in a number of U.S. trading

Measures of Tabor wilization

partners and the strength of the doliar damped
demand for U.S, exports, Declines were registered in
aircraft, machinery, industrial supplies, and agrical-
tural products. Exports 10 Asia generally turned down
in the first quarter {rom the ¢levated Yevels recorded
in the fourth quarter, when they were boosted by
record deliveries of aircraft to the region. Preliminary
data for April and May suggest that real expors
advanced slightly.

Capital Account

Foreign direct investment in the United States and
U.S. direct investment abroad remained robust in the
first quarter, reflecting brisk cross-border merger and
acquisition activity, On balance, net capital flows
through direct investment registered a modest out-
flow in the first quartcr compared with a huge net
inflow in the fourth quarter, Fourth-guarter inflows
were swollen by several large mergers. Net foreign
purchases of U.S. securitics also continued to be quite
sizable but again were well below the extraordinary
pace of the fourth quarter. Most of the slowdown in
the first quarier is suribuable to a reduced demand
for Treasury securitics on the part of private investors
abroad. But capital inflows from foreign official
sourees also stowed in the first quarter, U.S. residents
on et sold foreign securities in the first quarer, but
at a slower rate than in the previous quarter.

The Labor Marker
Employment and Labor Supply

Labor demand remained very strong during the first
half of 1999. Payroil employment increased zbout

Change in total nonfarm payroll employment
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200,000 per month on average, which, although less
tapid than the 244,000 pace registered over 1998, is
faster than the growth of the working-age population.
With the labor force participation rate remaining
abour flat at just over 67 percent, the unernployment
rate edged down further from an average of 4% per-
cent in 1998 w 44 percent in the first half of this
year—the lowest uneinployment raie seen in the
United States in almost thirty years. Furthermore, the
pool of potential workers, including not just the
unemployed but alse individuals who are o of the
labor force but report that they want a job, declined
late last year to the Jowest share of the labor force
since collection of these data began in 1970—and it
has remained near that fow this year. Not surpris-
ingly, businesses in many parts of the country have
perceived workers to be in very shon sopply, as
evidenced by high levels of help-wanted advertising
and serveys showing substantial difficulties in filling
job apenings.

Employment gains in the private service-producing
sector retnained sizable in the first six months of the
year and more than accounted for the rise in nonfarm
payrolls over this period. Payrolls continued to rise
brigkly in the services industry, with firms providing
business services (such as help supply services and
computer services) adding jobs especially rapidly.
Job gains were quite sizable in retail wade as well.
Within the service-producing sector, caly the finance,
insurance. and real estat¢ industry has slowed the
pace of net hiring from tast year's rate, reflecting,
in part, a slower rate of job gains in the mortgage
banking indusiry as the refinancing wave has ebbed.

Within the goods-producing sector, the boom in
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construction activity pushed paysolls in that industry
higher in the first six months of this year. But in
manufacturing, where employment began declining
more than a year ago in the wake of a drop in export
demand, payrolls continued to fall in the first half of
1999; in all, pearly half a million factory jobs have
been shed since March 1998. Despite these job losses,
manufacturing output continued to rise in the first
half of this year, reflecting large gains in labor

productivity.

Labor Costs and Productivity

Growth in hourly compensation, which had been on
an upward trend since 1995, appears 1o have leveled
off and, by some measures, has slowed in the past
year. According to the employment cost index (ECI),
howrly comp ion costs inc d 3 percent over
the twelve months ended in March, down from
3'% percent over the preceding twelve-month period.
Part of both the earlier acceleration and more recent
deceleration in the ECI apparently reflected swings in
commissions, bonuses, and other types of “variable”
compeasation, especially in the finance, insurance,
and real estate industry, But in addition, part of the
recent deceleration probably reflects the influence of
restrained price inflation in tlempering nominal wage
increases. Although down from earlier increases, the
3 percent rise in the ECI over the twelve months
ended in March was well above the rise in prices over
this period and therefore was enough to generate
solid gains in workers’ real pay.

The deceleraton in the ECI through March has
been most pronounced in the wages and salaries

Measures of the change in hourly compensation
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component, whose twelve-month change slowed
¥ percentage point from a year earlier. More
recently, data on average hourly eamings of produc-
tion O nonsupervisory workers may point to a level-
ing off, but no further slowing, of wage growth: This
sertes was up at about a 4 percent annual rate over the
first six months of this year, about the same as the
increase over 1998 Growth in the benefits compo-
nent of the ECI slowed somewhat as well in the year
ended in March, 1o a 2v4 percent increase. However,
employers’ cosis for health insurance are one compo-
nent of benefits that has been rising more rapidly of
late. After showing essentially no change from 1994
through 1996, the ECI for health insurance acceler-
ated to a 3% percemt pace over the twelve months
ended in March.

A second measure of hourly compensation—the
Bureau of Labor Statistics' measure of compensation
per hour in the nonfarm business sector, which is
derived from compensation information from the
national accounts—has been rising more rapidly than
the ECT in the past few years and has also decelerated
less so far this year. Nonfarm compensation per hour
increased 4 percent over the four quarters ended in
the first quarter of 1999, 1 percentage point more
than the ris¢ in the ECI over this period. One reason
these two compensation measures may diverge is that
the ECT does not capture certain forms of compensa-
tion, such as stock options and hiring, retention, and
referral bonuses, whereas nonfarm compensation per
hour does measure these payments.? Although the
two compensation measures differ in numerous other
respects as well, the series’ divergence may lend
support to anecdotal evidence that these alternative
forms of compensation have been increasing espe-
cially rapidly in recent years. However, because non-
farm compensation per hour ¢an be revised substan-
tially, one must be cautious in putting much weight
on the most recent quarterly figures from this series.

Rapid productivity growth has made it possible
to sustain these increases in workers’ compettsation
without placing great pressure on businesses” costs.
Labor produciivity in the nonfarm business sector
posted another sizable gain in the first quarter of
1999, and the increase over the four quarters ended in
the first quarter of 1999 was 22 percent. Indeed,
productivity has increased at a 2 percent pace since
1995 —well above the trend of roughly 1 percent per

2. However, nopfamn compensation per hour captures the gains
from e actual exercise of stock options, whereas for analyzing
compensation trends, one might prefer to measure the value of the
options al the time they are granred.
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year that had prevailed over the preceding iwo
decades.? This recent productivity performance is alt
the more impressive given that businesses are
reported to have had to divert considerable resources
toward avoiding computer problems associated with
the century date change, and given as well that busi-
pesses may have had 10 hire less-skilled workers than
were available earlier in the expansion when the pool
of poential workers was not so shailow. Part of the
steength in productivity growth over the past few
years may have been a cyclical response to the rapid
groweh of oufput over this period. But productivity
may also be reaping a more persistent payoff from the
boom in business investment and the accompanying
introduction of newer technologies that have oc-
curred over he pasi several years.

Even these impressive gains in labor productivity
may not have kept up folly with increases in firms’
real compensation costs of late. Over the past two
years, real compensatian, measured by the ECI rela-
tive to the price of nonfarm business output, has
increased the same hefty 2% percent per year as labor
productivity; however, measured instead using non-
farm compensation per hour, real compensation has
increased somewhat more than productivity over this
period, implying a rising share of compensation in
wital national income. A persistem period of real
compensation increases in excess of productivity

3. About ¥ percentuge point of the improvement in productivity
prowth since 1995 c3n be aWwibmed 10 changes in price measirement.
The measure of resl outpur underlying the productivity figures since
1995 is deflated using CP] components that have been constructed
uSing 2 pe i fosmvla; these 1end 19 rise less
rapidly than the CPl components that had been used in the output and
productivity data before 1995, These smaller CP] increases translate
inw mare eapid growth of outpwt and produciivity n the later period,
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growth would reduce firms' capacity to absorb fur-
ther wage gains without putting upward pressure on
prices.

Prices

Price inflation moved up in early 1999 from a level
in 1998 that was depressed by a transitory drop in
energy and other commodity prices. After increasing
only about 1% percent over 1998, the consumer price
index rose at a 2% percent annual rate over the first
six months oi this year, driven by a sharp turnaround
in prices of gasoline and heating oil. However, the
so-called “core” CPI, which excludes food and
energy items, rose at an annaal rate of only 1.6 per-
cent aver this period—a somewhat smaller increase
than that registered over 1998 once adjustment is

Change in consumer prices
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Change in consumer prices excluding food and energy
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made for the effects of changes in CPl methodology:
According o a new research series from the Bureau
of Labor Statistics (BLS), the core CPI would have
increased 2.2 percent over 1998 had 1999 methods
been in place in that year?

The moderation of the core CPL in recent years has
reflected a variety of factors thal have helped hold
inflation in check despite what has been by all
accounts a very tight labor market. Price increases
have been damped by substantial growth in manufac-
turing capacity, which has held plam utifization raies
in most industries al moderate (and in some cases
subpar) levels, thereby reinforcing competitive pres-
sures in product markets. Furthermore, rapid produc-
tivity growth helped hold increases in unit labor costs
to low levels even as compensation growih was pick-
ing up last year. The rise in compensation itself has
been constrained by moderate expectations of infla-
iton, which have been refatively stable. According
to the Michigan SRC survey, the median of one-
year-ahead inflation expectations, which was about
2% pereent late last year, averaged 2% percent in the
first half of this year.

The quiescence of inflation expectations, al Jsas
through the early part of this year, in turn may have
come in part from the downward movement in over-
all inflation last year resulting from declines in prices
of imports and of o1l and other commeodities. These

4. The most important change this year was the introduction of the
geomeric-means formmula to aggregate price quotes within most of the
detailed item categories. (The Laspeyres formula continues to be used
in constructing higher-level aggregates) Although these geometric-
means CPls wep iawoduced intn Lhe official CPL enly in Japuary of
1his year, the BLS generated the series on an experimental basis going
back several years, allowing them (o be byill into the national incoa;
and product accopnts back to 1985,
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price declines have not been repeated more recently.
This year's ase in energy prices is the clearest exam-
ple, but commodity prices more gencrally have been
wrning up of late. The Journal of Commerce indus-
trial price index has moved up about 6 percent so far
this year after having declined about 10 percent last
year, with especially large increases posted for prices
of lumber, plywood, and steel. These price move-
ments are starting to be seen at later stages of pro-
cessing as well: The producer price index for interme-
diate matetials excluding food and energy, which
gradually declined about 2 percent owver the fifteen
months through February 1999, retraced about half of
that decrease by June, Furthermore, non-oil import
prices, although continuing to fall this year, have
moved down al a slower rate than that of the past
couple of years when the dollar was rising sharply in
foreign exchange markets. Non-oil import prices
declined at a 1% percent annual rate over the first
half of 1999, after having fallen at a 3 percent rate, on
average, over 1997 and 1998.

Some other broad measures of prices also showed
evidence of acceleration early this year, The chain-
type price index for GDP—which covers prices of al)
goods and services produced in the United States—
rose at about a 1% percent annual rate in the first
guarter, up from an increase of about 1 percemt last
year. A portion of this acceleration reflected move-
ments in the chain-type price index for persomal
consamption expenditures (PCE) thar differed from
movements i the CPL

3. Alternative measures of price change
Percent apnual zate

Price mensure

Fixed-weight
Consumer picc index ...
Excluding food and energy .. .......

Chain-rpe
Giross dofestic produt

Prersonal conasumprion expenditutes
Excluding food and enecgy ...,

NOTE. A fixed-weight index uzes quantity weights from the base year o
agftegalc prives from cach distiret dew Segovy. A chan-ype index is the
geomeric average of twe fined-weight indexes and alltws the weights 1o change
each year. Changes are bascé on quanerly averages.

Although the components of the CP! are key inputs
into the PCE price index, the two price measvres
differ in a vanety of respects: They use different
aggregation formulas; the weights are derived from
different sources; the PCE measure does not wtilize
all components of the CPT; and the PCE measure is
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broader in scope, including not just the out-of-pocket

Domestic nonfinancial debt: Annual range and actual level

expenditures by houscholds that are captured by the
CPI, but also the portion of expenditures on items
such as medical care and education that are paid by
insarers or goveraments, consumption of items such
as banks’ checking services that are provided without
explicit charge, and expenditures made by nonprofit
institutions, Although PCE prices typically tise 2 bit
tess rapidly than the CPL, the PCE price measare was
unusually resttained relative to the CPI in the few
years through 1998, reftecting a combination of the
above factors.

Last year's sharp drop in retail energy prices and
the subsequent rebound this spring reflected move-
ments in the price of crude oil, The spot price of West
Texas intermediate (WTT) crude oil, which had stood
at sbout 320 per bamel through most of 1997,
dropped sharply over 1998 and reached $11 per bac-
rel by the end of the yeat, reflecting in part a weaken-
ing in demand for ol from the distressed Asian
nations and increases in supply from Irag and other
countrics. But oil prices jumped this year as the
OPEC nations agreed on production restraints aimed
at firming prices, and the WTI spot price reached 318
per barrel in April and has moved sl higher more
recently. As a result, gasoline prices, which dropped
15 percenl over 1998, reversed almost all of tha
decline over the first six months of this year. Prices of
heating fuel also rebounded after dropping in 1998,
In all, the CPI for energy rose at a 10 percent annual
rate over the December-to-June period.

Consumer food prices increased moderately over
the first six months of the year, rising at a 14 pescent
annuat rate. Despite the upturn in commodity prices
generally, farm prices have remained quite low and
have helped to hold down food price increases. Spot
prices of wheat, soybeans, and sugar have moved
down further this year from already depressed levels
at the end of 1998, and prices of corn and coffee have
remained low a8 well.

The CPI for goods other than food and energy
declined at aboul a Y2 percent annual rate over the
first six months of 1999, afier having risen Y4 per-
cent over 1998. The 1998 increase reflected a sharp
rise in tobacco prices in December associated with
the settlement of litigation between the tobacco com-
panics and the states; excluding tobacco, the CPI for
core goods was about flat last year. The decline in the
first half of this year was concentrated in durable
goods, where prices sofiened for & wide range of
items, incloding motor vehicles. The CPI for mon-
energy services increased about 2% percent at an
annual rate in the first half, down a little from the
increase over 1998. Increases in the CPI for rent
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of sheiter have slowed thus far in 1999, rising at a _
2% percent antual rale versus a 344 percent rise last
year. However, airfares and prices of medical ser-
vices both have been rising more rapidly so far this
year.

Debt and the Monetary Aggregates
Deba and Depository Intermediation

The total debt of the US. household, government,
and nonfinancial business sectors increased a1 about a
6 percent annual rate from the fourth quarter of 1998
threugh May, a little above the midpoint of its growth
range of 3 percent to 7 percent. Nonfederal debn
expanded briskly at about a 9 percent annual pace, in
association with continued strong private domestic
spending on consumer durable goods, housing, and
busimess investment. By conrast, federal debt con-
tracted at a 3 percent annual rate, as budget surpluses
reined i federal government financing needs.

Credit extended by depository institwions stumped
over the first half of 1999, after having expanded
quite briskly in 1998. A fair-sized portion of the
expansion in 1998 came in the fourth quarer and
stemmed from the turmoil in financial markets. In
that turbulent environment, depository institutions
postponed securitization of mortgages, and buosi-
nestes Bhified their funding demand from secusities
markers to depository institutions, where borrowing
costs in some cases were governed by pre-existing
lending commitments. Depository institutions also
acquited mortgage-backed securities and other pri-
vate debt instraments in volume, as their yields evi-
dently rose relative to depository funding costs, As
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M3: Annual range and actual tevel
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financial stresses wnwound, securitization resumed,
business borrowers returned fo securities markets,
and net purchases of securities slowed. From the
fourth quarter of 1998 through June, bank credit rose
at a 3 percent annuatized pace, after adjusting for the
estimated effects of mark-to-market accounting rules.

Monctary Aggregates

The growth of M3, the broadest monetary aggregate,
slowed appreciably over the first half of 1999. M3
exparxled &t a 6 percent annaal pace from the fourth
quarter of 1998 through June of this year, placing this
aggregate at the top of the 2 percent to 6 percent
price-stability growth range set by the FOMC at its
February meeting. With depository credit growing
modestly, depository institutions trimmed the man-
aged liabilities included in M3, such as large time

M2: Anowal range and actual level
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deposits. Growth of institutional money markel
mutual funds also moderated from s rapid pace in
1998. Rates on money market funds tend to lag the
movements in market rates because the average rate
of rewrn on the pontfolio of securities held by the
fund changes more siowiy than market rates. -In the
fall, rates on institutional moncy markes funds did not
decline as fast as market rates after the Federal
Reserve cased monetary policy, and the growth of
these funds soared. As rates on these funds moved
back into alignment with market rates this year,
growih of these funds ebbed.

M2 advanced at a 64 percent annual rate from the
fourth quarter of 1998 through June. M2 growth had
been elevated in late 1998 by unseitled financial
conditions, which raised the demand for liquid money
balances, and by the easing of moneiary policy, which
reduced the opportunity costs of holding the assets
included in the mopetary aggregates. M2 growth
moderated over the first half of 1999, as the height-
ened demand for money waned; in June this aggre-
gate was above its | percent to 5 percent price-
stabitity growth range. The growth in M2 over the
firss half of the year again outpaced that of nominal
income, although the decline in M2 velocity—the
ratio of nominal income to M2-—was at a slower rate
than in [998, The decline this year reflecied in part
a continuing lagged response to the policy easing in
the fall; however, the drop in M2 velocity was again
larger than predicted on the basis of the historical
relationship between the wvelocity of M2 and the
opportunity costs of holding M2—measured as the
difference between the rate on three-month Treasury
bills and the average return on M2 assets. The rea-
sons for the decline of M2 velocity this year are mot

M2 velocity and the opportunity cost of boiding M2
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4. Growth of money and debt

Pexoent
Period i w2 M3 [ ers
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clear; the drop extends a trend in velocity evident
since mid-1997 and may in parl owe t© houscholds®
efforts (o allocate some wealth to the assets included
in M2, such as deposits and money market mutual
fund shares, efter several years of substantial gains in
equity prices that greatly raised the share of wealth
held in equities.

M1 increased at a 2 percent annualized pace from
the fourth quaner of 1998 through June, in line with
its advance in 1998. The currency component of M1
expanded quite rapidly. The strength appeared to
stem from domestic, rather than foreign, demand,
perhaps reflecting vigorons consumer spending,
although currency growth was more robust than
might be expected for the rise in spending. The
deposits in M1-—demand deposits and other check-
able deposits—contracted further, as retail sweep pro-
grams contineed to be introduced. These programs,
which first began in 1994, shift funds from a depasi-
tor's checking account, which is subject to reserve
requirements, to a special-purpose money raarket
depasit account, which is not. Funds are then shified
back 1o the checking account when the depositor’s
account balance falls below a given level. The
depository institution benefits from a tetail sweep
program because the program cuts its reserve require-
ment and thus the amount of non-interest-bearing
reserve balances that it must hold at its Federal
Reserve Bank. New sweep programs depressed the
growth of M1 by about 5% percentage points over
the first half of 1999, somewhat less than in previous
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years because most of the depository institwtions that
would benefit from such programs had already imple-
mented them,

As a consequence of retail sweep programs, the
balances that depository institutions are toquired w
hold at the Federal Reserve have fallen about 50 per-
cent since 1994, This development has the potenial
to complicate reserve management by the Federal
Reserve and depository institutions and thus raise the
volatility of the federz] funds rate. It would do so
by making the demand for balances at the Federal
Reserve more variable and less predictable, Before
the introduction of sweeps, the demand for balances
was high and stable because reserve balance require-
ments were large, and the tequirements were satis-
fied by the average of daily balances held over a
maintenance period, With sweep programs reducing
requited balances to low levels, depository instito-
tions bave found that they target balances in excess of
their required balances in order to gain sufficient
protection agaimst unanticipated debits that could
leave their accounts overdrawn at the end of the day.
This payment-related demand for balances varies
more from day to day than the requirement-related
demand. Thus far, the greater variation in the demand
for balances has not made the federal funds rate
appreciably more volatile, in pant reflecting the sue-
cessful efforts of depository institutions and the Fed-
eral Reserve to adapt 10 lower balances. For its part,
the Federal Reserve has conducied more open market
operitions that mamre the next business day to bet-
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ter align daily supply with demand. Nonetheless,
required balances at the Federal Reserve could drop
to levels at which the volatility of the funds rate
becomes proncunced. One way 10 address the prob-
lem of declining required balances would be 10 per-
mit the Federal Reserve to pay interest oh the reserve
halances that depository institutions hold. Paying
interest on reserve balances would reduce consider-
ably the incentives of depository institutions 10 de-
velop reserve-avoidance practices that may corplhi-
cate the implementation of monetary policy.

US Financial Markets

Yields on Treasury securities have risen this year in
response to the ebbing of the financial market strains
of late 1998, surprisingly strong economic activity,
concerns about the potential for increasing inflation,
and the consequent anticipalion of tighter monetary
policy. In January, yields on Treasury securities
moved in a narrow range, as lingering safe-haven
demands for dollar-denominated assets, owing in part
to the devaluation and subsequent floating of the
Brazilian #eal, about offset the effect on yields of
stronger-than-expected economic data. Over subse-
quent months, however, yields on Treasury securities,
especially at intermediate and long maturities, moved
up substantially. The demand for the safest and most
liquid assets, which had pulled down Treasury yields
in the fall, abated as the strength in economic activity
and favorable earnings repotts engendered optimism
about the financiaf condition of private borrowers and
encouraged investors 1o buy private securities. In
addition, rising commodity prices, tight labor mar-
kets, and robust economic activity led marker partici-
pants to conclude that monetary policy would need to
be tightened, perhaps in a series of steps, This view,
accentuated by the FOMC's announcement afier its
May meeting that it had adopted a directive tilted
woward tightening policy, also boosted: yields.
Between the end of 1998 and mid-July, Treasury
yields added about 80 basis points to 110 basis points,
on balance, with the larger increases in the intermedi-
ate maturities. The rise in Treasury bill rates,
anchored by the modest upward move in the FOMC's
target federal funds rate, was much less, abouy
10 basis points o 40 basis points.

The recovery in fixed-income markets over the first
half of the year was evident in a number of indicators
of market conditions. Marke! liquidity was generally
better, and volatility was lower. The relative demand
for the most liquid Treasury securities—the most
recently anctioned security at each maturity—was
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not so acute, and yiclds on these securities were in
somewhat closer alignment with yiclds on issucs that
had been outstanding longer. Dealers were more will-
ing to put capital at risk to make markets, and bid—
asked spreads in Treasury securities narrowed some-
what, though, in June they were stili a bit wider than
had been typical. Market expectations of asset price
volatility, as reflected in prices on Treasury bond
opiions contracts, receded on balance. The implied
volatility of bond prices dropped off until April and
then twrned back up, as unceriainty about the timing
and extent of a possible tghtening of monesary pol-
icy increased.

Yields on inflation-indexed Treasury securities
have only edged up this year, and the spreads between
yields on nominal Treasury securities and those on
comparable inflation-indexed securities have wid-
ened considerably. Yields on inflation-indexed securi-
ties did not decline in late 1998 like those of their
nominal ¢ parts, in part b these securities
were not perceived as being as liquid as nominal
Treasury securities, Thus, as the safe-haven demand
for nominal Treasury securities unwound and nomi-
nal yields rose, yields on inflation-indexed securities
did not move up concomitantly. Morcover, these
yields were held down by some improvement in
the liquidity of the market for inflation-indexed
secutities, as suggested by reports of namower bid—
asked spreads, which provided additional impetus
for investors (0 acquire these securities. Because of
such considerations, the value of the yield spread
berween nominal amd inflaticn-indexcd
securities as an indicator of inflation expectations is
{imited. Nonethcless, the widening pf the spread
this year may have reflected some rise in inflation
expectations,
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Major stock price indexes
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Equity prices have climbed this year. Major equity
price indexes posted gains of 10 percent to 31 per-
cent, on balance, between the end of 1998 and
July 16, when most of them established record highs.
The lift to prices from stronger-than-anticipated eco-
nomic activity and corporate profits apparently has
oifset the damping effect of rising bond yields. Prices
of technology issues, especially Internet stocks, bave
risen considerably on nes, despite some wide swings
in sentiment. Share prices of firms producing primary
commoditics. which turmbled in the fall, rebownded 10
post large price gains, perhaps because of the firming
of commodity prices amid perceptions that Asian
economies were improving. Consensus estimates of
carnings over the coming fwelve months have
strengthened, but in June the ratio of these estimates

Equity valuation and the ten-year real interest rate
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o prices, as measured by the S&P 500 index, was
near the record bow established in May. Meanwhile,
real interest rates. meastred as the difference between
the yield on the naminal ten-yeas Treasury note and
a survey-based measure of inflation expectations,
moved up. Consequently, the risk premium for kold-
ing equities remained quite small by historical
standards.

Year 2000 Preparedness

The Federal Reserve and the banking system have
largely completed preparing lechnical systems fo
ensure that they will function at the century date
change and are taking steps o deal with potential
contingencies. The Federal Reserve successfully
completed testing all of its mission-critical computer
systems for year 2000 compliance, including its secu-
ritics and funds transfer systems. As a precaution to
assure the public that sufficient cash will be available
in the event that demand for US. cumrency rises
in advance of the cenwry date change, the Federal
Reserve will increase considerably its inventory of
currency by late 1999. In addition, the Federal
Reserve established a Century Date Change Special
Liquidity Facility to supply collateralized credit
freely to depesitory institutions at a modest penalty to
market interest rates in the months surrounding the
rollover. This funding should help financially sound
depository instimtions commit more confidemiy to
supplying loans to other financial instimtions and
businesses in the closing months of 1999 and ealy
months of 2000.

All depository institutions have been subject to
special year 2000 examinations by their banking
supervisors to ensure their readiness. Banks, in wen,
have worked with their customers to encourage
year 2000 preparedness by including a review of a
customer’'s year 2000 preparedness in their under-
writing or loan-review standards and doc ion
According 1o the Federal Reserve’s May 1999 Senior
Loan Officer Opinion Survey, a substantial majority
of the respondent banks have largely comploted
year 2000 preparedness meviews of their material
customers, Most banks reported that only a small
portion of their customers have not made satisfactory
Pprogress. '

Banks in the Federal Reserve’s sorvey reported
linle demand from their clients for special contin-
gency lines of credit related to the century date
change, although many expect demand for such lines
1o increase somewhat as the year progresses. Almost
all domestic respondents reported that they are will-
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ing to extend such credit lines, althougk in some
cases with tighter standards of terms.

International Developments

Global economic prospects [ook considerably
brighter than they did only a few months ago. To
an important degree, this improvement pwes 1o the
rebound in the Brazilian economy from the wrmail
experienced in January and February and 10 the fact
that the fallout from Brazil on other countries was
much less than it might have been, The fear was that
the collapse of the Brazilian real last January would
unleash a spiral of inflation and further devaluation
and lead 10 a defanlt on government domestic debt,
destabilizing financial markets and triggering an
intensified flight of capital from Brazil. In light of
events following the Russian debt moratorium and
colfapse of the rable last year, concern existed that a
collapse of the real could also have negative reper-
cussions in Latin America more broadly, and possi-
bly even in global financial markets.

Developments in Brazil tened out beiter than
expected over the weeks after the floating of the reaf
in January. Between mid-January amd early March,
the real lost 45 percemt of its value against the dollar,
reaching a low of 2.2 per dollar, but then started to
recover after the Brazilian central bank raised the
overnight interest rate from 39 percent o 45 percent
and made clear that it gave a high priority to fighting
inflation, By mid-May, the reaf had swengthened
o 165 per dollar, even while the overnight rate had

Brazilian financial indicators

been cut, in sieps, from its March high, The overnight
rate was teduced further, to 21 percent by the end of
June, but the real fell back only modestly and stood
at about 1.80 per dollar in mid-July. Brazil's stock
market also rose sharply and was up by showt 65 per-
cent in the year (o date.

Scveral favorable developments have worked w
support the real and equity prices over the past few
months. Inflation has been lower than expected, with
consumer price inflation at an apnual rate of around
8§ percent for the firsi half of the year. Greater-than-
expected real GDP growth in the first quarter, though
attributable in part to temporary factors, provided
some evidence of a bottoming ouy, and possible
recovery, in economic activity over the first part of
this year. And in the fiscal arcpa, the government
posted a primary surplus of more than 4 percent of
GDP in the first quarter—well above the goal in the
International Monetary Fund program. The positive
twrn of events has facilitated a return of the Brazilian
government and private-sector borrowers to interna-
ticnal bond markets, albeit on more testrictive 12rms
than those of a year ago.

Since the middle of May, however, the road to
recovery in Brazil has become bumpier. The central
government posted a fiseal deficil in May that was
bigger than had been expected. In addition, court
challenges bave called into question fiscal reforms
enacted earlier this year that were expected 1o
improve the government’s fiscal balance by abowt
1 percent of GDF. In May, the rise in U5, interest
rates associated with the anticipated tightening in the
stance of U.S. monetary policy belped push Brady
bond yield spreads up more than 200 basis points.
Although they narmowed some in June they widened
recently on concemns about Argentina’s economic
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The Brazilian crisis did trigger renewed financial
siress throughout Latin America, as domestic interest
rates and Brady bond yield spreads increased sharply
in January from levels that had already been clevated
by the Russian crisis. Nonetheless, these increases
were gencrally smaller than those that had followed
the Russian crisis, and as developments in Brazi)
proved more positive than expected, financial condi-
tions in the rest of the region stabiliacd rapidly. Even
so, the combination of clevated risk premiums and
diminished access to international credit markets,
as well as sharp declines in the prices of commod-
ity exports, had significamt consequences for GDP
growth, which began 10 slow or s Degative
throughout the region in Tate 1998 and carly 1999.

Mexico appears to bave experienced the Jeast dimi-
nution in economic growth, likely becavse of its
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strong trade links with the United States, where
growth has been robust. A flattening in Mexican
GDP in the final quanter of 1998 has given way 10
renewed, but moderate, growth more recently, and
ihe Merican pest has appreciated by about 5 per-
cent relative o the dollar since the start of the year.
By conirasl, economic aclivity in Argentina declined
sharply in the fivst quarter, in part because of the
devalsation and relatively weak ecoromic aclivity
in Brazil, Argentina’s major trading partner. Morc
recently the earlier recovery in Afgentina’s financial
markets appears to have backtracked as concern has
increased about the medium- to long-run viability of
the curency peg to the dollar. Several counries in
the region, including Venezuela, Chile, and Colom-
big, alse experienced sharp declines in ouiput in the
first quarter, siemming in part from earlier declines in
0i] and other commudity prices.

In emerging Asia, signs of recovery in financial
markets and in real activity are visible in most of the
countries that experenced financial crises in late
1997. However, the pace and exiens of secovery s
uneven across countrics. The strongest recovery has
been in Korea In 1998, the Korean won reversed
nearly half of its sharp depreciation of late 1997.
it has been little changed on balance this year, as
Kaorean monetary anthorities have intervened to mod-
erale its further appreciation. Korean stock prices
have also staged an impressive recovery—-maoving up
about 75 percent so far in 1999. In the wake of s
financial crisis, output in Korea fell sharply, with
industrial production down about 15 percent by the
middle of last year. Since then, however, production
has bounced back. With the pace of the recovery
accelerating this year, all of the post-crisis drop
in production has been reversed. This turnaround
reflects both the improvement in Korea's external
position, as the trade balance has swung into sub-
stantial surplus, and the government's progress in
addressing the structral problems in the financial
and corporate sectors that contrtbuted to the ensis.

Financial markets in the Southeast Asian countries
that experienced crises in 1997 {Thailand, Singapore,
Malaysiz, Indonesta, and the Philippines} appareatly
were little affected by spillover from Braxil's troubles
earlier this year and have yecovered on batance over
the past year, with exchange rales stabilizing and
sock prices moving higher. Financial conditions have
been weakest in Indonesia, i large pact a reselt of
political uncerlainty; but even so, domestic intcrest
sates have dropped sharply, and the stock market has
staged an impressive rebound since April. The recoy-
ery of econemic activity in these countries has been
slower and less robust than in Korea, possibly reftect-
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ing slower progress in addressing structural weak-
nesses in the financial and corporate sectors. How-
ever, aclivity appears 1o have bottomed out and has
recently shown signs of starting to move up in these
counlries,

Financial markets in China and Hong Kong experi-
enced some turbulence at the start of the year when
Chinese authorities put the Guangdong International
Trust and Invesiment Corporation (GITIC) into bank-
rupicy, leading to raing downgrades for some Cli-
nese financial institutions, incleding the major state
commercial banks. The GITIC bankrapicy also raised
concerns about Hong Kong financial institutions,
which are heavy creditors to Chinese entities, These
concerns contributed to a substantial increase in yield
spreads between Hong Kong government debt and
US. Treasury securities and to & fall in the Hong
Kong stock markes of about 15 percent. Spreads have
narrowed since, falling frem about 330 basis points
on ¢ne-year debt in late January 1o about B0 basis
points by mid-May, and have remained relatively
stable since then. Equity prices also rebounded
sharply, rising nearly 50 percent between wmid-
February and carly May. Despite sizable volatility in
May and June, they are now roughly unchanged from
early May levels.

In Japan, a few indicators suggest that recovery
from a pralonged recession may be occoming. Princi-
pally, first-gquarter GDP growth at an annual rate of
1.9 percent was recorded—the first positive growth
in six quarters. This improvement reflects in part a
shift toward more stimulative fiscal and monetary
policies. On the fiscal front, the govemnment
announced a sel of measures at the end of last yeac
that werc slated for implementation during 1999 and
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included permanent cuts in personal and corporate
income (axes, various investment incemives, and
increases in public expenditures, The targe-scale fis-
cal expansion and concern about increases in the
supply of government bonds caused bond yields to
more than double late last year and early this year, to
a level of about 2 percent on the ten-year hond.

In mid-February, primarily because of concern
about the prolonged weakness in economic activity
and pronounced deflationary pressures but also in
response to the rising bond yields, 1he Bank of Japan
announced a reduction in the 1argey for the overnight
call-money rale and subscquently guided the rate o
s present level of 3 basis points by carly March.
This easing of monetary policy had a stimulative
effect on Japarese financial markets, with the yield
on the ten-year government bond falling more than
75 basis points, to 1.25 percent by mid-May. More
recently, the yield has risen to about 1.8 percent,
partially in response (o the release of unexpectedly
strong first-quarter GDP growth. Supportive mone-
tary conditions, coupled with restructuring announce-
ments from a number of farge Japanese firms and
growing optimism about the economic cutiook, have
fueled a tise in the Nikkei from around 14,400 over
the first two months of the year 1o aver 18,500 in
mid-July.

The improved economic performance in Japan also
reflects some progress on addressing persistent prob-
lems in the financial sector. In March the authorities
injecied 744 Irillion yer of public funds into large
financial institutions and began to require increased
provisioning against bad loans as well as improved
financial disclosure. Although much remains to be
done, these actions appear o have stabilized condi-
tions, at deast termporarily, in the banking systern, and
the premium on borrowing rates paid by leading
Japanese banks declined 1o zero by March.

The yen strengthened in early January, supporied
by the runup in Jong-term Japanese interest rates,
reaching abour 110 per dollar—its highest level in
more than two years. However, amid apparent inter-
ventjon by the Japancse authorities, the yen retreated
w a level above 116 per dollar, and it remained near
that level until the mid-February easing of monetary
policy and the subsequent decline of interest rates
when it depreciated to about 120 per dollar. In mid-
June, the Japanese authorities intervened m the for-
eign exchange market in an effort to limit apprecia-
tion of the yen after the surprisingly swong first-
quarter GDP release increased market enthusiasm for
that currency. The authorities noted that a premature
strengthening of the yen was undesirable and would
weigh adversely on economic recovery.
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in the other major industrial countries, the pace
of economic growth this year has been mixed, Eco-
nomic developments in Canada have been quite
favorable. GDP rose 414 percent al an annual rate in
the first quarter after & fourth-quarter gain of 4% per-
cent, with production fueled by strong demand for
Canadian products from the United States. Core infla-
tion remains low, near the lower end of the Bank
of Canada’s target range of | percent to 3 percent,
although overall inflation rose some in April and
May. Oil prices and other commedity prices have
risen, and the curtent account deficit has narrowed
considerably. These factors have helped the Canadian
dollar appreciate relative to the UL, dollar by about
4 percent this year and have facilitmed a cot in
short-term interest rates of 50 basis points by the
Bank of Canada. Along with rising fong-term interest
rates eisewhere, Jong rates have increased in Canada
by about 30 basis points over the course of this year.
Even so, equity prices have risen about 12 percent
since the start of the year, although the rise in long-
term rates has undercut some of the momentum in the
stock markel.

In the United Kingdom, output was fiat in the first
guarter, coming off a year in which GDP growth had
already slowed markedly. However, the effects of
agpressive interest rave redunctions undertaken by the
Bank of England in late 1998 and earlier this year
appear to have emerged in the second quarter, with
gains in industrial production, retail sales volume,
and business confidence. Inflationary pressures have
been well conlained, benefiting in part from the con-
inued strength in sterling; the Bank of England cut
interest rates, mos\ recently in June, to reduce the
{ikelihood of inflation undershooting s 1argel of
2% percent. Consisten1 with expectations of an
upturn in growth, equity prices have risen move than
15 percent, and long-term bond yields have climbed
nearly 86 basis points since the end of last year.

First-quarter growth in the European countries that
have adopted a common currency (euro area)
regained some momentum from its stow pace in late
1998 but was nevertheless helow potential, as pro-
duction continved to react to the decline in export
orders registered aver the course of 1998 and in early
1999. Still, the drag on overall production from weak
export demand from Asia and easternt Europe appears
to have lifted a bit in the past few months, although
the signs of a pickup in growth were both tentative
and uneven across the euro area. In Germany, indus-
trial production was higher in April and May than in
the preceding two months, and export orders were
markedly higher in those months than they had been
at any time since the spring of 1998, But in France,
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which had been the strongest of the three largest
euro-arca tconomies in 1998, GDP growth was a
meager 1% percent at an annual rate in the first
quarter, and industrial production slipped in April,

On average in the euro area, inflaiion has remained
qguite 1ame, even as rising ol prices, 2 declining euro,
and, a1 least in Germany, an acceleration in wage
rates have raised inflavionary pressures this year. The
low average rate of inflation as well as the still
sluggish pace of real activity in some ©of the euro-area
countrics led the Eurapean Central Bank to lower the
overnight policy rate by 50 basis points in April, on
top of cuts in short-term policy rates made by the
national central banks late last year that, on average,
were worth about 60 basis points.

Notwithstanding the easing of the policy stance,
long-term governmem bond yickds have risen sub-
stantially from their January lows in the largest
economies of the euro area. Ten-year rates spiked in
carly March along with U.S. rates, fell back some
through mid-May, and then resumed an upward
course aroand the ime the FOMC adopted a tighten-
ing bias in mid-May. Since the middle of June, a
relatively sharp increase in yields has pushed them to
about 100 basis points above their values i the star
of the year and has narrowed what had been a grow-
ing interest rate differential between U.S. and Euro-
pean bonds. In addition 1o the pressure provided by
the increase in ULS. rates, the runup in Buropean
yields likety reflects the belief that shom-term rates
have troughed, as the incipient recovery in Asia not
only reduces the drag on European exports but aiso
attenuates deflationary pressures on European impont
prices. Concern about the fall in the exchange value
of the euro may also have contributed 1o an assess-
ment that the next move in short-term rates would be
vp. Gains in equity prices so far this year—averaging
about 12Y2 percent—are also suggestive of the belief
that economic activity may be picking up, although
the range in share price movements is fairly broad,
even considering only the largest economies: French
equity prices have risen about 20 percent, German
prices are up 13 percent, and Italian prices are up
only $ petcent.

The new European currency, the euto, came ino
operation at the start of the year, marking the begin-
ning of Stage Theee of Buropean Economic and
Monesary Union, The raies of exchange between the
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euro and the curmencies of the eleven conntries adopt-
ing the euro were set on Decemnber 31; based on these
rales, the valve of the euro at the moment of its
creation was $1.16675, Trading in the euro opened
on January 4, and afier jumping on the first trading
day, its value has declined relative to the dollar
almost steadily and is now about 13 percent below its
initial value. The course of the eurc—dollar exchange
rate likely has reflected in part the growing diver-
gence in both the cyclical positions and, ontil
recently, long-term bond yields of the curo-arca
economies and the United States. Concerns about
fiscal discipline in ltaly-—the government raised
its 1999 deficit-to-GDP target from- 2.0 percent
10 2.4 percent—and abowt progress on structural
reforms in Germany and France have also been cited
as contributing (0 weakness in the euro, with the
European Ceniral Bank recemly characterizing
national governments'  fiscal policy plans  as
“unambitions.”

On balance the dollar has appreciated more than
415 percent against an index of the major currencies
since the end of last year, owing mainty 1o its
strengthening refative to the euro. Nevertheless, it
remains below its recent peak in August of last year
when the Russian debt moratorium and subsequent
financial marked turmoil sent the dollar on a 1wo-
month downward slide.
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Preliminary Estimatey of Effective Tax Rates

The attached tables, prepared at the request of the Commirtee oo Ways and Means, provide
prelimingey esumates of effective tax rates and shares of family income and wxes paid by income
category for the period from 1977 through 1993 and projected for 1999, The projections for 1999
are based on actual data for 1995. The effective wax rate numbers for all years shown in the table
have besn published previously but the methodalogy used W estimate them has chanped over ime.
In particular, we have changed our method of allocating corporate taxes from one that split the
corperate incorne lax between workers and owners of capita! to one that assigns the whole tax 1o
owners of capilal.

As a result of the changed methodology, a table of effective tax rates derived from previously
published numbers would be inconsistent. The values in the atached table were ali calculared based
on the newer methodology and thus provide comparable information across the period. Values for
mere recent years match published tables, but values for earlier years differ from previous tables.

The table is labeled as preliminary because we are still in the process of making adjusiments to our
data bases and methodology. In partcular, we are reviewing the measure of incoms used 1o classify
families. As indicated in the wble foomotes, families are classified by adjusted family income,
which equals total cash incoms plus the employer share of Social Secwity and federal
unemployment insurance payroll taxes apd the corporate income tax, adjusted for differences in
family size by the equivalence scale implicit in the official federal poverty thresholds. The income
measure £xcludes all income received inkind. Any changes 1o our measare of income, our basis for
ranking families, or our calculation of effective tax rates would jead 1o different values from those
shown in the table, sa you should exercise cauion in how you cite the numbers. We ate providing
the preliminary ble only 1o ensure that comparable historical values are available rather than the
inconsistent values published over the last ten years.

Federal taxes include individual and corparate income zaxes, payroll taxes, and excise waxes.
Individual income taxes are distributed directly 1o families paying those taxes. Payroll waxes are
dismibuted 1o families paying those taxes directly. or indirectly through their employers. Federal
excise axes are diswribyted 10 families according to their consumption of the taxed good or service,
Corpurale income taxes are distributed to families according w their share of capital income.

Anachments

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



Prelissinary Estimates of Effective Tax Rates
By Income Calegory, 1977- 1995 and Prajecied 1559

Income Projecied
Cagegory 1977 1579 J9K] 1981 1933 1987 1989 1991 1991 1993 199
Number of Families (in ratilions)

Lowest Quinnke 16.7 176 114 1. s 194 19.3 199 202 212 27
Second Quinik 15.2 167 17.2 181 11X 193 20.5 204 213 114 13
Middie Quintile 17 160 166 1.3 18 18.9 19.8 204 212 212 ns
Fourth Quintile 156 16.5 174 1.8 187 19.3 139 05 PIa g 212 24
Hyghess Quiniite 174 152 191 19.6 200 2203 F{A] 214 211 22 248
Al Families ) 86| 9.3 LR ] 97 9%7 102.1 104.7 1072 1004 [ed
Top 10% BE 93 91 101 w2 194 1046 w0we 99 13 ny
Top 5% 4.5 456 50 5t 51 52 34 54 3 A6 9
Top I% 0.9 Lo 10 K] 14 10 10 14 1.0 1a 12
Avernge Pretnx Family Incomt {1995 dallan)

Lowest Quintibe 19.000 %800 8,900 8,100 4,700 1,700 9,000 1,400 1800 $,100 1400
Second Quintile 13,00 231200 1,700 19,800 21,30 11,600 11,400 20,600 19,400 20,100 21,200
Widdle Quintile 36,400 38,200 3600 32,500 34,200 4,900 15,000 33,600 12,100 13,300 13400
Fourth Quintile 9,300 50,400 48400 ABDOO  AvLOD 31,100 30,900 9300 49000 19400 33,000
Highest Quimile 94,300 98,300 95,900 99,500 109.000 113,000 118,000 111,000 114,000 120,000 133,000
All Famihes 42,900 43,500 42,000 42,000 44,500 43,800 48,800 44,600 Ad, 10 45,700 49,500
Top 10% 125,000 110,000 125,000 132,000 143,000 153,000 166,000 153,000 138,000 168,000 s 000
Top 5% 186,000 179,000 168,000 142,000 207,000 216,000 236,000 217,000 123,000 244, 000 THA
Top 1% 156,000 339,000 IST000 433,000 524,000 344,000 635,000 547,000 S34,000 680,000 TH9.000

- colinued —-
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Preliminary Estimates of Shares of Family Income and Taxes Paid
By Income Caegory, 19771995 nd Projecied 1999

Income Projecind
Calegoty 1972 19K 198} 1983 1943 1997 1989 1991 1993 1993 1999
Shares of Toinl Family Income (in percest)

Lowest Quintile 5 s q L] L] 4 4 4 3 b )
Second Quintile 1] {4 1o L) 4 s 9 g L] 9 9
Middle Guimide 16 18 13 15 15 15 14 [ 13 7] "
Fourth Guinife 22 22 22 2 a2 2 Fl 22 n b1l b 1]
Highes! Quinike 47 4 49 0 1] 51 42 51 52 53 o
AH Families 100 100 100 00 100 100 00 100 100 100 )
Top 10% 32 12 3 35 3 3% » 6 37 » »
Top 3% n 22 22 F1] 75 b1 n » x 1) n
Top 1% 9 ¢ W n 12 12 13 12 13 L} 1}
Shares of Tolal Individual Income Tak {In pereenl)

Leowest Quiniile Q L 0 Q 0 1] B -1 -1 2 ]
Second Quinile a 4 4 k] 1 3 3 2 2 H 1
Middle Quimite 1L} 10 10 L] 9 ] 9 9 ] [ 3
Fourth Quiniike . k) 20 24 i9 ] 19 H] " 16 s
Highest Quiniile L1 67 1] o8 (3] ” ” T2 ™ k1 "
All Families 100 100 100 100 100 00 100 100 100 100 150
Top 0% 50 50 49 3] 5% 56 % 33 5% 41 2]
Top 3% k] 37 % 38 k1] 43 44 2 1% 49 50
Top % n 1% 1?7 w0 21 24 M 3 » 1% »
«on COwtimtied <o
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Preliminary Eatimates af Shares of Family Income and Texes Paid, continued

Ry fncome Category, 1971 199% and Pmjeried 199

Incomke Projecied
Colegory 1977 1979 198¢ 1983 1965 1987 1939 199) 1993 1995 (999
Shares ol Tois) Feders) Tases (in prevent)

Loweu Quintsle 2 2 ! | 7 2 ] H 1 t 1
Second Guinidle ? ? 6 6 7 [ [} 6 3 ] 1
Middhe Quintite 13 4] 13 13 13 2 12 1”2 12 1 n
Fourth Quinhie o M 2 2 21 2 2 b1 Fy) 19 L ]
Hights) Quintile 59 L] 58 ] 57 60 40 60 b1 “ L
Al Franslies 100 100 100 100 g 1o 100 100 100 100 190
Top 10% 43 41 4 4) L1l 43 44 L 45 L) “
Top % iz kil 2% % 29 1 1 3 EL] 36 n
Top 16 1] 17 L] 15 1] n 15 18 20 F i

SOURCE" Congiessional Budged Office

Pre-tax family income is (he burn of wages, sallicy, sell-employmenl income, renfs, faxable and hon-iaxeble inlerest, divitends, realized capital gaing, and sl casy
Isansier paymenis. Inctine also includes the enployts shave of Social Secunity and federal unemploymen insurance payroll txes, and the Corporale incote 108,
For purposes of renking by sdpusied family income [AF1), income for each [amily i divided by the povesty hreshold for & Tamily of that size. Quimiles contain
equsl numbers of propie Fsmilies with 2216 o1 negative income are ei¢luded fom the loweat incame txiegory but included in the rodal.

Individual inc ome taxes are dismibuied direcily to families paying ihase txes. FPayroll 1anes ste dishibansd 1o famhitics paying those ey directly, or indinclly
through iheir employers  Federal excise taxcs an disnitiuied 1o families atcoiding w then consumpiion of the taxed good o bervice. Codparske insoie et Mt
distyibused ta Mumilies gocorting (o (hei share of capital mcome,
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Peeliminary Estimates of Effective Tax Rafes, continued

InLam Projeciod
Colegory W17 1979 1941 [0 %] 1985 1987 1989 1991 993 1993 1999
———
Effective Indhvidinl Income Tan Rate (in percentj
L e est Quantile b 08 -0.2 03 -02 43 -bP 29 Y] Ab &8
Second Guinclic 16 % 94 15 19 32 21 27 ra 12 &9
Middike Quinide 21 T4 £3 4.8 48 (] [%) 63 39 ol 14
Fourth Quiniile a7 104 1. 23 93 87 B9 B7 £4 &7 [1]
Highest Duintile 158 is? e 145 [15%] [£3] 15 [LA ] 153 $6.2 161
Al Families 1t 1) 126 W7 in? 108 109 s 109 113 (LRI
Top 10% 1146 1141} 115 1549 156 sy 166 16.3 74 {L¥] 180
Top 3% 193 197 200 11,9 168 iRs 1ae 176 L] 00 196
Tap 1% 23 26 20 193 187 wne 193 199 bl ) N4 n2?
Eftective Toial Pederal Tay Rate tin percest)

Lowest Quiniile 11 LY k0 s [} 90 LE 2.9 15 50 46
Second Quiniiie "7 % A0 142 153 18.2 153 131 L] e 13.7
Middle Quimile 105 19.2 19.3 18.2 Le 13 18.9 1e9 o7 8.7 189
Fourth Quintile ny 224 29 210 21] 112 215 16 26 F78) 223
Highest Quinvile Mn2 28.3 79 Mo 243 264 3% 26.2 06 294 9!
AN Familis 118 24 3 4 HE P23 23 ne 228 Fik 242
Top 10% 3.7 30.5 940 %2 %) 274 264 212 ne M3 304
Top 3% N4 s 304 5 5.8 Fi g 274 79 w2 g e
Top 1% A 7.3 .7 0.9 .2 302 % FEA 128 L] 1a4

SOURCE, Congressionsl Budgel Oifice

Pre-tax family income fs he sum of svagcs, salartcs, sell- cpgloyarent incame, renti, lxrbic ad non-raxable ingetesi, dividends, realized copital guins, and olf cagh
tesnsler payments Incorse alio includes the employer shine of Saciel Sccurity and Sederel uremployme insurance payrall taxes, and the compome income tax
Tor pumpases of 1anking by sdiusied Tamily ncome (AF1). income for each fanily is divided by the poverty thieshold for w family of tha sine. Quintiles contain
cqual umbers of peoplc. Familics with Leta or wepative income sre excluded From (be bowest income cuegory bt included in the roul

&
Inclividual incae exe s we dishibused directly 3o fionlies paying those nes  Payrall Iixes are distiibuled 10 Inmilies paying those feaes dieceily, i indwecily
though thein employes. Fedoral extise taxes are dushibubed (o lamilics socosding o then cohsumpiionof (he faved Qoad of service  Corporalt indpme 1excl e
Aot ihuted o Tamilies sccordyg 10 thed share of capits! intome
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