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THE UNEMPLOYMENT CRISIS AND POLICIES FOR
ECONOMIC RECOVERY

FRIDAY, OCTOBER 15, 1982

JoNGRESS OF THE UNITED STATES,
Joint Fcoxomic CoMMITTEE,
Washington, D.C.

The comnittee met, pursuant to notice, at 10 aan, in room 2128,
Rayburn House Office Building, Hon. Henry S. Reuss (chairman of
the committee) presiding.

Present: Representatives Reuss, Hawkins, and Wylie.

Also present: James K, (Galbraith, executive director; Louis C.
Krauthoft IT, assistant director ; Charles H, Bradford, assistant direc-
tor; Betty Maddox, assistant director for administration; and Mary
E, Eccles, professional staff member.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative Rewvss. Good morning.

The Joint Economic Committee will be in order for further hearings
on its investigation in the Nation’s unemployment. crisis.

Recovery hasn't been sighted, We now have double-digit unemploy-
ment, which is producing new misery in sector after sector. Nothing
resembling a recovery program is even in place. And the present Presi-
dent. doesn’t have a single constructive suggestion to offer.

A valid recovery program can be developed. It can be put in place
in time to avert economic collapse. But we have got to act soon.

At the request of the Democratic leadership of the House and Sen-
ate, the Joint Economic Committee will be preparing policy recom-
uiendations for the lameduck session of Congress in November, with
the hope that. it can be a lameduck session that roars,

I would offer the following as the basis, in a preliminary way, for
such a package:

INVESTMENT IN INFRASTRUTURE

The Nation’s streets, bridges, water systems, ports, railroads, and
other public facilities are in ruins, Jobs for some of our 11 million
unemployed must be found building and maintaining these vital sup-
port systems,

HOUSING

Subsidies of moderately priced housing are essential as long as sky-
high mortgage rates make home ownership for the great body of
Americans unaffordable. In the process of meeting our housing needs,
hundreds of thousands of idle workers in the construction industry
would be brought back to jobs.

(1}
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JOBS PROGRAMS

A well-run public employment program can quickly put people to
work restoring public services at the State and local levels, and thus
provide for a variety of unmet social needs,

MONETARY POLICY

Last week, the ¥ederal Reserve happily abandoned its rigid ad-
herence to monetary targets, in recognition of the critical nced to
take into account interest rates. This must not be a temporary cor-
rection, to be forgotten once the election is over, Monetary policy
must be geared to the demands of a growing economy if recovery 1s
to endure after the election,

In each of these areas, the committee will present concrete rec-
ommendations to a lameduck session.

We are happy to have this morning a most distinguished panel to
assess the economy’s prospects and alternative course of action. In a
sense, they will provide the media—whom I am glad to sec arc here in
force—with a Democratic answer to the President’s television address
the other evening.

Unfortunately, the television media were only able to cover the
President’s speech, which preempted the Brewers-St. Louis Cardinais
World Series. The Milwaukee Brewers were so depressed by it that
they proceeded to lose the game in St. Loails.

I amn hopeful that today’s testimony will so inspirit the Brewers that
they will go out and take it from the Cardinals in Milwaukee tonight.

he group of statesmen—some elder, some younger—who are with
u¢ today include;

Robert Eisner, professor of economics at Northwestern University,
adviser to Democrats for many years,

John Kenneth Galbraith, professor of economics emeritus at Har-
vard and also a counselor of Democrats for many years, starting in
his successful cfforts to grapple with the unemployment-inflation
problem in F.D.R.’s administration.

This, T understand it, Ken, is your T4th birthday, and I join in wish-
ing you all the hest. May you have many more and continue to help
this committee,

Walter Heller, professor of economies, University of Minnesota,
who was Chairman of the Council of Economic Advisers under John
Kennedy, the true founder of honest supply-side economics, which has
fallen among thieves nowadays.

Ray Marshall, professor of economics and public affairs, University
of Texas, and Labor Secretary of the Carter administration, He has
been listencd to some. Had he been listened to more, things might
have been even better.

Willard Wirtz, chairman of the board of the National Institute for
Work and Learning in Washington, Labor Sceretary for President
Kennedy and President Johnson, who has continued his expertness on
the question of jobs and work in the years since.

We are honored and delighted to have all of you with us. And we
look forward to the united learning that you will give us.

Representative Wylie,
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3
OPENING STATEMENT OF REPRESENTATIVE WYLIE

Representative Wyrie. Thank you very much, Mr, Chairman.

I appreciate the opportunity for an opening statement and to wel-
come our distinguished witnesses to today’s hearings,

I am interested in the advice you offer.

May I say, Mr. Chairman, I was rooting for the Brewers before
this morning’s session. 1 may have to reassess my position since testl-
mony this morning might have some influence on the outcome of the
World Series. On balance, I think I’ll stick to the Brewers anyhow.
| Laughter. ]

I would like to begin my opening statement by suggesting a word
of caution, if I may, to this distinguished panel. That sounds a little
presumptuous on my part. But what one could do, it seems to me,
as a policymaker in the carly sixties, commencing from the base of
almost no price inflation, cannot be done in the early eighties by an
administration that inherited the inflation ratc of double-digit pro-
portions and the third highest level of unemployment since before
World War IL

I think, personally, that we have much to be thankful for as a re-
sult of President’s Reagan’s economic policy.

The prime rate is 12 percent and falling. Under the policies of
the previous administration, there was a prime of 2114 percent and
talk of a prime of 25 percent or more at one time. The momentum
has been broken, and the tide was decisively reversed by this admin-
istration, I submit,

In addition, inflation was eroding personal income at double-digit
rates over the last 2 years of the previous administration, This ad-
ministration has gotten inflation below 6 percent, and it’s still falling.

Furthermore, by reducing the Federal income tax rates by 25 per-
cent over 3 years, this administration has managed to restore a signif-
icant portion of the purchasing power lost to inflation during the
previous administration,

To be sure, the Federal deficits are still too large in my judgment.,
Military spending is still increasing too rapidly, and unemployment is
to? g(;‘eat. These are substantial problems yet to be successtully re-
solved.

However, with interest rates much lower, and with the inflation rate
virtually under control, it seems to me the stage is now set for an
eCONOIIC IeCOVETY.

With the recent surge in the stock market, stockholders are weal-
thier and can spend more. Just as importantly, corporations are well
positioned to raise funds for inventories, for refinancing of high cost,
short-term liabilities, and for capital spending for new plants and
equipment.

In other words, I feel it is important, may I say, Mr, Chairman and
distinguished Ilmnel, to stay the course and not abandon policies which
require more than a year to produce their benefit.

Thank you very much, Mr. Chairman, for allowing me to offer that
opening statement,

Representative Revss. Thank you,

Representative WyLiE. Mr. Chairman, Senator Jepsen had an open-
ing statement which he intended to offer. He’s not here. And he’s asked
unanimous consent to have his comments in the record.
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Representative Rrvss. Without objection, Senator Jepsen’s state-
ment will be placed in the record at this point.
[The opening statement of Hon. Roger W Jepsen follows:]

QPENING STATEMENT OF SENATCR JEPSEN, VICE CHAIRMAN

There is not a member of this Congress who is not aware of how severe un-
employment is in this country. Too many Americans are facing the misery of
waking up in the morning and not having a job to go to. Their familieg suffer
along in this misery not only from a lack of money but also from the crushed
gpirit of the hreadwinners.

Their plight is, in no small way, the responsibility of all the Members of
Congress. Unfortunately, this autumn, the unemployed in this country are heing
used as political footballs. More unfortunately, scme Members of this Congress
fail to understand, or at least fail to mentipn, that unemployment has been a
problem for many years,

It has been almost 14 years—19G0, the first year of the Nixonh administra-
tion—since we have had full employment in this country, It has been 10 years—
1978, the first year of the Ford administration—since we have had unemploy-
ment below 5 percent. It has been three years since the yearly unemployment
rate fell. Unemployment did not just arrive, it has been with us a long time.
Of the 11 milllon people now unemployed, almost 8 million were unemployed in
January 1981,

I think the President was correct this week when he said we all had to shoulder
some of the blame for unemployment. Even some of the witnesses before us to-
day, whe were part of administrations that oversaw rising unemployment, must
share some of the blame.

I do not think I would be far from wrong if T said that the witnesges hefore
us represent one point of view concerning unemployment, Unfortunately, what
we really need is a full discussion of the unemployment problem in order to
determine the best solution. In fact, I am sure that this variety of opinions is
what the esteemed speaker of the Honse of Representatives had in mind when he
asked thig committee to determine '‘the best, independent estimutes™ of the
current unemployment problem and “the best and independent estimates™ of the
prospects for employment.

I value the opinions of the witnesses, I just wish that we could have had a
fairer sampling of viewpoints to help solve our unemployment problem.

I think that the committee, the Congress, and the country would have been
better served by a more judicial adherence to the request of the speaker of the
House, In fact, such a straightforward and impartial hearing of opinions wonld
have mostly henefited the unemployed—the people who are supposed to be helped
by thils hearing.

Representative Reuss. All right. We thank members of the panel
for complying meticulously with our rule—if you call it that—for
sending prepared statements in to us on time, We appreciate it.

Without objection, they will be received in full into the record.

We will now start out with Mr. Eisner.

STATEMENT OF ROBERT EISNER, WILLIAM R. KENAN PROFESSOR
0F ECONOMICS, NORTHWESTERN UNIVERSITY, EVANSTON, ILL.

Mr, Erwsner. Thank you, Mr. Chairman. I have a prepared state-
ment which I will not read exactly.

I will start by asking how many remember the Humphrey-Haw-
kins Act set the target rate for unenmiployment for 1983 of 4 percent?
Many—and too many economists—have had little dedication to an
all-out drive to attain the rise to the full employment we enjoyed not
much more than a decade ago. )

The current economic situation is not the ordinary internally gen-
erated rccession of a typical free-market business cycle. It is rather

Federal Reserve Bank of St. Louis
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simply enough made in Washington, I have to say that there is a bi-
partisan responsibility for the economic mess, as the current admin-
1stration calls it. Unfortunately, in the Carter administration there
did begin an effort to try to slow inflation by causing a vecession, a
minirecession. I recall chiding a leading Carter administration eco-
nomic policymaker at the time, asking “What is a nice guy like you
doing trying to create a recession ?” He replied, “Yeah, we’re not even
very good at it.”

Fortunately, that was true, and perhaps because they were not dog-
matie, that all-out, not quite willing to brook all of the disaster of
the unemployment we've had, we never got unemployment very large
in the previous administration. The current administration cannot
escapo responsibility for the increase from the 7.4 percent in the be-
ginning of 1981 to the 10.1 percent, and rising, that we know of now.

It, indeed, was part of a very conscious policy of trying to slow in-
flation by causing slack in the economy. It related primarily to a much
too tight monetary policy, to a misguided attempt to follow dogmas
of a particular small group of economic theorists, indicating somehow
if you kept monetary reserves growing at a very slow rate and at a
steady rate, that would take care of things. Beyond that, the Govern-
ment should keep out of matters. The Government, in effect, should be
“off our backs,” as it was put.

In addition, however, we have had a strange, internally incon-
sistent fiscal policy of varied tax cuts, particularly for the rich and
upper middle income groups, and of a weird set of cuts in business
taxes, so extreme, so distortionary that the administration went along
with efforts, suecessfully, to water down and cancel out a good part of
those, just in the last month or so.

We are told somehow that these policies are now preparing the
way for recovery. I am reminded, painfully, as I am sure are so many
of us, of the frequent statements by Herbert Hoover in the 1930’s that
prosperity was just around the corner. I call it whistling in the dark.
In fact, I have no crystal ball, but neither do these people that claim
to know that somehow we’ve prepared the way for a recovery. The
economy can move up, it can move down,

What worries me, essentially, is that this administration has repudi-
ated policy, as they are quick to point out, not just of Democrats but
of administrations for 40 years, since we last had this record unem-
ployment above 10.1 percent. We have largely had, in place, with more
or less dedication, the notion that Government is responsible for pre-
venting an economy from going out of kilter, for preventing a mass
descent into tremendous unemployment and recession or depression,

Those policies have essentially, at least in word been abandoned,
in the notion the Government has no role and it should be left to the
free enterprise private economy. That, I think, suggests there are dan-
gers in the current situation which ge beyond what they have been
before. T do not want to preach gloom and doom, I believe the Amer-
ican economy is essentially strong and resilient, but I have always had
in mind the notion that there is a safety net in the broadest sense,
a safety net for the economy as a whole. if there is a lack of pur-
chasing power, if businesses were going broke, if people were slid-
ing into unemployment at tremendous rates. I note that the latest fig-
ures for unemployment insurance claims, which are more recent than
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the 10.1-percent unemployment figure, are continuing at a very high,
virtually record rate.

We have had the notion in the past, when these things occur, Gov-
ernment. will step i to help. The answer we get at this point. is, “No, we
must stay the course. There 15 nothing for the Government to do but
to follow the policies that have led us here and assume that they will
remedy matters.,” I would suggest, however, a set of policies that I
think wiil remedy matters. They are not the traditional quick fix, They
are policies, in fact, that we have had, to a considerable part, if in-
adequately, over many years. I think there has been too quick a repudi-
ation of policies in the past, under perhaps the pressure of well-
financed extremist propaganda,

Kverything we've done in the last 40 years has not been wrong.
Somehow what we have done has prevented us {rom having 10.1 per-
cent unenmiployment in the last 40 years,

One thing we have to do, I think most of us have agreed, is to quickly
correct the disastrous monetary policy. 1 can't take much comiort
from the recent fall in interest rates. Economists have told us for
years that if you have a recession, if you have a depression, if busi-
nesses no longer have any stomach for investment or borrowing to
expand, the demand for money will go down and interest rates will
go down.

So that is, again, like the unemployment, exactly what we have
created as part—associnted with the unemployment and with the
recession. We do need a firm dedication by the Federal Reserve, with
whatever prodding is necessary from the administration and from
the Congress, to set the browd outlines. We need a policy which is
dedicated to getting the cconomy back to prosperity, which means
casing the money supply, getting real interest rates down.

I might point out again, that glad as we are to sec Jower and
nominal interest rates, pcople are not going to spend, they're not going
to buy in the face of even moderately lower nominal rates, with
inflation and expected inflation way down. We have people buying
houses at 10, 12, 13 percent interest rates, as long as they expected
housing prices to continue to rise at 10, 12, and 13 percent. Even if
mortgage rates now get down to 12 percent, we will have, I would
predict, a pitifully small housing boom, as long as people are worried
about losing their jobs, and as long as that 12 percent cannot be sus-
tained by high expected inflation,

Beyond the monetary policy, the reduction in real interest rates,
as the chairman suggested, there iz a need for a tremendous increase
in public investment. We frequently talk about the need for invest-
ment as a means for bringing about growth. I have been on record
criticizing the accelerated cost recovery system, now amended, as dis-
tortionary and ineffective, but there is great room for investment in
bridges, in roads, in water systems, in all that Government can provide
and must provide, which will then facilitate private investment and
general growth,

Most important, there must be (Government investment in human
capital, in that which is the bulk of investment, the basis for both
prodnet and growth, and that means investment In training, invest-
ment in supplementing and subsidizing, in giving incentives to pri-
vate firms ro hive. I have elsewhere documented and gone into detail
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on what T think woula be a remarkably good use of either general
funds or tax monex to ofler businesses the incentive to hire youth, 1o
hire minorities, to hire women, and generally to hire from the uuen-
ployment rolls. That in itself, in my opinion, would bhe insuflicient.
There 1s also a great need for dirveet Government efforts to train those
who are untrained, to retrain those who are no longer in positions,
who no longer have jobs for which their training fits.

I might just reler briefly to the notion expressed by Treasury See-
vetary Donald Regan that the normal rate of unemployinent in this
country is now 6.5 percent. I would not accept that. I think those eco-
nomists whoe have trumpeted that figure are being misused, and T hope
they would recognize it. There i1s nothing magic about a 6.5-percent
uncmployment. rate, which we cannot even get. I don't believe that
we can argue, becanse we have more blucks, more women, more youth
in the labor force, that they are somehow doomed to being unem-
ployed, and that, therefore, the base percentage rate of nnemploy-
ment. must be lower. There is a limit to what we can accomplish m
reducing unemployment by broad-based measures of stimulating
demand, and to go bevond that, we do need a massive program oi
matching jobseckers to openings andl a program of subsidization of
centers of training and retraining to get the unemployment rate down
to where it could be, where 1t has been. I ean remind all of us that no
more than 13 vears ago, in 1969, we had an nnemployment rate below
3 percent, And I fail to see where the economy has changed to the
point. where now we should say 6.5 percent is our target and then ae-
cept 141 percent.

I might close quickly by facing frontally the notion that this is
more “spend, spend, and spend.” The question of whether the Gov-
ernment should spend is a guestion of what it should spend for and
whether it is worth it. We can spend trillions, literally, in accelerating
a hopeless arms race, There is much more profit to the American
economy, to the security of the American people in seeing to it that
we get our people back to work.

[The prepared statement of Mr. Eisner foliows:]
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PREPARED STATEMENT OF ROBERT FISNER'

How many remember that under the Humphrey-Hawkins Act the target rate of
unemployment for 1983 is 4 percent? Oux fallure to refer to that goal, let
alone implement programs to achleve it, suggests that the current econemic
disaster is a national disgrace.

It is of course clear that many in our body politie -~ and too many economists -~
have had liettle dedication to an all-cut drive to attain the relativelly full
employment we enjoyed not much mere than a decade age. What is disturbing is
the hypocrisy with which some have proceeded with anti-employment policies -- in
the presumed interest of reducing inflation.

For make no mistake about it, the current economic situation ia not the
ordinary, internally generated recession of a typical, free market business
cycle. It is rather, clearly and simply, made in Washiegton.

Unfortunately, there is something of a bipartisan responsibility for the
"economic mess' as current Administration spokesmen like to term 1t. TFollowing
upon new supply shocks from increases in petroleum prices and of other raw
materials on world markets, and certain self-Inflicted supely shocks, inflation
did rise again in the last years of the Carter Administration. As public con-
cern grew, the Carter Administraticn initiated the policy of trying to "slow
down" the econemy -- a thinly disguised euphemism for creating a mini-recession --

in eorder to reduce the rate of inflation,

*W{lliam R. Kenan Professcr of Economics, Northwestern Universicy.
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To the minds of a number of us who wnew better, this was indeed a mis-
guided policy. There is every evidence that only sharp and sustained recession
can do nuch te end inflation, particularly an inflation fueled by higher supply
priceés vrather than excess demand.

1 recall that when I chided a leading Carcer Administration ecocnomic policy-
maker at the time, asking "What is a nice guy like you doing trying to create a
recesslon?”" he replied, 'Yeahr, and we're not even very good at ie.!

That last was fortunately true. The current Administration cannot escape
responstbility for the fact that it isherited am unemployment rate of 7.4 percent
a rate that I and Humphrey-Hawkins deemed much too high but too many others were
willing to accept in the name of combatting Inflation, and by now has given us
the horrendous 10.1 percent figure reported iast week. The difference, I fear,
relates to the dogmatism, indeed fanacicism, with which the current Administration
has pursued at best untested and at warst blatantly fallacieus eccnomic theories.

In the name of fighting inflation, the Administration has encouraged and

supported a monetary policy which has so held down on monetary reserves,
In an effort to hold down particular measures of the money suppiv, as to bring
about unbearably high real interest rates. This has brought near-collapse of
the housing markets and body hlows to the production of many consumer durables,
greatly compounding in particular the problems of our hard-pressed automobile
industry. Tt kas helped curb business investment, supposedly most favered by
Reaganomics, and has contributed mightly to our recard numbers of business
bankruptcles.

Qur fiscal 2olicy, insctead of (ocusing on hroad-based support of aggre-
gate cemand and eccnomic grewth, became the captive of so-called "supplv-side
ecgnomics,' which was soon acknowledged in verv high Administration circles,
as we racall. to be merely a new version of the cld trickle-down cconomics

that does indeed go hack, at least. te Calvin Coolidge.
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We thus have had a weird mixture of very large tax cuts for the rich,
net tax increases for the poor as payroll taxes and fnflation continued to
take their disproporticnate bites, large cuts in government programs designed
particularly to help the poor and those in need of employment, huge cuts in
business taxes, so extreme and distortionary that they have now wisely been
partially reversed, and very large Increases in commitments for militarv expen-
ditures and future tax cuts which have helped frighten those in financial markets
worried about the huge, contemplated budget deficits,

I need not dwell on derails of the current economic situatfon, which members
of this Committee must know well. The double-digit unemployment figure, unlike
our frightening double-digit inflaticn as measured by the Consumer Price Index
in the recent past, is in no part a statistical wmirage. If we add 1.7 million
of "discouraged workers' who have given up looking for jobs, and half of the
millions who are part-time for economic reasons, we reach a relevant figure
of some 14 percent without employment. This figure is so high that it has
directly affected millions of middle- and upper-middle class people for whom
unemployment 1s generally something one hears about on television. But unemploy-
ment remains unevenly distributed and has struck particularly cruel and bitter
blows in major industrial areas, such as in my own state of Illinois, alomg with
much of the Midwest, and among blacks and other minorities, youth and women.
4nd it has been devastating to millions of workers in our major goods-producing
industries -- construction, automobiles, steel and other primary metals,
textiles, and lumber and wood products,

I have no crystal ball for the future. But those whistlers in the dark,
evoking memories of Herbert Heoover and the Great Depression with thelr unabashed
proclamations that "prosperity is around the cormer,” have no ¢rystal ball either.
Concensus forecasts have suggested that we may be "bottoming out,"” but with such

a slow recovery in sight that unemployment will bardly decline and may yet grow.
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But ir is importaat not t¢ claim certainty oc clairvoyance in any fore-
casts cof the future. We must all recognize the range of possibilities and
reasonable probabilities of future events, and hence the serious
potertial current dangers. The economy may be bettomiag out and a slow and
inadequate recovery may be near. But it is also possible that the dismal
developments we have seen already., along with any new shocks to the

system, may generate sericus further decerioraticn and collapse.

I have not usually been a preacher of gloom and doom, I have long seen
the American ecottomy as essentially strong and resilient and indeed able to
survive a remarkable amount of misdirection from Washington. My generallw
sanguine views, however, have related to a bread complex of economic
policies which bave been followed in the Cnited States and indeed virtually
all of the Western world for almost half a c¢entury. These have been
supgoerced Sy a recognition, by most Democrats and Republicans alike --
and by Laberites, Social Democrats, Chriatian Democrats, Liberals and
Conservatives alike in the rest of the world -- that however much we are
dedicaced to "free markers,' government does accept a responsibility tc
prevent majeor recessions and to combat major unemployment. The Reagan
Administrration, like the Thatcher Administratien in Great Britain, has
repudiated this general concénsus. 1t denounces fifty years of Republicam
and Demgcratic administrations for putting “big government" on our backs.
In the name of freeing us from that burden, it has proceeded to reduce
and dismantle program after program to maintain our ecoremic well-being.
Its ideological motivation is c¢lear. Ve are all better off, this
Adminlstration believes, 1f we operate in this mythical “free market™
without government help, except insofar as this is provided by sharp
increases (n miiltary expenditures, It is apparently inspired by a small

number of articulate "new economists" who believe that whatever tevel of
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emplovment or unemployment the economy attains is somehow "equilibrium,” and
that government intervention to reduce unemployment can have no long-run
benefits.

My usual optinism is hence sharply tempered. Recession phases of
business cycles do tend to end and be followed by recoveries. Recessions in
recent decades have come rto an end particularly with the help of broadly
countercyclical government fiscal and monetary policies. Ef those pelicies
are eschewed and we are told to "stay the course" in the hope of ultimate
salvation, my worries increase sharply. There is nothing, afcer all, immutable
about economic systems and econgomies. Like human beings, they occasionally get
sick, and usually recover. But if we persist in policies to lay us low in
order to avoid the danger of "overheating," all bets may be off. Human beings,
afrer all, usually recover from many illnesses, but not the last. An Administra-
tion policy that stubbornly precludes prescriptions for recovery may hasten
the final collapse.

In proposing a set of policies to move us off the current course, we may
certainly be alert to new ideas, but we must not be intimidated by well-
financed extremist propaganda from reviving old policies that have worked
in the past. The fact is that unti] this Administration, with over
forty years of cosmmitment, however imperfect, to broadly countercyclical
government policies, we never did have double-diglt unemployment. A recura co
some of the policies engendered by that commitment might help. Improvements and
additions would help all the more.

First, monelary pelicies of the last few years must be reversed. Attempts
at rigid adherence to monetary cargets designed to restrain the economy must
be abandoned. TIf the Fedaral Reserve does not change course on its owm,

the Administration or the Congress must force it to do so.
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Falls in interest rates that we have just witnessed, however welcome 1n
themselves, seem more to be the result of the recession itself and the
consequent reduction in effective demand for money than a significant sasing In the
meoey  supply. We might perhaps be grateful to the Fed for avoiding further
tightening of money at this time. But accommodating anly the reduced demand
of a sick economy does not in itself offer promise of a healthy recovery.

I am not suggesting that Congress take upon itself the technical details
of administration of our monetary system. But Congress does get the broad
qutlines of eccnomic policy and must indeed accept some responsibility for
past Federal Reserve actions by encouraging it to set and present targets
for monetary aggregates. As 1s all the more clear with out changing monetary
institutions and the necessity of successive changes in our definitioms of
money, the Federal Reserve should abandon its restrictive wmonetary targets.
There is already some hint chat, faced with surges in checkable desposits
stemming from monetary innovations and deregulation, the Federal Reserve is
already doing that. More fundamentally, the Fed should return to setting
monetary pelicy in terms of the needs of the economy. At this time,
those needs dictate a reduction in real interest rates. Whatever the
conundrum of long term equilibrium theory, it 1s clear that increasing
monetary reserves now can bring about significant reductions {n these
ceitical rates.

Tt i3 important to recognize that it Is real Interest tates that must come
down. There is little or no advantage to the economy as a whole from reductions
in nominal interest rates that merely accompany teductions In actuzl and
expected inflation. In particular, our now devastated housing industry was
previcusly sustained by high rates of expected inflation, despite high
nominal interest rates. Ona could find it advantageous te pay 10 percent

and 12 percent mortgage rates to buy houses which were expected to appreciate
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by 10 cercent or 12 percent or 15 percent per year 1t does not pay, however,

to buy hcuses with 16 percent marcgages and 5 perceat infletion., And it must

be noted that most people will be unable or unwiliing ¢o dbuy houses at 12 par-
cent mcrtgage rates with expected {aflation of only 5 percent. Real interest
rates, the differencesbetween the nominal rates anc the expected rats of inflation,
must ceme down if the housing industry is to revive.

Reductipns in real interest rates will aiso prove a major stimulus cte the
automobile industry, to purchases of censumer durables genevally, and, parti-
cularly as the economy reccvers, to business {rvestment iz plant and equipment

With regard to this last, I may note parenthetically but significantly that
the costly accelerated cost recovery system (ACRS) of the Economic Recovery Tax
Act of 1981 reduced the cost of capital by some two percentage points according
to calculations undertalen with the Treasury's UOffice of Tax Analysis Tax
Depreciacion Model. Increases in real interest tates since enactment of the ACRS
business tax cuts have raised the cost of capital by considerably more than ACRS
would hiave reduced {t. Whatever the merits of the zcceleraced cost recovery
system, and I have argued that they were few indeed, the accompanying monetary
policy more than negated them.

Return to a sane monetary policy would be an impovrtant contribution to
economic recovery but there are many morve measures that can and should be
undercaken. First, we should undercake maior government progtams to utilize
idle capacity of pecple and machines for a great program of public investment.
In housing itself. beyond the stimulus from a corrected menerary palicy,
there is puch room for direct government encouragement. 3y the appropriate
standards of today, we may well be back in the situation of one-chird of
a nation ill-housed to which Franklin D. Roosevelt addressed himself half
a century ago. There is no excuse for vast unmet housing needs while hundreds

of thousands of construction workers are idle. We have indeed had disappointing
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and miserable experiences with subsidized low-rent housipng for the poor.
Might not all of us who see the advantages of private property support Instead
new subsidies for home ownership for the poor?

Tax subsidies yelating to the taxation and deductibility of interest, as
is well known, already offer major advantages to higher tax bracket, middle
and upper-income Americans. Similar subsidies to low-income Americans would
make possihle vast imcreases in owner—occupied housing, with all of the
advantages they entail for preservation of basic living standards and
neighborhood walues for all of those concerned.

In addition to housing, there ave vast needs in the form of public invest-
ment in basic transportation and other social overhead capital. How many times
must we be reminded that thousands of bridges are becoming toc dangerous to
travel? How much move must we allow aur toad system ta -trumble before we
undertake the massive investment necessary ftor its renovation and expansion?
Row much further must we allow cur essential resaurces of land, water and air
to detertorate out of short-sighted and misguided public frugality? Failure to
act in these areas would be stupid even if we had to diverr resources from
other productive activity to meet these needs. Ta allow our public capital
to deteriorate further when there are millicns of idle workers and thousands
of companies with under-utilized capital ready to go to work is utter folly

Easier money and public investment will prove significant measures to
move us away from the depths of ocur current recession. Much more, however,
is in order to achieve stated, if ignored Humphrey-Hawkins gcals of full
employment, as appropriately defined for 1983 at 4 percent. Treasury
Secretary Donald T. Regan nas been quoted as argulng that the norm for
"full employment" has now become about £.5 percent. Some of my colleagues
in the eccnomics professicn have indead been free with arsuments that
changes in the composition of the labor force in the direction of mare

women, vouths and blacks 1ave raised the original full employment rate of
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unempicyment from & percent -- or, it might be ncted, the 2.9 percent attained
as recently as 196%. It is of course true that unemployment tends to be
more concentrated among "marginal” members of the labor force. I presume

that a century ago these were largely new fmmigrants from abroad. But I

see¢ nothing unique about blacks or women or youth that should lead us to

douvm them to perpetually high rates of unemployment and to assume that when
their proportions in the labor force rise it is inevitable that average
unemployment will rise.

A correct inference about the presumed 6.5 percent figure, from which we
are currently so far, is that, with exiscing labor markets and government
policies, broad and generalized macroeconomic programs for stimulating
demand bring inflaticnary pressures as unemployment is reduced below
it. But whatever our view of the tradeoff between
unemployment and inflation, there is no reason to accept the figure of
6.5 percent as the immutable ‘non-accelerating inflation rate

of unemployment,” as {t has been called. Simply enough, there is a substantial
panoply of pregrams which can and sheuld be introduced to get at significant
components of this 6.5 percent, if indeed it is that large.

For one thing, rather obvicusly, labor markets should be improved. The
vast expansion of computing facilities we are witnessing certainly has other
uses than leepiry track of inventorxies and accounts recelvable. We swould
provide a nationwide listing of job openings and qualified job seeskers,
and significantly reduce their coexistence.

But reaching further, we could Iinsure that job workers e qualified.

We have squancdered many tax dollars on subsidization of business investment
in plant znd equipment, something that I long argued should better be left

to private decision-making in competitive markets. But adequate investment

in human capital Is something that we caanot expect from free markets.
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If only becauvse we are, [ortunately, not a slave cconomy, it does not pay
business fimms to Iinvest adequately in the ability, trainieg and zeneral human
capital of vyorkers because they cannot reap all of the benefits of such an
investment. Yet similarly, because human beings cannot offer themselves as
¢ollateral, workers cannot borrow encugh, even if they could afford to take

the risk, to invest adequately in themselves. We are thus faced with millions
of potential workers, particularly youth, who lack jobs because thev do nat
appear productive to patential employers. Yet we know that with proper training
and experience they would appear productive and emplovable. 1The problem is
particularly acute among blacks and ocher minority vouth who never get a chaance
ta acquire the human capital enjoyed hy more prosperous members of soclety.

It Is also acute ameng willions of experienced workers laid off in declining

industries, where retrvaining for other work may prove essential

This is ¢learly a sitwation which calls for a combination of direct gavern-
ment expenditure for education, traloing and ewmployment with Incentives to private
firms to pravide the job training and experience which will produce not cnly goods
and services which are profitable for the Firm but productive parcicipants in the
economy as a whole for years to come.

I have for a number of vears advocated a variety of tax incentlves fac private
emplovment. I shall not here spell them out again {n decail but may mencion that
they would encompass substantial tax credits or direct subsidies for employment
of vouth, of women and veterans reloiniag the labor force and for all those who
have been unemploved for more than a minimal period of. say, 13 weeks. Such
credits or subsidies need come to no more than the amounts we pay for unemploy-
ment benefits, and would be far more beneficial.

While taxz incentives and direct subsidies for employment of the unempleoyed
and among ma3jor groups subject to high or structural unemployment would move

s a very substantial way toward appropriately defined levels of full employment

we should allow ne ideclogical prejudice o prevent the development and extension
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of comparable programs by government. There may well be many potencilal workers
whom private employers would not hir2 even wich 100 percent subsidies. Their
apparent lack of suitability and the risks attached to their employment, along
with the adminiscrative costs of hiring and firing wmay be such that no
conceivable tax incentive or subsidy would work under current conditions. 1I&
would then be in the interast cf society for government to urdertake nro-

grams invelving ctraining, motivation and preparation for employment. The armed
forces, in war and in peace,have tradicionally found places for many faciog
rejection by private industryy. Is it too much to ask for peace-time,civilian
programs to tap countless unutilized human rescurces which, omrce develaped,

will become private and public assecs?

To all of these prcposals, I cam anticipate the retert that this is more of

“Spend, spend and spend!" Will such sgending not either force increases in taxes which
will hurt the economy or increase budget deficits which will alsc be injurious?

I should not close, therefore, without meeting these fssues head on. First, of
course, one ¢annot avoid questioning the consistency, if not the judgment of those
who would spend trillions of dollars in the acceleration of a hopeless arms

race but cannct find the funds to invest in our own people. Second, if increased
taxes were pecessary, just as with any othetr ¢ost we impose upon ourselves as
individuals or collectively, the question to be answered is simply whether the
benefits are 1likely to exceed the cost. The benefits of getting people out

of idleness and into work, now and for the future, are clearly so great that

it is hard to imagine any cbjective c¢alzulus would indicate that it would not

be worth the cost.

But unpolitic as it may appear, i cannot refraia, as an eccmomisc, from chal-
lenging some of the current myths and near-hvsteria about budget deficits. The
bottom line, of course, is not the government account, unless we have & perverse,
statist or totalitarian mind, but the account for the product of the economy

as a whole. TIf budget deficits contribute to higher real national income
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and product, they are good. If they somehow contribute to lower rezl product
by creating chaotic inflation, they are Dbad.

It is absurd to believe trhat the current, largely recession-created
budget deficit is creating inflation. The deficit has swelled because of
lack of adequate spending, output, income ard employment To try to reduce
the deficit now either by reducing government spending or raising Laxes will
only aggravate the recessicn.

Over the longer rum, it is true, projected in¢reases in goverument
expenditures, particularly for the military, and already legislated cuts in
future tax rates do tead to prejectiens of uncomfortably lavge deficits.

Even here, congsiderable cenfusion is epgendered by conventional government
accounting. By gevermnment accounting, with no separate capital accounts,
every major private firm would be showing huge deficits. Conversely, if
government were to adopt private accounting methods, pavticularly excluding
capital expenditures from current accounts, pgovernment budgets would prave
well in Salance.

But further, inflatica has hedeviled all conventional accounting, private
and public. Most of us are fond of pointing out seme of the inconsistencies
and distortions introduced into private accounting. We usually fail, however,
ta note that high rates of inflation similarly distort government accounting.
Most particularly, as a result of high inflation and expected rates of inflation,
the government pays huge amounts, based on high nominal rates, in intevrest charges
cn the federal debt. Those high nominal intevest rates are, as we all know,
necessary to compensate holders of public debt, or any debt, for the vear-by-
year depreciation in the real value of such debt hraught on by inflatiom.

What this means, however, 1s that while high government interest payments,
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swelling the measured budget deficit. are going largely to compensate private
holders for the inflaticn-related losses in the veal value of thelr government
securities, the government is ir turm itself gaining frcm the wvear-by-year
reducedon in the real value of its outstanding debt. The teal measure of

the government deficit would then be the net increase in the real value of
government debt, or the differeace between the nominal deficit, adding to the
c¢ebt, and the reductions in the veal value of dJebt resulting from inflation
(and, in addition, reductions in market vzlue of cutstanding debt due to
increases {n fnterest vates). An analogous wav of correcting measures

of the Sudger deficit (er surplus) is te count in expenditures only the pay-
ments which would correspond to the real rather than nominal interest rate.

I do not mean to insist that we get involved in these seemingly abstruse
matters of measurements of budget deficits, although I am pleased to note that
the 1982 Feonemic Report did use some tables which T prepared in developing
some of these issues. It is important, however, that we do net allow out-
dated mvths and measures relating to government bud;ets and fiscal policy to
prevent us from doing what we have to do. And what we have to do 15 to
bring our economy bacx to health, and along with it the economies of most

of the rest cf the world, by putting our people dack to work.
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Representative Revss. Thank you, Mr. Eisner.
Mr. Galbraith.

STATEMENT OF JOHN KENNETH GALBRAITH, PROFESSOR OF
ECONOMICS EMERITUS, HARVARD UNIVERSITY, CAMBRIDGE,
MASS,

Mr. Garprarti. Mr. Chairman, the unemployment figures have re-
ceived greatly deserved attention these last few days, They, indeed,
reflect a massive despair, deprivation, and waste of manpower and
opportunity. But they are alse a symbol of a much more extensive
anxiety, waste, and danger. They are the companion picee of low
levels of plant utilization, record levels of small business failures and
personal bankrupteies, the threatened insolvency of savings institu-
tions, some commereial banks and zome of our larger corporations,
and of grave economic stress among farmers,

And through its effect on international trade and international
capital flows, our cconomic performance or nonperformance is now
a threat to the international financial system and the economic and
political stability of onr more vulnerable neighbors and trading
partners,

The cause of this disaster. as it must now be called, does not lie in
some cleeper past. The archeological alibi which now aseribes all blame
to earlier policies of Democratic—and Republican—Presidents 1s
transparent escapism: everyone knows that were things going well, all
eredit wonld be taken for the policies presently in effeet. Responsi-
bility must always lie irmly with those of whatever party or persua-
sion who are currently in power,

Economie performance. My, Chairman, does not lie suspended In
space between the errors of the distant past and the promise of the
indefinite future.

We have had a period of unprecedented experiment in economic
policy. It has failed. The present need is to accept the fact of failure—
a fact that is for all to see and for millions of our fellow ecitizens to
feel—and to launch on a better and wiser and, in a very real sense,
more judiciously conservative course.

EQUITABLE DISTRIBUTION OF INCOME IS SOUND ECONOMIC POLICY

The failure arises from two canses. All recent policy has had the
unifying theme of shifting income and spending power to the afiuent
from people of middle income and below, That was the effect of the
tax reductions, of the accompanying cut in social expenditures and of
the inerease in military spending. The vich have the agreeable alterna-
tive to not spending their income: in economic terms, their marginal
propensity to spend is low. This is also the position of those in major
Iine of benefit from the increased military expenditure. People of
middle income and below do not have the luxury of choice as between
spending and not spending: their marginal propensity to spend or con-
sume is high. a function of pressing need. We have shifted income
from those whose spending and demand are assured to those whose
spending and demand ave discretionary.
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In the past, the case for a more equitable distribution of income and
for public help to the disadvantaged has been made on broadly com-
passionate grounds. The lesson of enrrent economic poliey 1s that
such compassion and fairness have a strongly functional aspeet. They
guide income to the people who can be counted on to make economi-
cally effective use of it. An equitable distritbution of income is, with
all else, a sound economic policy.

With the regressive movements 1n social welfare expenditures and
in taxation has gone the great experiment in monetarism, an experi-
ment which, as Professor Eisner has said, antedates the present ad-
ministration. This experiment, compensating in part for the tax re-
duection, the increased military spending, and the present and pros-
pective deficit, has operated through high interest rates to restrict
spending and respending from borrowed funds. That is how mone-
tary policy works against inflation.

In a modern, highly organized economy—one of large corporations,
effective unions, substantial public employment—the first effect, as we
now know, is a cutback in business investment, in eurreat use of plant.
capacity—and notably in employment, Only as there is a substantial
excess 1n plant capacity do producers restrain prices, only as there
is substantial unemployment do unions forego wage increases.

Monetary policy, in other words, works against inflation only as it
produces a substantial recession—or depression. This is not a matter
of introspective theory; it is the recent and present experience, avail-
able for all to see. The unemployment we presently experience is the
direct result of present policy. Monetary policy works against inflation
by way of a particularly brutal form of prices and incomes policy, one
that brings its pressure to bear by way of idle plant capacity, business
Insolvencies, and mass unemployment. I am not being parochial or
partisan on these matters. As you know, that is never my tendency.
What I say 1s common ground for economists.

The outgoing chairman of President Reagan’s Council of Economic
Advisers, Mr, Weidenbaum, attacked the damaging commitment to
the military budget and, by inference, the greater resulting reliance
on monetary policy. His successor is even more stern on the supply-
side aberration and on monetary policy. No one has put the matter
more bluntly than My, Feldstein:

The extremisis among both the supply-siders and the rational-expectafions
monefarists who predicted that inflation would be reduced without raising
unemploynent have been decisively proven wrong.

If Mr. Feldstein were here this morning, he would not encounter,
in this panel, any serious objection to that very straightforward
comment,

ANTIRECESSION PROGRAM FPROPOSED

However, it is not enough to cite the errors of the recent past ; thero
must now be an affirmative program to repair the damage, get people
back to work and to insure against a serious breakup of the interna-
tional system. The agenda is not at all obscure or even dramatic; most
of it is the sclf-evident response to recent history. It involves the
following steps:

First, an arrest and reversal of the shift in public expenditure from
civilian to military expenditure. On this matter, we have been re-
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spondini; not to need but to the military and weapons industry power
and to their captive Secretary of Defense. There is now a highly sig-
nificant shift of public, business, and political opinion against the
open military checkbook. The Congress and the administration must
now take notice. The effect of sanity on the military budget will be a
stronger fiscal policy, a reduced pressure on monetary policy, lower
interest rates, and better economic performance.

Second, we must cancel the reduction in the personal income tax
scheduled for next midyear. Its effect on individuals at lower- and
middle-income levels is either nonexistent or invisible, As I have noted,
its effect on the spending of the rich is inefficient. The revenue is
needed for job efficient programs and to relieve the pressure on mone-
tary policy.

Third, 1n response to the reduced military spending and the aban-
donment of the further tax cuts, we should have a continued easing of
Federal Reserve policy. It is a far, far better thing to have fair taxes
than murderous interest rates. We have paid heavily in these last years
for a loose fiscal policy and a tight money policy when, in fact, the
reverse is required.

Like others, I have taken note of the response in these last days of
the financial markets to the relaxation of monetary policy. It is some-
thing, one hopes, that will Jast beyond the clection and will be part of
a much more general reform. And T, here, endorse the comments of
Professor Eisner and of the chairman in this regard.

Fourth, there must be no further cuts in the social programs. In-
stead, we should restore programs on a selective basis where cuts have
caused particular hardship. I have especially in mind aid to families
with dependent children, the foed stamps and—as an efficient short-
term expenditure and an important long-term investment—the sup-
port to student loans and education. The recently enacted job-train-
ing legislution is a useful step. Let it be noted, however, that job train-
ing is not a substitute for jobs.

Fifth, we must have a serious attack on structural unemployment
by direct employment programs in conjunction with the States and
cities. Within these last years, as the chairman earlier said, we have
become aware of the sorry and, in mauy cases, devastated conditions
of our public capital plant. It is outrageous that this deterioration
should continne when there is so much manpower available to put it
in repair. I have in mind action along the lines of House Joint Resolu-
tion 562, This was widely dismissed as a preelection political gesture.
When the election is over, the Congress should return to it as a timely
and much needed action.

Sixth, somewhat reluctantly, I have come to the conclusion that we
had better have in place a finanecial institution of last resort for lend-
ing and for other sacially urgent investment along the lines advocated
by Felix Rohatyn, We face the possibility of insolvencies in the bank-
ing and industrial structure that could have a cumulative effect. And
we now experience a financial astringency that is inhibiting much-
necded capital investment. Thus the need.

The Reconstruction ¥Finance Corp., the model for such action,
was not, conservatives should be reminded. & New Deal innova-
tion. Tt came info existence under the impeceable Republican auspices
of Herbert lloover, The first head was Charles G. Dawes, a former
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Republican Vice President who served in the post until the day when
his own Chicago bank, imminently threatened by insolvency, needed
a rescuing loan itself. and he had to resign anl cateh the train to
{1linois to become a borrower himseld.,

Finally, we must assnme that, as and when employment recovers
and cconomic growth resumes, mflation will recur. Theve 1s now in
cireulation, recently iterated by Chairman Paul Veleker, the peri-
stalsis them\ of inflation, 1t holds, by biological analogy, that infla-
tion, once extruded from the systesm, will be gone for O(md

This, not to put too fine an edge on things, is prime nonsense, The
baste causes of inflation, particularly the interaction of the wage and
price structure, remain as before. With recovery, we will have infla-
tion as before—perhaps, if past trends persist, at a higher rate. We
must be prepared to deal with it by more etfective and more humane
methods than in the past, specifically by measures other than an in-
comes policy enforced by idle men, idle plant, and general recession,

The Governuent, the unions, and the larger corporations must,
instead, seek » social consensus stabilizing prices and incomes, and
enforced as necessary by law. This is the only possible substitute for
price stability induced, as under present policies, by massive hard-
ship and despair.

Persistent in the belief of the present administration is the notion
that economic recovery and nnproving employnient are an auton-
omous tendency of the system. Suffering is the natural prelude to
rejoicing. We have been pampering the poor and depriving the af-
fluent for a Jong time: once the first are sufliciently punished and the
second mﬁlcmntlv rewarded, the economy is bound to respond.

Here we have the basis for the biweekly forecasts of Secretary
Regan that recovery is just ahead, just beginning, just around the
¢orner,

There is, Mr. Chairman, no such autonomous tendency. Recovery
ig not the work of kindiy gods with a special commitment to the free
enterprise systenl: it 1z, alas, the affirmative accomplishment of man—
and woman,

Representative Revss. Thank von, Mr. Galbraith.

My, Heller.

STATEMENT O0F WALTER W. HELLER, REGENTS’ PROFESSOR OF
ECONOMICS, UNIVERSITY OF MINNESOTA, MINNEAPOLIS

Mr. HeELLer. Mr, Chairman, I was asked to look at the general eco-
nomic outlook, the general cconomic cnviromment of the unemploy-
ment probleim, but 1 hope I will be pardoned it I occussionally venture
into areas of policy and political economy. [ have submitted earlier
to the conunittee the bank letter that George Perry and I got out a
couple of days ago, “TU.5. Economic Policy and Outlook,” and I would
like to present a Driet summary of that with some additional com-
ments,

Under Reaganomices, we have traded dounble-digit inflation for dou-
ble-digit unemplmment And with the current bleak prospects for
the economy, the sad prospect is that unemployment will hover in and
around the double- digits for months to come. The best hope for
putting and keeping the economy on the recovery track is a Federal
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teserve policy that decisively breaks out of the monetarist tight-
money trap coupled with a fiscal policy that puts us on the path to
balanced budgets at high employment without slamming on the
brakes just when the economy gets moving again.

The 7.8, economy has been on hold for 314 years. Output is no
higher today than it was in early 1979, a sputtering performance that
has added over 5 million workers to the ranks of the unemployed and
pushed factory operating rates down to their postwar low of 89 per-
cent of capacity.

Although 1 had expected a muted recovery to begin this quarter, a
careful sector-by-sector appraisal of prospects that Geovge Perry of
Breoking and | have just completed simply doesn’t reveal enough
strength anywhere to get an economic revival underway this year.
Reaganomies with its combination of a fast and loose fiscal policy
and a tightly monetarist Federal Reserve policy, has kept real interest
rutes sky high throughout this yeur's severe recession, There is much
talk about how interest rates have come tumbling down hut so has in-
flation, so that real interest rates are still extremely high. The high
cost of money has thus far overwhelmed the stimulus of tax cuts, de-
fense boosts, and lower inflation. Oue hopes, but has no assurance,
that last week's turn in Federal Reserve policy is not just a 1-inonth
wonder but will persist until recovery is solidly underway.

By rights, we should be in a eyclical recovery. Consumers have ¢n-
joved a sizable tax cut, defense spending is on the move, inventories
have been cut, inflation 1s down, interest rates have softened, and the
upsweep in stoek awd bond prices has added $300 billion to people’s
assets, 1 note, by the way, that some economists seem to think that
the latter will substantially stimulate consumption, and I understand
that the orders for Mercedes and Gueci have inereased tremendously.

But these economic pluses have been no mateh for the continued
sources of weakness. Consumers are cowed by donble-digit unemploy-
ment and growing layoffs. Manufacturers and distributors arve still
cutting inventories. State-local governments ave retrenching. High
mortgage costs continue to burden housing. Auto production schedules
for the current quarter have been cut significantly, Business capital
spending is reeling under the impact of weak markets and low-capacity
utilization. And the combination of our strong dellar and weak econ-
omies abroad is sharply cutting net exports.

Barring unforeseen strength in consumer purchases or a sharp turn
in Federal Reserve policy, we now expect recovery to be delayed until
well into 1983. This will keep the official unemployment rate above
10 pereent for mouths to come and will bring the ecomprehensive un-
emplovinent rate, embracing both part-time and discouraged workers,
as well as full-time workers, to 14 percent or more. It is there now.
I retch at some of the statements that come from the White House.
“Yes, 10 percent of the people are unemployed, but 90 percent are
employed.” Even the basic statistics totally ignore a lot of people that
have been knocked out of full-time employment into part-timne employ-
ment or knocked out of the market altogether, Since this is the political
season, when President Reagan asks us to hold him harmless in the
blame game on unemployment, T note that Margarct Thatcher, in a
catch sentence that echoes Mr. Reagan’s statements, tries to take the
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political sting out of 14 percent unemployment in Britain by saying,
“Today's unemployed are the vietims of yesterday’s mistakes.”

Well, in this country, vesterday’s biggest mistake was the coupling
of a record peacetime buildup of the miitary with a recoxd peacetime
tax cut, thus generating alltime record deficits and a chokingly tight
Federal Reserve policy.

This grim job outlook will be paralleled by further declines in out-
put, operating rates and profits. Average operating rates i manu-
facturing will drop to only two-thirds of capacity. Profits will sutfer
further declines in the first part of 1983,

TRADEOFF BETWEEN UNEMPLOYMENT AND INFLATION STILL EXISTS

The miserable state of the economy has its counterpart in a brighter
outlook for inflation. The tradcoff between unemployment and infla-
tion still lives. Economic policies that have generated what will soon
be 4 vears of no growth—nothing like it hus been since the Great
Depression of the 1930°s—have also ground down the rate of inflation.
No wonder. Even if we assume that our capacity to produce, our GNP
potential, has been growing at only a bit over 2 percent per vear—
and many would put it at 214 percent to 3 percent—actual output is
running between $250 and $300 billion a year below our potential, This
huge overhang of excess labor and plant capacitv—together with the
competitive pressure of falling import prices—has forced moderation
in both wage and price bebhavior.

Add to this the impact of large crops on food priees, the Lnpact of
worldwide economic weakness on energy prices, the impact of deregu-
lation on transportation prices and wages, and the impact of Federal
Reserve policy on housing prices aixl now on mortgage rates—may
I note, I don’t find any of those major forces attributable to the one
who is claiming credit for them—and it is not surprising that the
overall preture 1s one of continued quict on the inflation front.

What about monctary policy? The Kederal Reserve's monetarist
strategy. as has already been emphasized by our fellow members on
this panel, for the past 3 vcars has kept real interest rates extraor-
dinarily high at every stage of the cyele. This has not only pushed
us into the present recession but could well prolong it. What we need
now is more than just the letup in monctary stringency that comes
naturally from a listless and financially fragile economy. We need
an active pursuit of lower rates before things get worse,

True. we have had a welcome drop in rates since midyear, but the
long-term rates, and particularly the mortgage rates, have softened
very little.

The sense of relief these lower rates bring is offset by the appre-
hension that they are too little and too late to avoid a further soften-
ing of the economy. By any test of past experience, monetary policy
is still far too restrictive for this stage of the business eycle. A simple
comparison of real Interest rates—market rates minus the inflation
rates—drives this home :

In the early years of previous post-war recoverics, real interest rates
averaged between 114 and 2 percent,

Today. with inflation running at about 5 percent and intevest rates
in the private sector running from 10 to 14 percent and more, real rates
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are three to four times as high as in the typical post-war recovery. So
n asense, as far as easing money is concerned, we have only just begun
to fight.

With present money-supply targets und the huge Federal deficits
facing us, the prospects for sharp cuts in real rates are poor.

Both theory and expericnce teach that aggressive action by the Fed
in an economy with huge unemployment and excess capacity can
bring real rates down without reigniting mflation, Such a policy.
without abandoning the commitment to stem inflation, would at long
last, remove the major risk of a further economic decline and a string
of financial failures,

Fiscal policy faces an uncomfortable dilemma of timing in 1983.
On one hand, further budget trimming and tax boosts are clearly
needed to put the budget on a steady course toward balance or sur-
plus at high employment, that is, to eliminate the present “structural”
deficit that would run to about %75 billion at high employment by
1985.

On the other hand, as the foregoing review of econoniic prospects
has shown, an economy that continues to sputier and operates nearly
$300 hillion below its potential well into 1983 can ill afford a sharp
restriction in liscal stimmlus, The objective ix graduaily to take the
foot off the fiscul gas as the cronomy expands, not to slam on the
fisea]l brakes at the tirst sign of recovery, The best policy mix would
be a decisive easing of monetary policy coupled with fiscal steps to
reduce the out-year Jdeticits,

The balanece of risks elearly favors policies to fight recession and
support expansion, Even the White Honse forecasts project only a
weak recovery and stubbernly high unemployment. Meanwhile, real
progress has been made in bringing inflation te bay. So the case for
shifting policy. especially Federal Reserve policy. to an expansionary
stance now seeris airtight.

The big question of the day is, has the Federal Reserve made this
shift in the process of moving out from under M1 toward a separa-
tion—not ver a divorce—-from its 3-vear marriage to monctarism? 1
read the evidence much as the stock and bond markets have: The Fed
has moved from its monetarist. preoccupation with inflation toward a
con-ern over fragile financial markets, intolerable nnemployment, de-
layed re~overy. and, just possibly. some effective prodding from Con-
eress. This is good news not just for the financial community but
for the 178, economy in 1983,

[The bank letter referred to by Mr. Heller follows:]
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FOR RELEASE WEDNESDAY AM.'S, GCTOBER 13, 1982

NATIONAL CITY BANK

OF MINNEAPQLIS  October 13, 1952

U.S. ECONOMIC POLICY AND OUTLOOK
by
WaLTER W, HirLer anve Georce L PERry

For 314 vears the American economy has heen kept under wraps. Qutput today is lower than in
early 1979, a performance that has added 5 million to the ranks of the unemploved and brought factory
operating rates to their post-war low. It is hard to see the farces that will pull us out of this dismal swamp
and push outpul above the carly-1979 levels hefore 1983, This is hy all odds our worst economic expe-
rience since World War LI, We bave traded double-digit inflation for double-digit unemployment.

We come (o this bleak appraisal reluctantly. The recession we projected in this letter a vear ago has
already been deep and costly. But the second-half recovery we foresaw is simply not materializing. Poli-
cies that kepl real interest rates at record levels in the teeth of a4 sustained recession have overwhelmed
the stimulus of tax cuts, defense boosts, and lower inflation. The net impact is stil unfolding in economic
weakness in scctar alter sector of the U.S. ecanomy. Before turning to thase sectaral praspecis. we exam-
ine the major spurce of that weakness: monetary policy.

MONETARY POLICY

The Federal Reserve’s tight monetarist strategy of the past 3 years has kept real interest rates extra-
ordinarily high at every stage af the eycle. This has nut only pushed us into the present recession bul
could well prolong it. What we need now is more than just the letup in monetary stringency thatl comes
naturally from a listless and financially fragite econotny. We need an active pursuit of lower rates befare
things get worse.

True, we have had a welcome drop in rates sinee mid-vear, Treasury hill rates are down 5 to 6
points, commercial paper rates ate off hy 4 to 5 points, and the prime rate has fallen 3% points. The
stickier interest rates on long-tertm bunds have fallen 2 points and mortgage rates aboat 1 point since
mid-year.

The sense of relief these lower rates hiring is offset hyv the apprehension that they are tuo little and
tou late to avaid a further softening af the economy. By any test of past experience, monetary poliey is
still far too restrictive for this stage of the business eycle. A simple compartson of real interest rates -
market rates minus the inflation rate  drives this home:

In the carly years of previous post-war reonverics. reai interest rales have averaged between
1%% and 2%.

Today, with tnflation renning at about 5% and interest rates in the private sector running from
10% to 147 and more, real rates are 3 to 4 times as high as in the typical post-war recovery.

Given present money-supply targets and the huge federal deficits facing us, the prospects for
sharp cuts in real rates are poor.

Hoth theory and experience teach that aggressive action by the Fed in an economy with huge unem-
ployment and excess capacily can bring real rates down without reigniting inflation, Such a palicy,
without abandoning the commitment tu stem inflation, would at Jong last remove the major risk of a
further economic decline and & string of financial failurcs.

The stock market has clearly been anticipating the {urther letup in Fed policy that would clear the
track for economic recovery. But this is still in the realm of tomorrow’s hope, Our projections are hased
on {oday’s reality of repressively high real intevest rates.

DELAYED RECOVERY

By rights, we should be in a cyclical recovery. Consumers have enjoved a sizable tax cul, defense
spending is on the move, inventories have been cut. inflation is down, interest rates have softened, and
the upsweep in stock and bond prices has added $230 billion to people’s assets.

But these economic pluses have been no match far the continued sources of weakness. Consumers
are cowed hy double-digit unemploymeni and growing lavulfs. Manufacturers and distributors are stifl
cutting inventories. State-local governments are retrenching, High mortgage costs continue to bhurden
howsing. Aute production schedules for the current quarter have heen cut significantly, Business capital
spending is reeling under the impact of weak markets and low-capacity utilization. And the comhination
of our strong dollar and weak cconomics abroad is sharply culting net exports.
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Barring unforeseen strength in consumer purchases or a sharp turn in Federal Reserve policy, we
now expect recovery to be delayed uniil 1983, This will keep the official unemployment rate above 10%
for months to come and will hring the comprehensive unemployment rate, embracing both part-time and
discouraged workers, to 15% or more.

This grim job putlaok will be paralleled by further declines in output, operating rates, and profits.
Average opcrating rates in manufacturing will dmp to only two-thirds of capacity. Profits, after declin-
ing 27% this vear, will suffer further declines in the first part of 1983,

Signs of strength are bard to find as one looks across the individual sectors of the economy:

Consumer spending has not responded to the mid-vear tax cut. One can hope that 2 delayed reac-
tion te the tax cut, combined with lower consumer debt and the spectacular rally in securidy values,
would still bring a recovery in consumer spending. Bur the worsening job market snd stubbornly high
borrowing costs have undermined consumer confidence and discouraged spending.

Housing staris recovered to an annual rate of a Little over 1 million units during the summer. But
unti) mortgage interest rates {all considerahly further, the paing in home building will he very modest.
One nf the imponderables in the housing outlock is the impact of new legislation permitting savings
institetions to compete with money market funds, The new law, coupled with the redeployment of funds
from maturing All Savers' Certificates, 1s expected to increase the flow af funds inta the mortgage market.
If the more optimistic expectations of participants in residential fnancing are realized, a more vigorous
housing revival may he in the cards.

Most discouraging is the snowhalling weakness in bustness (ney
investment intentions has been worse than the last. New orders for n
nearly 20% during the past vear, and orders are still declining as and operating rates continue to
fall short of expectatinns. C'apital goods production is sull falling at a4 159 annual rate Weakness in non-
residential bullding will become progressively worse in 1983 as present projects are completed and
vacancies in commercial and office Imildings discourage new constraction.

tment. Fach survey of business
1ess capital equipment declined

The net export belance. after holding up remarkahly well during the first half of this year - partly
hecause recession reduced the demand for imports - - deelined sharply in the summer. The strong dollar
makes U.8, goods less competitive and at the same time makes imporied goods less expensive. Weakness
in forcign economies will further cut into LS, export demand. In particular, the financial crisis aftlicting
the Latin American economies will cut exports to this region. During the past four quarters, our mer-
chandise trade balance with this regwn dectined by 6 thllion. It will decline suhstantially further in
coming quarters as the Latin American nations ate forced to limit their imports in order to meet the
interest burden on their foreign debts,

The overdue tnientory turnaround - from liguidation to accumulation - - is not yet in sight. With
orders, output, backlogs. and retail sales all {alling well below expectatio s still Ands itself
with more inventories than it needs, The rate at which inventorics were iquidated dropped from $36 bil-
lion in the first quarter to 316 billion in the second and still further in the third. This slowdown has two
signtficant consequences:

First. when husinesses rely less op drawing down inventories to supply their customers. output
grows even in the face of a drop in final sales. When husinesses cut back their rate of invenlory
sell-off by 320 billion from the first to the second quarter, that translated into an automatic vlus
of $20 billion in the quarter-to-quarter change in GNP. This was the majar factor in the posting
of a 2.1% real GNP gain ir the second quarter. A simlar slowing of inventory liquidation also
plays a major role tn the Commerve *'flash report™ of a 1.57 real growth rate in the third quarter
{which we belicve will convert into a minus when the final nembers are in).

Second, it means that husinesses still have to work off unwanted inventories, therehy serving as a
drag on output in the current quarter.

Inventory hehavior is notoriously difficult to predict. If consumers shap out of their lethargy and
the Fed aggressively eases credst. businesses will raise their target inventory levels thus requiring added
nutput to satisfy their customers.

INFLATION

The miserable state of the economy has its countetpart in a brighter outlook for inflation. The
tradeoff hetween unemployment and inflation still lives. Fconomic policies that have generaled what
will soon be 4 years of no-growih - - nothing like it has been seen since the Great Depression of the 1930s

- have aiso ground down the rate of inflation. No wonder. Even if we assume that our capacity to pro-
duece, our GNP potential, has been growing at only a bit over 2% per year - and many would put it at
24%% 1o 3% - - actual outpul is running hetween §2650 and 2300 billion a vear below our potential. This
huge overhang of excess labor and plant capacity - - together with the competitive pressure of falling
import prices - - has forced moderation in hoth wage and price hehavior.

Add to this the impact of large crops on food prices, the tnpact of worldwide economic weakness
on energy prices, the impact of deregulation on transportation prices and wages, and the impact of Fed-
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eral Reserve policy on housing prices and now on mortgage rates, and it is not surprising that the overall
picture is one of continued quiet on the inflation front.

The improvement shows up hoth in actual and in underlying rates of inflation. During the first 8
months of this year, average hourly earnings have been rising at a 61:% rate, the underlying rate of infla-
tion in the CPI has dropped to 6%, and increases in the actual CPI have averaged 5.4%. Compared with
the previous 12 months, these represent slowdowns of 14, 214, and 3% percentage points, respectively.
And inflation is still heading downward.

The critieal question is whether the moderation in price and wage hehavior will survive recovery.
Rising demand, by definition, increases pressures for price increases. In the early stages of recavery,
the hunger for increased profil marging can he satisfied from a drop in unit costs as more goods and
services are produced with the existing capital equipment and labor force. But what about later on?

Much depends on whether consumers and workers recognize the fulf extent of the reduetion in infla-
tion to date and adjust their expectations of inflation downward. Survey after survey shows consumers
stil] believing that inflation is significantly higher than it really is, And the combination of bulging fed-
eral deficits, painful past experience, and a certain cynicism has induced pessimism about the future
course of inflation. Nevertheless, a number of factors sugpest a sustained period of gelief from a new
round of inflation:

Workers no longer have to play catch-up with the cost of living.

Many of the industries with the strongest unions - - for example, autos and steel - - are subject to
foreign competition and other structurai pressures that are likely to bring wage and price increases
in those industries to more moderate levels.

Excess capacity and unemplovment throughout the industrial world suggest a substantial cush-
ion against renewed inflation as well a3 a muted rise in raw materials prices.

With an oil glut abroad and 2 natural gas glut at home, energy prices are likely to be better
behaved than had heen anticipated.

THE FISCAL POLICY DILEMMA

Fiscal policy faces an uncomfortable dilernma of timing in 1983. On one hand, further budget trim-
ming and tax boosts are ciearly needed to put the budget on a steady course toward halance or surplus
at high empioyment, that is, to climinate the present “'structural™ deficit that would run to about $73
billion at high employment by 1985, (We use 5.6% unemployment as the definition of high employment,
rather than the Congressional Budgel Office’s 5.1%. If Secretary Regan's 6% to %% range were accepted
as the definition, the 1985 high-employment deficit would run over $100 billion.)

On the other hand, as the foregoing review of economic praspects has shown, an economy that con-
tinuey to sputter and operates nearly 3300 bilhion helow its potential well into 1983 can il) afford a sharp
restriction in fiscal stimulus, The ohjective is gradually to take the fool off the fiscal gas as the economy
expands, not to slam on the fiscal brakes at the first sign of recovery, The best policy mix would be a
decisive easing of monetary policy coupled with fiscal steps to reduce the out-year deficits.

Under the leadership of Senators Dole and Domenici, the Congress and White House compromised
on a substantial tightening of budget policy last summer, These changes will boost revenues $40 billion
by 1985, thus offsetting one-fifth of the 1981 tax cut. They will cut projected spending by a good deal
more. Even though the lotal adverlised spending cuts of $130 billion for 1985 — including such question-
able items as $16 billion of unspecified “management savings'™ and 356 billion of savings from lower
interest payments - - appear exaggerated, the compromise was significant. It will bring about a substan-
tial reduction in the 1984-85 deficits. Equally important. il represents a significant retreat by President
Reagan from his previous adamant apposition to tax increases and modest cuts in the defense buildup.
As modified by Congress, resl defense purchases are now scheduled to rise just under 6% this ycar, about
6% next year, and 7% in 1984.

With these changes factored in, what are the near-term prospects for the budget deficit?

For fiscal 1882, just ended, the budget deficit will turn out to e slightly above the $105 billion we
projected in this letter last February.

Far fiscal 1983, CBO projects the deficit at $155 billion, or $51 billion more than Congress had
egtimated. Part of the CBO adjustment comes from a more realistic assessment of likely expend-
iture savings from the recent budget compromise. About half of the diflerence comes fram less
optimistic assumptions about the path of the economy and interest rates.

Given our even more pessimistic economic assumptions than those of CBQ, we expect the 1983
deficit to be over $175 billion.

To gain mare perspective on the fiscal policy dilemma and the hudget-tightening moves that Presi-
dent Reagan will undoubtedly recommend in his budget message early next year, we should sort out
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how much of the deficit is a product of economic weakness. how much of it would persist at high
ernployment. and what vear-to-vear changes are taking place.
The hulk of the fscal 1983 deficit is a child of the recession. 1f the economy were humming along
at high employment. the deficit would he running, not at $175 billion, but at $40 Inllion, vr 197
of GNP
If high emploviment were defined as 6.57% unetnplovment rather than the 3.6% we use, the 1933
high-etmployment deficit would be about %65 billion. Lt is worth noting. however. that the partic-
ular definition of high emplovment s not ot great significance fnr measuring the impact of fiscal
policy, tt is the siring toward higher or lower deficits rather than the fered of those deficits that
measures the degree of Aseal stimulus or fiscal costriction.

The swing toward deficits now projected for fiscal 1984 and 1980 after adjustment for the recent
hudget compromise is no longer very dramatic. T'he high-cmplasment deficit tnoves up from 17 of
GNT this vear to 1.59 in those years.
How does this swing compare with other major swings toward high-employment hudget deficits i
the past 2t years?

The first swing oceurred with the buildtup in Vietnam War spending under President Johnson.
From a high-employment qurpluf. averaging 0.7 of GNP in 1962-64, the hudget moved into a
high-employment deficit of 1.7 in 1967.68, a swing of 2.4 percentage points. T'hix stimulated an
ceonomy already at full employment and is a well-documented example of perverse and inflation-
ary fiscal policy.

The next big swing, under President Nigon, was from a {117 surplus in 1969-70 to a 0.9% defcit
in 1971-72, a <hift that helped pull the economy back to full employment from a miid recession,

The thurd swing, utder President Fard, was a shilt from & 0.6 high-employment deficit in 1973-
T4 to a 1.3 deficit in 1973-76. Again, this was a respansc ta the steep recession that followed
the first OPEC oil price explosion. a response that helped initiaie recavery. [t was a move in the
right direction and was followed by a return (o virtual high-employment balanee in the hudget
under Presicent Carter in fiseal 1979,

The swing we now project is no preater than those in the early and mid-seventies. It 1s scheduled to
necur it an economy characterized by huge excess capacity and unemployment. While hewing to the
goal of climinating the high-emptoyment deficit in the fonger min, the White House and Congress should
take eare not (o do too much ton suun. As implied carlier, we do not want to slam on the hrakes just
when the economy is beginning tn move again.

CONCLUSION

As our reappraisal of ecomomic prospecis makes clear. we belicve that the odds on an economic
recovery starting in the second half o) this year have dropped considerably and that the odds on reces-
sion continuing into 1983 have correspondingly risen. To some extent, we are in uncharted waters, for
the comhination of a deep stutnp and high real interest rates has no precedent since the start of the
Great Depression of the 1930s (when prices declined). All in all. then. there is considerable uncertainty
and unease surrounding today's cconomie ontlook.

But even i owr best estimates prove ton pessimistic, the balance of risks clearly favors policies to
fight recession and support expansion. Even the rosy forccasts by the White House and Treasury project
only a weuk recovery and stubbornly high unemployment. And real progress has been made in bringing
inflation to heel. So the case for shifting policy. especially Federal Reserve policy, to an expansionary
stance now scems airtight.

As this is written, the indieations are that the Fed has deciderd not to ¢onstrain the money supply
during the current period of churning among various money market instruments, This could be just a
shori-term adjusiment. But a number of observers believe that it may signify that the Fed is backing
away from its exclusive emphasis on the monetary aggrepates and shifting to a more accommodative
posture. If this were to hring interest rates down suhstantially from current leveis, we would project a
considerably less bleak outlouk for the U8, economy.
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Representative Reuss, Thank you, Mr. Heller.
Mr. Marshall.

STATEMENT OF RAY MARSHALL, PROFESSOR OF ECONOMICS AND
PUBLIC AFFAIRS, UNIVERSITY OF TEXAS, AUSTIN

Mr, Marsstarn, Thank you, Mr. Chairman, Congressman Hawkins,

I have & prepared statement which I have submitted for the record
but will not read it. Therefore, 1 would like to summarize it, a task
which is made much easier by my colleagues, who have done an ex-
cellent job of outlining a position that I agree with.

I think it 1s very clear that there is no easy solution to the problem
of unemployment and other problems that face our economy. But ex-
perience suggests much better approaches than the combination of
monetarism and supply-side economics, commonly known as Reagan-
omics, which clearly has failed and is not likely to work,

DEFECTS IN REAGANOMICS OUTLINED

The main defects in Reaganomics are, in my judgment, three:

First, it’s based on unrealistic assumptions, Jacking credible support
in both economic theory and the experiences of industrial economies.

Second, it’s very inefficient, relying on the theory that tax breaks
for the wealthy and large corporations will “trickle down” to ordinary
working people and the poor.

Third, it is extremely regressive in its impact on our society, redis-
tributing wealth and power from the middle class and the poor to the
rich and shifting more of the tax burden away from business and
high-income groups and onto low- and middle-income consumers,

The economic consequences of the administration's policies are
fairly clear,

The incapability of its monetarist policies and its supply-side
pelicies have kept real interest rates very high and led us into the
present “repression.” It’s not a recession because, as my colleagues
have emphasized, it didn’t just happen, it was caused by the policies
of this administration, They halted the recovery that was underway
in July 1981, leading to the present very difficult economic
circumstances.

Contrary to President Reagan, unemployment was declining when
he entered the White House, from 7.8 percent in July 1980 to 7.3
percent in December. It averaged 6.7 percent between 1977 and 1980,
and has aversged 8.5 percent since that thme.

The unemployment rate of 10.1 percent is only part of the problem.
Altogether, there are about 19.5 million workers who are either dis-
couraged, unemployed, or who are working part time when they would
like to be working tull time.

In addition, bankrupteies have quadrupled because many businesses
cannot pay the real interest rates that we presently have.

And I think it's important to emphasize, as Walter 11eller has done,
that the real interest rates have not come down, that the CPI has
declined much more than the nominal rates of interest and they remain
far teo high, and that this has caused trouble not only for the United
States hut for the entire world economy. In fact, the international
economic situation, it seems to me, is one that we should be very, very
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concerned about. And part of that problem is caused directly by high
interest rates in the United States.

Reduced expenditures for government infrastructure, nonmilitary
vesearch and development, information, and human resource develop-
ment clearly will weaken onr economy. The rate of inflation has mod-
erated considerably, mainly because of the recession and smaller in-
creases in energy, food, and import prices beezuse of an overvalued
dollar.

Now, as my colleagues have emphasized, to criticize these policies 1s
like shooting fish in a barrel. They clearly will not work; history has
demonstrated that, There is no support for the policies, either in logie
or in experience,

ALTERNATIVE TO REAGANOMICS PROPOSED

The need, therefore, for a coherent, effective alternative to the fail-
nres of Reaganomies is urgent. A cogent alternative must realistically
address the specific problems facing our economy : unemployment; in-
flation; high interest rates; low productivity growth; and now, the
need for a rupid recovery from a decp economic recession. It must be
fully compreliensive and internally coordinated, not just a string of
band-aids and not a collection of contradictions, such as massive tax
cuts to spur investment and high interest rates that choke off
investment.

The preeminent objective of economic policies should be full em-
plovinent, Bnt first. m achieving this objective, we must recognize
{hal general or macroeconomic policies, while the most powerful in-
struments of economic policy, cannot do the job alone, Well-honed
macro policles must be matched by specific measures targeted to spe-
cific scctors and problems in our economy.

(zeneral credit, tax, and spending policies must be complemented
mn a major way by policies targeted to specific sectors.

Sccond. the solitions to economic problems should be built on a
sensible division of labor between government, the market, and mech-
anisms that promote cooperative problem solving. And I would give
heavy weight to the latter, because 1 think it’s onc of the main disad-
vantages the United States faces relative to other countries. And one
of the reasons that our economic policies lack coordination and con-
tinuity is that we have no such mechanisms.

While the market can be a marvel of promoting short-run efficiency,
it cannot solve larger problems. It cannot prevent recession, inflation,
or create open end fair trade and competition, Markets, by them-
selves, cannot protect the environment, secure the health and safety
of workers, eliminate discrimination, promote equal opportunities and
adequate income for our people, foster onr leng-run basie research and
inmovation, and insure the national security.

Indeed, without government intervention to preserve competitive
conditions, markets would be less effective than they ave.

While we must rely primarily on market forces. there can be little
doubt about the need for positive government partnership with the
private sector in addressing important national problems. There is
aun important range of problems, particularly in fighting inflation and
strengthening the international competitiveness of American indus-
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try, that will not yield to the uncoordinated actions of either the pub-
lic or private sector alone. Public and private partnership must be
forged, establishing a new institution of governance,

Third, a coordinated macropolicy, complemented by targeted sec-
toral policies developed on a cooperative basis, must be matched with
strong policies directed toward our most pressing problems, fighting
inflation, rebuilding our productive industrial base and, particularly
after the recession of 1081-82, reducing unemployment.

The absence of specific anii-inflation policies in the Reagan program
has left the entire burden of fighting inflation to monetary policy, with
disastrous results of record real interest rates producing near depres-
sion conditions. Expanding supply and reducing costs in concentrated
inflationary sectors can do a much more efficient job in lowering in-
flation, as can developing a consensus among industry, labor, and
government on the appropriate interplay between prices, incomes, and
economic policy.

Rebuilding our productive industrial base can make America’s in-
dustries more competitive and its jobs more secure, while reducing
inflationary pressures for the long run. And fighting the effects of
recession through reducing unemployment can help us move more
rapidly toward a healthy, stable economy,

Full employment means full utilization of our material resources,
such as industrial plant and equipment, and the full employment of
our human resources, & meaningful job for every person able to work.
If done properly, this would do more than anything else to improve
productivity and reduce inflationary pressures.

The policy mix should be heavily toward direct measures to redunce
unemployment and selective policies in areas such as energy and trans-
portation, Targeted investment and job creation on population groups,
geographic areas and industrial sectors that are underutilized or where
shortages now exist, or could exist, is good employment policy, good
anti-inflation policy, and good social policy. Providing job skills and
opportunities for all groups and regions is the single most important
step that can be taken to improve education, combat crime, and enhance
the standing of and opportunity for all of our citizens.

It’s fashionable these days to argue that Federal employment and
training programs have failed and cannot be effective instruments of
national poliey. Critics point out correctly that private sector employ-
ment and training is the best option for unemployment, but this option
1s not always availahle—cspecially when unemployment is over 10
percent—so, public employment and training is hetter than
unemployment,

This negative assumption about selective programs continues to in-
fluence policy, despite numerous detailed. sophisticated evaluations to
demonstrate that these programs were good public investiments, despite
incredible funding instability of these programs because of constant
changes in laws and regulations and conflicting congressional
mandates. _

In order to overcome funding problems, new Federal employment
and training programs must have greater funding stahility—either
throngh earmarking Federal funds. as is proposed by the Movnihan-
Mathias national conservation bill to put young people to work in
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conservation projects, or forward funding of these programs in order
to give them more stability,

In working out our monetary fiscal policy, we must, clearly, have
much better coordination then we have had before. Because money is
difficult to define and more difficult to control and because high and
volatile interest rates, leading to recession, are the most likely result
of restricting the growth of moncy supply, the focus of overall eco-
nomic policy should not be on an input of policy; namely, money,
but on the outcome of policy; namely, the gross national product.
After all, moncy is merely a means to an end, real output.

Concentrating on GNI” and employment will focus greater attention
on the real ends of economic poliey and require greater coordination
to achieve those ends, because that is an objective that cannot be
achieved by one economic agent, like the Federal Reserve, alone.

The most important immediate macro policy objective should be
to reduce real interest rates. Indeed, the favorable output for near-
term inflation and oil prices creates an excellent environment for the
reduction of overall interest rates, an opportunity that will be missed
Liy the Reagan economic program,

One inadequately appreciated benefit of such a poliey is that it
would allow interest rates to be lowered in other countries as well.
'The primary goal in monetary policy should be interest rates that are
stable and just a little bit above the rate of inflation. High interest
rates discourage capital investment, Lower, more stable rates would
be the most effective and equitable means to stimulate investment and
also reduce inflation by cutting the costs of borrowing.

Further, the large and unproductive expenditures required to pay
interest on the huge Federal debt—now over $100 billion—would be
significantly reduced.

A major defect of monetarism, as well as other policies that would
rely on fixed formulas to control cconomic activities is their focus
on means; that is, money or budget deficits—which destabilize out-
comes—gross national product, employment, and investment, It would
be much better to focus on outcomes.

The Congress, in cooperation with the Federal Reserve and the
White House, and in consultation with such private sector groups as
labor and management, should select compatible employment, growth
and price targets and coordinate monctary and fiscal policies to achieve
those objectives,

As the creature of the Congress, the Federal Reserve should not
pursue a completely independent course and force the Congress to
adjust economie poficy goals to {it that course regardless of the out-
come,

Indeed, the Humphrey-Hawkins Act requires the Federal Reserve
(I\ioard to report on how its policies will respond to the goals set by

Jongress,

A.gs I recall, when we were fighting to pass that bill, we felt one of
the important outcomes would be to have more coordination. But
there’s very little evidence of it.

Some might object that increasing the money supply would fuel
inflationary expectations and therefore inerease, rather than lower,
interest rates. But 1 do not accept that analysis. Increasing monetary
growth probably would increase inflationary expectations in the long
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run, but a one-time increase in money growth would increase infla-
tionary expectations only slightly, if at all, especially when combined
with coordinated monetary and fiscal policies to stabilize interest
rates, prices, economic growth. and employment.

As Don Nichols testified before this committee in June. an increase
in the money supply probably would increase prices less than the
increase In the money supply, causing an increase in the real money
supply and probably would cause a substantial lowering of interest
rates. You recall his estimate was perhaps a 3-percentage-point reduec-
tion for a 1-percent increase in monctary targets,

The Amercan economy’s economic performance hins worsened con-
siderably since the 1930%s and 1960’s, when policymakers concentrated
on outcomes rather than budgets and the money supply. The present
high interest rates arc not because of inflationary expectations, but
because of restrictive monetary policies in the fact of huge budget
deficits, Inflationary expectations are about ¢ percent according to a
poll taken by the New York Stock Exchange.

I also applaud the recent action by the Federal Reserve, 1f it's really
a change 1n course, to increase the money supply in order to try to
bring tue real rates of interest down. I do not, however, think this
course is adequate, because 1t is not the consequence of a coordinated
policy with the Congress and the White House on overall economic
objectives,

Adjustments in this overall objective of monetary policy will be
required as cconomic circumstances change.

NEED FOR MORE AUTOMATIC STABITIZERS

In order to enhance the flexibility of fiseal policy, several major
changes should be adopted. T believe one of the most important ones 1s
to adopt more automatic stabilizers because, as you well know, it takes
a long time to get action by the Congress, and timing is terribly im-
portant, Forceasting is a very difficult problem.

I think we should have done a Jot more to have antomatic stabilizers
and to have cyclically responsive employment and training programs.
I think that’s very important. I spell out some of the things that need
to be done in my prepared statement, so I won’t go into it,

Second, fiscal policy should be restrnctured to reduce or eliminate
tax preferences that serve as incentives for speculation or unproduc-
tive investment. Likewise, expenditure programs should provide
strong incentives for people to move from dependency to self-support.

Retraining disadvantaged workers or those dislocated by permanent
layofls with skills nceded by industry are examples of proper program
design. By simply cutting programs or reducing bencfits for the work-
Ing poor and, most important, providing a 95-percent tax on the earn-
ings of welfare recipients, the Reagan program creates strong dis-
incentives to either work or adjust to new economic situations.

Now, with respect to fighting inflation, I think the same kind of
approach 1s needed. We necd comprehensive macropolicy, but we also
need to target on those sectors that canse the greatest trouble. T be-
lieve we also need to develop an equitable wage-price policy developed
on a cooperative basis and a fair sharing of those sacrifices needed to
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bring inflation under control and to keep it under control if we do
pursuc a full employment policy.

Fourth, we need a policy to insulate the American cconomy as much
as possible from external financial, energy, and food price shocks. This
administration has no policy to deal with those problems, and those
were very important causes of recent inflation and they could very
well occur again, especially in the food area. )

As a final sectoral concern, the acceleration of military spending
proposed by the Reagan administration and endorsed by the Congress
must be examined as an independent source of inflationary pressure.

A third element of our comprehensive anti-inflation policy is a
mechanism for agreement among (Government, labor, and industry
at the highest levels on wage, price, and income growth rates that are
consistent with steadily reducing overall inflation levels,

For such a consensus-based policy to work, all of the key players
must take part direetly; and all forms of income must be on the table,
not just wages and prices, but rents, dividends, and interest as well,

Tho Government’s role in such a system goes heyond enforcement to
upholding its end of the bargain—fair and effective economic policy
consistent with economic growth and reduced inflation,

Finally, I believe we necd to develop an industrial poliey to rebuild
American industry.

CREATE NATIONAf. ECONOMIC POLICY BOARD FOR COORDINATING POLICIES

The essence of a sound economic policy in the future will be to
integrate the wide variety of public and private sector decisions that
bear on the Nation's capacity to achieve full employment, economic
growth, and stable prices. A means must be created to establish and
discuss realistic long-term goals, review private sector responses to
public sector stabilization policies, resolve conflicting objectives and
construct the proper mix of general and selective policies. To be effec-
tive, such discussions must involve all the major concerned parties—
industry, labor, and the Government.

We’ve had considerable experience with the tripartite mechanisms,
and they have been suecessful. I don’t know why we don’t try to build
on the experiences that we've had in this country and other countries.
Since the existing formal and informal institutions are not sufficient,
however, & National Economic Policy Board should be created. The
members of the Board would include labor, business, Government, and
independent experts. The Federal Reserve Board also should plan an
active role in any such activity. First, the NEP board should provide
a means through which discussions would be held regularly on eco-
nomic performance and forecast, stabilization policies and the reaction
of private sector institutions,

In addition, it would be a major mechanism for providing continu-
ity of economic policy, particularly as administrations change.

Second, the board would provide the right framework for working
out an incomes policy needed in the fight against inflation. It is not at
all clear that a wage-price policy can be made to work. There are
enormous difficulties, but I am convinced that the only time that can
work is when there is broad consensus among major economic factors,
and we need some mechanism to do that. The NEPB could also be

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



38

the vehicle for framing a eoherent industrial policy. The United States
already has an industrial policy, but it is not coherent, It is not the
result of clear and systematie thinking. Trade policy, taxes, regulation,
energy, and even interest rates have a significant iinpact on the struc-
ture of the economy and the opportunities or lack of them for indus-
tries and firms.

In order to resolve structural problems, anticipate future needs,
and integrate sectoral policies with stabilization policies, it is time to
coordinate these decisions, and at the least, understand their conse-
quences,

One of America’s major disadvantages relative to countries like
Germany and Japan is its failure to develop systematic industrial
policies. In fact, foreign export driven industrial policies, in the ab-
sence of a more systematic U.S. industrial policy, have undermined
the future of American industry in sectors ranging from steel and
machine tools to semiconductors and fiber opties. The core of Ameri-
can industry will not long survive such unequal competition.

INDUSTRIAL POLICY GOAL OF MAXIMIZING ECONOMY-WIDE GROWTH
POTENTIAL AND COMPETITIVENESS

I also agree with Professor (Galbraith that we need to have a lender
of last resort. Industrial Development Bank, I think, would be an
important part of this overall policy.

Let me emphasize that the concept of industrial policy does not
imply picking the winners or picking the losers among industries or
regions. I believe that that is purely a hypothetical argument that
people raise against such policy. To the contrary, our goal should be
to maximize the growth potential and competitiveness of every part
of our economy. This means providing needed stimulus to basic in-
dustries like steel and autos and high-growth, high technology indus-
tries, such as large-scale semiconductors, where aggressive foreign
industrial policies threaten to wipe out the lead the United States es-
tablished in the 1970’s.

Two of the main arguments against an industrial policy are that
it cannot be insulated from political pressures which would cause it
to support inefficient industries, and that American Government and
society are too fragmented and adversarial to support such a policy.

I think both of these arguments are wrong. Yon can insulate the
mechanism from undue political pressures. In fact, the second argu-
ment that we're too fragmented and adversarial makes the case for
such a policy, because I believe an industrial policy and a consensus-
building mechanism could help overcome the excessive adversary re-
lationships that currently damage our economic performance.

Another important part of this is to recognize, as you, Mr, Chair-
man, and several of my colleagues have emphasized, that the public
infrastructure investment is also vital to strong productive growth.
Our bridges, ports, water systems, not to mention rail beds, tracks, and
rolling stock are in urgent need of upgrading. I invite vour attention
to the work by Pat Choate and Susan Walter, who completed a sur-
vey of urgent infrastructure investment needs totaling over $3 tril-
lion for the 1980°s and 1990%.

Countries such as France and Japan have used public investment
in profitable high-speed rail transportation as a spur to new indus-
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trial innovation and export. in additien to their direct beneficial
impact on improved domestic transportation.

Finally. it must be recognized that the greatest single determinant of
business investment in new productive plant and equipment is not
special tax gimmicks but rather steady growth of demand and avoid-
anee of recession.

Moving our economy toward full emplovment is the single most
important contribution we can make toward strengthening industry
and improving produetivity growth, Thank you. Mr. Chairman.

[The prepared statement of Mr. Marshall follows:]
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PREPARED STATEMENT OF Ray MARSHALL

Therc are no easy soiudlions te the uaemployment praobhlen, bul experience
snpgests much better approaches than the combinartion of monetarism and supply
side econcmies, commenly known as Reaganomics, which clearly hkas falled ard is

pot likely to werk. The main defects of Reaganomics zre:

(1} It is based on unrealistic assumptions, lacking credible support in

both cgonomis thoery and the expericnce of industrial eccnomics;

(2) It is very inefficlent. relying oo the theory that tax breaks for thre
wealthy and large corporations will '"triekle down" to ordinary woerking people

and the poor;

(3) It is cxtremely regressive in its impact on our society,
redistributing wealth and power from the middle elass and the pour to the rick
and shifting more of Lhe %ax hnrden away from business and high income groups

and onlo low- and middle-inceme consuwners.

The ceonomic consequences of the Adwinistrabticn's pelicies are fairly

clear

(10 The huge 19371 tax cut {based co bhe sosiiption thabl reducing marginal

tax rates for corporations and higher income groups would prestly stimulate
the cconomy and balacee the budget by 158L) was 4 seriously flawed concept
that merely increasod stock sales, personal savings, and the sale of luxury
goods and stimulated speculation and mergers while deing Little Lo inorcase
job—greating investments. In fact Dusiness investrment in 1982 declined
relative tc 1981 an estimated #.uf.  The sale of luxury goods lRQroased
because high income jroups were naide better off by Reaganemies, out we :annot
sustain an ecoromy on the basis of the sale of yachts, mil)lisn-dollar kouses
and the brakerage business. With rising unempiloyment and uncertainty causad
by the Administration's radical economic polisics, confumer demand is
inadequate to sushtain the econony. Moreover. the high real interest rates
resulting from the Administraticn's budget deficits and tighi mency policies

restrain both investment and consumer demand.

(?) The causes of high and fluctuating intcrest rates are fairly clear
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The tax eut reduced government revenues, creating a huge budget deficit
despite the $098.6 billion 1982 tax increase, {In fast, this tax increase,
followirg the large tax cut the previous year. added to the pubiic’s confusion
and uncertainty over ccanomic¢ policy.) The budget deficit increases the
goverament's domand for money a% the same time that the Federal Reserve
Board's restrictive monetary policies greatly limited the funds avaiiable o
the government and those borrowers who are forced to rely on the banks (maialy
small business, home builders, auto dealers, home buyers and purchasers of
consumer durables). The consequebce of greatiy reducing the supply of noney
ani increasing its demand is to cause very high rezl interest rates--the
consumer price index has declined much more than nominal interest raktes. Righ
real interest rates have had disastrous national and international

consequences:

(1) They halted the reccvery Chat wad underway in July 1931, leadimg o
the present dea2p rececsion, Contrary to President deagar unenployment wan
declining when he entered the While House—-from 7.7%% in July "9%0 to 7.3% in
Docenber It averaged £.7% between 1977 and 1930 and har overaged B8.5% sirnce
that time. In addition, bankruptcies have quadrupled beciuse mary busiresses
cannol pay real rates of interest approximating 7-10% Jthue locy-term real
rates have been between 2 and 3I%) when inflationary expectatinoes have Seelined
to less than 6%. Moreover not even largs profitable Lusinesses are likelw Lo
invest  espeeially during perieds of such uncertainty, when hish real ~ates
can be earned ob shurt-term, relatively riskless securities. & major scurse
of instabillity resulis from the Fact that lerge firms thst firasoee internally
fonzy 23% of icvestments came from perconal savings in 16x0; are lest

azpsitive to interest rates snd the avaliability of meney than smaller firms,

(2} iligh interest rates also cause 'rouble in internatiorzl financial
markets. Tnternational financlal crises could cause very Serious disruptions
for the U.3. and other world economies. High interest rates cause the doller
to be overvaliued, which subsidizes imports and reduces our experts by causing
our producks Lo be overpriced in world markets, This overveloation givesn 3sone
temporary relief from inflation by Limiting import prices, vut rontributes to
unemployment in export incustries. This is, marcover @ vaery nnshable

arrangement. because cur export imbalance will ultimutely lead to pressures te
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devaiue the dollar as it did during the early 16705, L woich time higher
import prices will preduce inflalionary pressures, Llhifortunately, Lha
Administratien's laisscz-faire policies make it wonwilling to intervene to

prevent wide fluctuations in exchange rates.

(3) The deficits irduced by the Aaministration's tax cuts alss have
zauscd deep cuts in important government programs. Merecver the
Administration's New Federalism would shift the responsibility for publis
programs to the states while roducang the funds availavle te pay for those
programs, Since Lle states do not have adcquate revenue soureas, they wiil
have to raise gencrally regressive taxes or discontirue services The “idew
Federalism" also would rislk competitive devaluaYion of programs as statos
compete with each cther for industry during periods ol high unemployment
There aloo i5 no puaranteo that there will be coostitueneiss at the shate and
local levels for such national ohjeclives as combilting diserimination ace

serving the dizadvantaged.

(i) Despite the Administration's rhetoric about relting the vovermont o7
aur back, Federal expenditurcs will preobably inercase reintive to GIP above
what they weuld kive heen 1f She 108Y Lax measures hed ncwer bern adopted.

Toe mix will merely shify frem donestic progrems to defens cpanding,

2educendy expenditurcs for goverrmenl infrastructure nonmilitary rescarcl
and develeopment  infermation, and bunan resource development clearly wil
Weaken our econcmy. The real secret of America’s economic suceess has heer
investmenl in its pecple Uslorianately, the Administratiocn's Lrdget deficits
and laissez-faire philesphy force il to roduce these 1nvestments Indced, 1t
is unfortunste that the Administration views goverment non-defernse

experditures as of ne value instead of as publi: investments.

The rate of inflation has moderated considerably, mainly because of the
recessicn and smaller increases in epergy, food and import prices, Howover
the recession has been very costly. In order to reduce inflat:on by ore
percentage point it is necessary to increase nnemployment by one milllin~n and
hold it fer 2 years at a cost tu nationsl outpul of $200 billion for eacn

percentage point reduction in the CPU and an increase in thc Federal deficit
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of $30 billion for each 1 percentage point inerease in uramployment

THE FULL EMPLOYMENT ALTERNATIVE
The nced for a ccherent, effective aiternative to the failures of
Reaganomics is urgent A cogent alternative must realistinally address toe
speclific problems facing our economy: unemployment. infliation. nigh inturesy
rates, low productivity growth, and, nouw, Lhe rneed for ruapld recovaery from @
deep economic recessicn, It must be fully comprehensive and inkternally
coordinated, not just a string of pand-aids and ot a collection of
contradictions such as massive tax cnts %o spur invesiment and high inkerest

rates that choke off investmenty

Without any credible single explanation for complex ecoromit problems.
ané without a painless short-term miracte cure, rothing shurt of a pol:sy Lnat
enplovs a variety of measures tailored £ Lhe multliple zaadges of infliation anid

dnepplovment can be successful e policy must recoyx the complex nature

of the econcny, zomplement and sometimes supplart general wnlaicivs wilh
selactive and sectar-spraific omes, enzourage experimentit:on, and adophk &
langer run persoective, Jn short, macro or stabilization palicies must be
married to micro ard supply-orientcd policies. These combinag approaches

should be structured with cquity as an important cohcern.

An effective alternative policy for the 13803 cantot e a return to the
economic nalicies of previous Administraticns or the almost exclusively
macroeceonomice version of Keynesian demand managemort Lheories,  The latusr tad
created zn intellectusl gpening lor I1l-founded supply-side and monebar:st

ideas,

First, we must recognize that general or macrocconomis polticies, whilc
the most powerful instruments of econciic policy. cannoh de the job alore
Well-honed macro pelicies must be matched by specific measures targeted ta
specific sectors and problems in our economy. For example. macrececchomis
measures to stabilize econcomic porformance, while reasonably successriul da-ing
mest of the post-war period. have become irercasinply ine!fective under the

conditions we have expericnced since the end of the 1960s. Energy price
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shocks for imported oil in 1674 and 1979 incrensed prices throwghout the
economy a5 a result of indirect energy cost impacis and high interest rates
cavsed by tight money policies designed to fight an energy-induced inflation.
The subssquent increase in the overall price levei moved ceconomic authorities
to restrain fiscal poliey and to further tighten moneLlary poslicy.  The resulbs
were the stagflations of 1674-1975 and 1980, Tn each af thesn recessions, Lhe
unempleyment rate soared higher. and in the recovery, unemployment remainsd
higher than before, The reeccssion of 1981-1G&2, the aroduc' of rzalusively
{and misdirected) macrgeconomic measures, has beceome the worst downturn since

the Great Depression.

Oeneral credit, tax, and spending policies must be complemented in a

major way Ly policies targeted at particular sectuwrs, {ne supply-side

complaint about Keynesian econemics as practiced in the 1§70s is largely
valid, Keynesian policies have sometimes tended to dgnore reusouraes,
productivity and other "supply" concerns, All economisits must be conrerned
with bolh supply and demand, and particularly during pericds ¢f recescion, woe
musy z2onaeentrate on improving our productive resources, Lolh material and
human, Thesz prablems must be adidressed, but witheut botl demand managsment
and targeted scotor pragrams, full employment and stable prices wil) rob ke

possible.

Secend, the solutions to economic problems skould be built on a sensible
division of Llabor betwren government, the market., and mecherisms that promote
cooperative problem-solving. While the wmarket can he a marvel at promohing
short-run efficiency, it cannot solve !arger problem, [% zannct prevent
recession, inflation, or create open and fair trade and competition, HMarkels
hy themselves cannot protect the enviranment, secure the health and safety of
workers, eliminate diserimination, promote equal opportunities and adequate
income levels for households, foster long-run basic research and ionevation,
and ensure natlonal security. Indeed, without goverment interventisn to
croserve competitive conditicns, markets would he less effective Lhan they

are

Waile we must rely primarily on market foraes, there can be little doubt

atout the need for a ponitive povermment partnorship with the private sactor
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in addressing imporlan® national preblems. There 15 an important range of
problems——particularly in fighting inflation and strengthcnirg the
international competitiveness of American Industry--that wiil not yieid te the
unzoordinated actions af either tbe public or private sector alore. TPublic
and private partnerships must he forged, establishing o cew inctitution or

EOVE?'TI ance.

Tird, a conrdinated macro pelicy conplemented by targeted scetoral
policies developed oa @ cooperative basis must be matehed with strong policies
directed toward our most presaing problemu: fighting inflatice:, rebuildang, oor
predustive fedustrial base. and, particulariy after the recession of

1981~1682, reducing unemployment

The absence of specific anti-inflation policics in the Seagnn program ko
left the sntire burden of fighting inflation to monatary policy, with

ion

disasterous results of record real intecesh rates produsting near depres
conditions. Expanling supply and reducing costs in coucerlrated inflationar;
secbors can do a much rore officient job in lowering inflation, as ean
developing a consensus among industry labor  «nd goverment on the appropriatse
interplay between price:d, incomes, anu cconomic policy Rebuilding our
productive industrial base can make funerica's industries nore competitive und
its johs mere zecure while reducirg inflationary pressures for the leng ron
And fighting the effecls :f ~ocession through reducing vienployment :an help

us nove more rapidly teward o healthy, stable economy

The: preeminent poal puiding economice policy Lo full emplovacnt

ent means Lhe fulil ctilization of our rmuaterial resouces  such 48

Fui! employ
Indusirial plant and aquipment  and the full enmplovment of cur fwanan

reseurces——g meaningful job for wery porscen abhle 4o wark Tf dane propm

this would go more thon anything else o improve productivity and reduee

inflat:icnary prossures Tae policy mix should be kenvily weighted toward

direct measures to roduce unemplayment, and selective policies in wreas nu
as energy and transportation, Targeting iovesiment and job ereation on
population groups, geographic areas, and industrial sectors that are
underntilized or where shortages now exist. or could exist is geod emplowment

policy. gooud anti-inflation policy. arl gocd socisl pelicy, Providing job

17=-871 0 83 4

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



46

skills and opportunities for all groups and regions is the single most
tmpertant step that uwe can take to improve education, combab crime, and

enhance the standing of and oppertunity for all our citizens,

It is fashionahle these days tc argue that Federal emplovment and
training programs have falled and cannot be effective insiruments of naticnal
policy. Critics point out correctly that private secter employment and
training is the best option for unemployment, oub this aption is not always
available——especially when unemployment ia over i0%--so pubiic employment and
training is better than unemployment. This negative assumption about
selective programs continues to influence policy, despite aumecrous detailed
evaluations to demonstrate that these prorams were good public iavestments,
despite incredible instability because of constant changes in laws and
regulations and conflicting Congresaional mandates. In order to overcome
these funding problems, new Federal employment and training programs must have
greater funding stability..-like earmarked Federal funds (as soggested in the
Maynihan-Mathias National Conservaticn Bill to oub young people 1o work In
conservation projects, which would earmark revenues {rem Federal parks andd

forests for this purpesc)

Coordinating Menetary and Fiscal Polley

Because meney ia difficult to define and wmore difficult Le rcontrol  and
because high and vclatile interest rates leading to rucession are the most
likely result of restricting growth of the money supply, the facus uf averall
eccgromic policy should be the level cf GNP, After 211 menzy is @wercly
means to an end--real output Concentrating o GNP and employment will farus
greater attention on the real ends of egonomic policy and require preater
coordination to achieve those ends, The most important immediate
macroeconomic policy objectives should be to reduce real interest rates.
Indecd, the favorable outlook for near-term inflation and ¢il prices creates
an excellent environment for the reduction of overall interest rates--an
opportunity that will be missed by the Reagan economic program. Ousz
inadequately appreclated benefit of such a policy i3 trat it would allcw
interest rates to be lowered in other counries, particularly in Europe and the

Third World; there, as here, lower interest rabes would halp stimulate output
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and alleviate unempleyment, thus raistng overseas demand for U.S. export

industries,

The primary goal of moretary polley should bLe interest rates that are
stable and just a little above the rate of inflation {unlike the 1987~1952
interest rates ranging from 5ix to 12 points above tne inflation rate) lligh
intercst rates discourage capital investment: lower. more stable rates would
be the most effective arnd equitable means to stimulate investmernt and aleo

reduce inflation by cutting the costs of barrowing.

Furtker. the large and unproductive expenditures required to pay interest
on the hupge federasl debt—-now over $100 billion annually--ccould be

significantly reduced.

A major defect of monetarism as well as other policies thad weuid rely on
fixed formulas to control economiec activities is their foous on means (moncy
or budget deficits) which destubilize outcomes--gross national produnt,
employment . investment. It would be much better to focus en outcomes, The
Congress, in cooperation with the Federal Reserve and the White House and in
consuttation with sueh private sector groups as lazbor and manapement. should
select compatidle employment, growth and price targets and coordinate monetary
and fiscal policies to achieve these objectives. 45 the creature of the
Congress, the Federal deserve shoauld not pursue a completely indopendent
course and force the Cohgress to adjust economic policy gnals ko fit that
course regardiess of the cutcome, Indeed, the Humphrey-Hawkins fet requires
the Federal Reserve Board to report on how its policies will respend te the

goals set by Congress.

Some might obiect thal inereesing the money supply would fuel
inflaticnary expectations and therefore increase rather thar lower interest
rates, hut I do not accept that analysis. Increasing monetary growth probably
would increase inflationary expectations in the loog run. But a one time
increase in money growth wouvld inerease inflaticnary expectations only
slightly,if at 311.2 especially when combined with coordinated monetary znd
fiscal policies to stabllize interest rates, prices, economic growth and

employment. As Con Nichols testified before thiu Committee in June, an
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increase in the money supply probably would inerease prices less than the
increase in the maney supply. causing an increase in Lke real money supply and
orehsbly wonrld cause a substarntial lowering of interest rates (perhaps a 2
percentage point reduction for 2 1 percent increase in the monetary target 3
A5 Michels demenstrates, economic performance has worsernaed considerabiy cince
tha 19505 and 1960s when policymakers concentraztea on cutoomes rather than

budzels and the money supsaly. The present hizk interest rates are cof because

of inflaticnary speculatiorns. but becawse of resirictive monevary policies in
the face of huge budget deticits--inflationary cxpectaticons are about €%

ac2ording te a poll by the New York Stoek Exchange.L

The Fzderal Reserve Board apparently has rocently temporarily relaxed its
ronetary restrictions by fouusing on My and Mg as well as M) while this is
welesne, it is no substitute for ar effective and coerdinated monetary pueiicy

L Tupper'. soeoronic outooine goals.

Adjustments in this overall objective of monetary peliry will) be required

amic ciromstacens change  ‘fowewver iE is fiscal policy ihat sheuld be

shaopromary teol Cor restraining ooergregate demand when iU beyins to oukstrip

ctpa ity and penerate intflation (er  conversely, stimulating demand whon

arderutilized wananity and high vnemploymeni nee2 to he eounteracted) Since

interust rates ean reduce inflation only in interest-sencitive s=ectors of

hig:

the czonomy and then only hy -~2ducing productive investment and incre nye

urerployment and lowering sales, the angoing fight against iaflation should be

waged more dircetly with targeted anti-in€laticn programs ratner than with
exaaesive reliance an aeress-the-board tight money peliczies,

In arder Lo ennance the filexibility of fiscal pelicy. severat major
chianges shouid be adnpvted.  First  actomatie stabilizers suoh os unemployment
insuranc. must be recognized as vthe most effective means to sustaic purchasing
power and cushion the impact of an ecconomic downturn. Due to the length of
the hudget ceyele (usually more than a year to complete both Lxecutive and
Conpgrensional acticn) and economic tarecasts that generally are not very
sezurate beyond two quarters in the future, discretianary poliay--sperding or
tzxing--is very difficult Yo implement in a timcly faskion, Tu addition,

roliey 2hanges that are intended to be temporary aften have a way of beccming
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parmanent,

Consequentty, fiscal policy should be desigred ta be much more ayclicaily
respensive, Hew automatic stabilizers that directly creste joos should be
developed. They would itclude jobs and training. public works, and revenur
sharing. Expenditures for these programs would be triggered on when
unemployment rises to a eertain level for example 6 percent. and shut off
when ft drops below this level This distribution formula would ensure thit
groups and areas with particularly high unempioyment rates would be the
primary beneficiaries. Tax policy could also be revised to contain a
countercyclical dimension to promote increascd investment iraining and job
creatisn during recessions. Conservatives who do not trust government and toe
political process prefer rigid formulas for increases in the money suppiy or 2
constitutional amendment to require balanced budgets. 7These would be

automatic destabilizers rather than the automatic stabilizers advowated here

The 10.1 porcent unemploynent. which could rise te 11%, and the -urrent
disaster in the eonstruclion, suto, and other interest-sensitive indasniries
val

patnfully show the nced ta implement a more responsive and stimulstive €
polizy. In 1981, fiscal policy was actually restrictive on a high-employrens
budzet standard, and it remained restriclive throupgh the first half of 192
According to the Congressional Budpet Office, cach | percent rise in
unemployment increases the federal budpget deficit by ahout $30 billion
{roughly $11 billinn in increased ocutlays and $19 billion in lost reverues)
Moving even to a mecdest 6 percent unemployment from 10 perasnt would Lharzfore
reduce the current federal deficit by some $120 billicn, deficits ¢t 195° and
1982. Moving to S pereent unemployment would improve Lhe budget by » full
$150 billion. surplus. Witk the fisecal brukes on and the monetary braics
applied vigorously by the Federal Reserve Board, the 168141982 recession was

3s deliberate as it was unnccessary.

Second, fiscal policy should be restructured to reduce or eliminate tax
preferences that serve as incentives for specuiation or unproducktive
investment, Tax giveaways to the wealthy such ag "Al)l 3avers Certificates”
and misdirecled business incentives that generate little ar no inercascd

savings and investment for cur cconomy must be replaced with targeted
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incentives that are both effizient and fair Likewise, expenditure programs
chouid provide strong incentives for people to nmove from depcndency to self
suppert, Retraining disadvantapged workers or those dislocated by permancnt
layoffs with skills nceded by industry are examples cf proper prcgram design.
By simply cutting programs or reducing benefits for the working poor. and
providing a 95% tax on the earnings of welfare recipients, the Reagan progran

creates strang disineentives %o work or adjust to new economic conditiens.

Coution shculd be exercised on the tax side. Uverly ambiticus tax cut
imposed as part of President Keagan's tax bill ewtend for years into the
future, cutting goverament income below viable levels, and reducing the
stabilizing power of the federal budeet  The virtual elimination of the
corperate income tax and a 2% percent cut in personal income taxcs s simply
fiscal irresponsibility., Increased revenue for future years is needed. T4
might most effectively be raised by closing loopholes, eliminating the
automatfe tax cuts for years after 1984, and finding luss costly substitutes
for the highly inefficient supply-side tax cuts for ccrporaticns and tae weil-
to-do.  The stated objectives of the supply-side tax program--incentives for
savings and productive investment--can certainly be ackizved without unfairly
skewing inceme distribution and without bankrupting the federal goveraoment
Indeed, realizing the social dividend from a full employment economy would be
much more effective. Further, targeted incentives for productive investment in
physical ecapital (plant and equipment} should be matehad with incenttves for
investmert in human copital particularly for educabion and skills and job
training. Public jnvestment and incentives for employment and Lraining have
the advantage <f adding tc productivity without unfairly tilting the

distribution of income.

Finally, the current federal deficit should be replaced 1n publie debate
with mere meaningful measures of stimulus to the economy cr of the impact of
government on the private economy. ‘the size of the U.5, budget deficit bears
little relationship te our inflation rate over the past several years.
Moreover. countries such as Japan and Cermany have much lower Inflation rates
with much higher government deficits than ours. High deficits are a natural
and largely unavoldable result of continuing #low growth andé excessive

unemployment. Moreover. the size of the deficit is doubly distorted by high
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inflation and high interest rates; over the past decads, cutlzys for debt
seryice have been the fastest growing major segment of the budgebl, rising au
an annual rate of 1% percent compared with 15 percent for income transfer
programs and 11 percent for the budget as a uwhoie. This year alone, the
federal government will spend more than 110 tillion eon interest payments—-

trailing only the military and Social Security among federal expenditures.
Fighting Inflation

A comprehensive anti-inflation policy should combine four basic

inflatton-fighting strategies (none of which are used in the BReagan program:

(1) & balanced general economic policy aimed a% steady growth, strong
investment in physizal and human capital, and high levels of capacity

utilization;

{2) A targeted sectoral program designed to ircrease supply., and rednce

custs, and improve cfficicncy in inflation-leading sectors;

5 ane

(3) An eguitable wage-price pelicy developed on a coaperative ba
based on a fair sharing of the sscrifices needed to bring intlation under

control; and

(4) A policy to insulate the imerican economy as muck as pocsibis from

external financial and energy and food price shocks.

The =ost appropriate macroecenomic policy for Lhe fight agalnst inflaticn
is summarized in the previcus section. General macroeceonomic poiicies alane.
hovever. cannot meet specific inflationary pressures in our cconomy. The
inflation we have endured in the 19703 and early 19808 is not the classic
textbook case of inflation in an aver-heated econcmy, where many produnt znd

labor markets are pushed up against their capseity limits.

A policy of excessive monetary and fiscal restrainrt cannot suzceed
against the sectoral causes of inflation, or will succeed oriy by accicdent an
at great unnecessary cost to the goonomy and tne people. Dimply statec,

recession is not the selution, Indeced, recessioh oniy exacerbates the long-run
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inflation problem by cutting investment in human resources arnd new productive

caparity

in anti-inflatinrary pollcy for a primarily sectoral inflation should

feous on the four sectors that account for 63 percent of U.S. inflation:

1, Energy! Encouraging enersy conservation af all kinds, re:idential
irdustrial eccmmercial {ransportation, ete. . promoting the
develooment of rew domexfic supplies, particularly those of a
renewable nature, and building up petroleum reserves as rapidly as
possitle te reduce vulnerability to extercal energy supply and
price shocks.

no

Housing: felively expanding--not restricting--new supply and
developing ‘Lerhnelogics for reducing costs in the construction of
new housing.

3. Food: DRuing periods of high production and low price to build gea
resarves domestically and interanationally, and developing a grain
export hoard, as used in the other two leading grain exporiting
countries, Canadia and Australia, to manage cxporbt sales to large
Foretgn buyers.

4, Heslih Carel Encouraging further preventive health core through
kealth maintenance or ] fors (iMOs) ard moving toward a systen
ol nebional healil insiranc will reduce rates of illress ard
dizense and contain the costls of treating them.

At final cootural concern, the accelerarvion of military spending
oromeszed by the Ressan Administravion #nd eaderued by Conpress (7 peracont

anteuley in #erl ferms) must he examined as an indeperdent source of

inflaticnary vressure The rensson defense :pending 1s 3o inflaticnary -ies in
the natare of the pracaroment process,  The vrocurement process s burdiy
stupject 1o the eompotitive pressures of the markevplace; 60 peorcent of

© uoce source and only § percent is based on competitive

military precurement,

o

Tre aapnitoede of tho defonse procurement problenm is illustrated Ly the

f2ct Lhat during the last toree ronths of 1680 atane, the overrun on 40

wagpens systems otolioed $47.6 Billion, about equat to the fd-einistrabicn's

entire dumestic huimet suts for 1982, The defuense sceior can drain capital

away from pro€uctive civilian indusktries and zway from other povertinent
prograns; it shifis key human resources, such an scientists and engineers, as
well as scaree materiais away from the civilian zconcmy. ‘These resource

shortages bid up prices, thereby inercasing inflation. While we musl maintain
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an adequate national defcnse, we must also serk Lo lessen the crushing impact
of rapidiy escalatirg miiitary spending, We also should vigorously pursue
arms reduction and disarmament negotiations and persuade our overseas allies

to shoulder a falr share of the defense burden,

The third element of a comprehenaive anti-inflstion policy is a mechanism
for agreement among government, labor, and industry at the highest levels on
the price, wage, and income growth rates that are consistent with steadily
reducing the overall inflation levels, TFor such 3 consensus-based policy to
worx, ail the key players must take part directly; and ait farms of income
must be on the table--not just the wages cr prices, but rents, dividends, and
interest as well., The govermeat's role in sucik a system goes beyond
enforcement to upholding its end of the bargain--fzir aed effective economic
policien consistent with economic growlh and reducing inflation. The
founcation of the suxcess of such a system is a participatory process for
making decislons and a fair sharing of saecrifices in implementing the resulis
Am=ricans are reausy Lo accept sacrifice in bringing down inflatico, bui oaly
if they sce all of us sharing the burden. Thiz perception Jocu nol exist

under konaganomiasg.

Rebuiiding American Industry

The essence of Sonnd econemic policy in the fature will Le %o Integr e
tho wide wvaricty of pulLlis and private ssctor decisions that bear on Lhe
nation's capacity tu acnieve full employment  cconomin growth and stableo
prices. A mean’ must be created W estanlush and d:seuss realistic lonpg-tors
goels, review private sentor responses to publie secter stabilization

policies, reselve aonilicting ohjestives, and construct the proper mix of

general and selcchtive policiesz., To e eoffective, suck discussions must

involve 211 the major concerncd rarties—-industry, labor  and governoient

Suenh eonseitative forims neve worked wel: in this country. The Stenl

Tripartite Committos, Yormed in 1077. brought togebher the leadership of toc

steel industry, iabar znd the heads of the goveramen' sgencics Lo exaains the

industry's prodlems of international trade, ocoupationsl safety and health

environmental protectinn, investmeant taxes, plant closings snd
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worker/community adjustment programs, and new tecknology for steel producticn.
In the summer of 1980, the Steel Tripartite Committee made a wide-ranging set
of recommendations tec the President, many of which were accepted, leading to
the widely acclaimed “steel stretch-out" for mecting ervirormental deadlines
and ather policy changes. The Construction Industry Coordinaticn Committees
have brought together labor. construction management and concerned government
officials to develop ways to reduce the extreme seasenal {luctuaticas in
construction actvivity—-fluctuations that add to inflalionary pressures by
creating manpower and resource shortages in the construction industry, Cther
recent cxamples include the airline and ¢oal industries, For more general
economic policy consultiation among business, labar. and govermment we have the
examples of the Reconstruction Finance Corporation (REC) and the war

Production Board from the 15303 and 1940s,

Bringing together the cxperience and expertise of labor management
government and others with a stake in the future of our economy wouid
unidoubtedly improve our ability to target searce resources snd revitaline our
eccorcmy. In may areas we suffer not from a shortage of resnurces, such as
investment capital but ratber from an inefficient allecaticn of thosz
resources among industries and amcng users, The challenge today zalls fur a
forum for building a policy consensus to address such necessary guestions ae
inflaticn and the reconstruction of our aging and weakened industrial base,

including trarsportation, communication and encrgy-providinn facilities.

It is often observed that Japan, Germany und other European ccuntries
sueh as Austria and the Netherlands were given a great boost in their
industrial capabilirty as a result of having this capacity destroyed during
World ¥ar II. In fact, those countries are now into their third and fourth
generation of jndustrial cquipment; Lhis supposed "sdvantage" of total
military devastation lies far in the past and does not account for their
economic strength today. Out one enduring gain these countries did receive
frem this experience was a recognhition by all cf the groups in their socigties
that they had tn work together to restore their shattered ~conumies, Tlessz
countries quickly produced consensus-building institutions for joint
consuitation, corcerted action, and in some cases joint dezision-makirg on the

futurc of their fndustries, regions, and national economins,
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Since existing formal or informal institutiona are not sufficlent. a
tlational Economic Policy Foard (HEPB) should be created. The members of the
board would inelude laber business, government, and independent experts, The

Federal Reserve Board alsc should play an active role.

First, the board would provide a means through which discussions could te
held regularly on cconomic performance and furecasts, stavilization policies
and the reaction of »private sector institutions. In addition, it would be a
major mechanism for providing continuity in economic pelicy, particularly s

Administratiens change.

Second, the board would provide the right framework for worxing out thez
incomes policy needed in the fight against inflation. The major elements of
the economy would be represented, and in the hoard they would also have
responsibility for the overall economic policies into which sguccessful wage

and price policies must fit,

It i3 not at all clear that a wage-price paliey can be made to work.
There are formidable operaticnal problems to any such policy--whether a tax-
based incemes policy or direct woge and price controls. MNeverthelesa, if the
alternative is either escalaling inflation or high levels of unemplojyment. it
is important to attempt to gain consensus on some wiage-price policy, | would

5 rather than a specific formula, because witheou'

stress the tonsensus prece

consensus no systen will elther be adopted cor work satisfactorily.

Third, the bhoard would be the vehicle for framing a coherent industrial
policy. The U,8, already has an industrial pelicy, but It is neot the result
¢f 2lear and systematic thinking. Trade policy, taxes, regulations, energy.
and ever: interest rates have a significant impact on the structure of the
economy and the opportunities, or lack of them, for industries and firms. In
order to resolve structural problems, anticipate future reeds, and integrate
secteor policies with stabilization policies, it is time to coordinate those
decisicns and al the least understand their consequences, One of America's
major disadvantages relative %o Germany and Japan (s its failure to develop a
systematic industrial policy. 1In fact, foreign export-driven industrial

policies—in the zbsence of a more systematie U.S. industrial pelicy--have
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undermined the future of American industry in secters ranging from stecl and

machine tools to semiconductors and fiber optles,

The eore of American industry will not torng survive sucn uneqgual
cempetition. Tne worx cof the board and its industry comsittecs should be

augmented by an industrial develcpment bank to channel investment into long-

term economic development Such a bank could be financed Llargely by private
rescurces with special conslderation given to using poolcd pensivn fund money.
However. it would be in the national interest for the bank to receive
appropriated funds and he authorized to borrow additional funds. The
development hank could conbine existing Federal credit pregrams and should
give special attention to the eredit needs of snall businesses and state ard
local governments, The bank could be patterned after the successful

Reconstruction Finance Corperaticn entablished in 1927,

The concept of industrial policy does not imply "picking e winners" or
"picking the losers” ameng industries or regilons., To Llie contrary, our gnal
should b4 £ maximize the prowth potentia) and compectitivencss of every part
of our econcmy, This means providing n2eded stimulus Lo bagic industries like
steel and auto end to high—growth, high-technoleogy, industrics such as larige-
scaie semiconductoars, where aggressive foreign industrial psalicies threnten te
Wwipe outl the lead that the .S, established in the 1470s, which has been scen
in the textile industry, now a nev exporter of some 8% biilien annually
reinvigerating established industries whase competitive pesition has beer

ernded in part by a failure to inskall modern cquipment and technolegy.

Two of the muln arguments against an industvizl policy are Lkat it caonnot

cause iV to malle cecision:

be infulated from political pressures which wo

to support inelficient jndustries and that the jmericen pgovertment and society

are too fragmented and adversarial to suppert industrial potizies dith
respest to the first. it iz nebt at 4l) clear that o political deeision haged
on Congressional review is inferioer te econamic decisiong based on short-run
market consicerabions that would destroy basic industries, or subject Lhem to
unfair competition from abroad. Even so, it would be possible to Insulate the
bank from undcsirable political prassures aS has been dour with the Fuderal

Reserve Board.
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With respect to the second argument, it is true that American ecchomic
policy is too fragmented and government relations witn the private sector are
too adversarial, but that 33 precisely why such a mechanism is needed-~to
overcome these prohlema, fonrdination ond egnscnous g Dides i ot )
but they probably are essential lo economie sLability, growbh, lnternatlonal

competitiveness and the full uvse of our human and material resources.

45 the textile and steel industry examples demonstrate, many z=lements af
a successful indusirial policy do not invelve providing capital subsidies to
business. Tarpeting R&D toward areas with commercial promise, adjusting trade
policy (including foreing other countries to lower unfair barriers to U.5,
goods), providing antitrust waivers for joint R&D activities in large-scale
industries, and adopting environmental and other regulatory requirements Lo
specific conditons in individual industries (e.g.. the "steel stretch-oul™
legislation for industry clean air compliancec) illustrates the variety of
cost-free instruments of industrial policy. Our nation peads Lo target
limited economlc resources in a way that will assure healthy irdustrial
development and full employment €or the fmerican econcmy of the 1980s and

oeyond.

Public infrastructure investment is 2lsa vital Lo strong productivity
growtn. Our roads, bridges, ports, and water systems not to mention rail
beds, tracks, and rolling stock are in urgent need of upgrading or
replacement. Pat Cheate and Susan Walter have completed o survey of urgent
infrastructure investment needs totalling over 33 trillicn for the 16805 and
19905.5 Countries such s France and Japan have used public investment in
profitable high speed rail trancportation as a spur to new industrial
innovation and exports, in addition o thelr direct beneficizi impact on

improved domeztic transportation,

Finally, it must be reccgnized that the greatest single determinant of
business investment in new productive plant and equipment is not special tax
gimmicks but rather steady growth of demand and avoidance of recessioans.
Moving cur ccoremy toward full employment is the single most important
contribution we can make toward strengthening industry and improving

productivity growth,
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Equeity and Efficien Tuii Employment Ssciety

Conaervative ard supnly-side ecunomizts often contend thel equity and
efficierey arc ircompatible goals for our economy. In the 1980s, it is far
more Important te understand fhat efficiency may be unobtainable without
equity, and that equity and efficiency gozls must be mergnd Lo achieve 2 acre

succezsful econonmy znd a more humane socicty,

A full employment socicty hest represents the practical umity of eguwity
and effininncy. Fall empleymernt is the most efficient route Loward incresced
productivaty and rediced inflavion, Full employment alse means that cvery
American able and willing to work can enjoy the dignity »f a decent job., 1In
achjeving fuil employmenrt. groups that are hard to cmploy in times of
rezessions or high ubemploymen® c¢an be brought intu the warking econowsy and
given the digrity that only a job can provide in our modern society Ful”
employmert thus means full empleyment for all groups of our :itizens, as wel!l

as our full industrial potential

Achiaviog ond maintaining full employment aizo provides the sast
vefficient” solution to the problems of poverty, welfare crime. detericration

urban tax bases, and :leclinirnp educatisznal aenievement

The overall framework of econcmic policy necds to be cemplemeaterd by an
acrive employment and training nolicy to prepare our worker: and polentizl
worrery for the jcbs of todny and tomerrow., While the Administration and
Corgress have corcantrated on impreving the physiezl side of the nroducticn
process--with tax rewards for new plant and egquipment and research and
development--they have similtanecusly turned away from a comnitment to the
human side of the production process: the workers and =kills necessary for
productivity and economic growth. The Federal employment and training system
has worked reasonatly well. decpite numerous problems that any new propram is
ltkely ta have. We should concentrate on solving the problems ratber thzn a
mistaken argument that the preograms do not work nderminitg our ccuntry's
investment in people. or humae capital directly contradicts this
pdministration's massive financial incentives for investment in physical

capital and undermined prospecls for any progress toward improving ultimate
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productivity, the stated target of the Adwinistration's massive tax cuts. A
sensible economic policy must reverse Reaganomics' destruction of
productivity-enhancing programs for education, children, and childhood
putrition, and skill training. America'’s historical commltment to a streng
educational system must be renewed, not absndoned, 4nd our employment and
training programs necd to be improved and expanded, not wiped out in this time
of deep recession and rapid economic change, Investmen®t in "human capital™ is
all the more important as our economy hecomes ever more technology-intensive

and complex,

In the interest of both efficiency and equity, the programs that protect
workers from the adverse consequences of econaomic dislocation should be
strengthened, not weakened, for the 1980s. Workers who lose tineir jcbs need
the protection of unemployment insurance and other adjustment assistance in
order to make a transition {nto appropriate new jobs where their skills and
experience can be utilized and develeped--and not last to society amdl trne
worker  Plan® closings should be a stimulus fcr retraining and mobility
programs common in Furope that allow displaced workers to upgrade their skills

and move inte new produntive lines of empioyment.

Taken together thece investments ie our :hildren and in cur workers can
be seen as the third ayailable meuns of reviving productivity grewtn. In the
centeit of stable macro pelicies {including low interest rates) geared to
rearhing {ull cmployment, productivity will be strengthened by sunstitutior
conscisusly considered, coherent industrial policies in placze of today's
accidental and incoherent industrial policies, by undertuxing recded putiie
investment in infrastructure sod by recognizing the necessity of strong punlic

investment in the people whn make up our country 2nd our worktorcc.

The need for a decisive change of course could not be more urgent Shan at
a time when record millions of pecple are cut of work and a consistenlly
optimistic Administration itse:f predicts unemployment continuing above %
percent. We ure well down the coursec desaribed some months ago by Herbert
Stein, nhair of the Presldert’s Council of Eeoromic Advisors under Richad
Nixon: "If the captain of the ship 22t3 out from bew Yorik harbor with a plan

of sailing north to Miami ‘'Stesdy as vou go' will not be a sustalnable
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pelicy, and that will be ciear Defore the icehergs are sighted." A3 many ha
predicted when the compass sebttings of Reaganomics were first announced, the
irebergs are now arourd us, with a vengeance, While many adriife the
President’s ability to sell his prorrams to 2 «diserganizecd Congress and
Mmerican public, excellence in the pursuit of error it hardiy a commendable

virtue,

1 feel the full empleyment alternative to Reapganomics cutlined in this
paper provides a much more solid ani credible foundation for economic

recovery

The proposed combination of coerdinated general economic policies,
targeted anti-inflation policies, consensus building mechwsnisms, industriz!
policy, and antive employment, education and training poiiciez represents the
most direct path %o a full emplayment scociebty. It is a path that this ecountry

must take.

One of the hest Investments a socliety can make is in its people--to sllow
its citizens to develop in accordunce with ttheir atilities and interests,

This i5 the essence of the freedom we desire,

The national govercment cannot e¢mphasize certain kinds of freedoms and
forget others, Free narkets reward those who have marketi power hut Lhey déo
not improve opportunities for tuose wano have little wealth or ircome.
Creating the conditions for equal opportunity must therefore be a major
responsiblity of government. The federal government has increased freedom
from want, from discrimination, from poor housing, from tyranny, from
ignorance and from economic exploitation, Freedom is indivisible. We carnoy

emphasiz¢ only those forms of freedom that benefit mainly the powerful
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Representative Retss. Thank you, Mr, Marshall,
Mr. Wirtz,

STATEMENT OF WILLARD WIRTZ, CHAIRMAXN OF THE BOARD.
NATIONAL INSTITUTE FOR WORK AND LEARNING, WASHING-
TON, D.C.

Mr. Wimrrz. A personal note first, Mr. Chairman. I submit, quite
respectfully, that I was totally taken aback by your introduction of
such a -twng13 partisan note into this debate right at the outset of the
hearings, Mrs. Wirtz is here, Her home is St. Louis, and I dedicate my
remarks to the St. Louis Cardinals. { Laughter.|

Representative Reuss. Let's dedicate them to beer. and we've got.
everybody. [ Laughter.]

My, Wirtz. I guess four economists and one lawyer is about an
equal deal.,

I have only a few “minumental™ footnotes to add to these macro-
economic comments, some of which I don’t understand, but I an so
impressed when four economists agree on everything, that T am will-
ing to take all of it for granted, and only to add u fow little, much
smaller notes on my part, to summarize very briefly what’s in the
longer paper.

Yon asked first for an assessment of the overall economic condition.
Responding in terms of the announcement last week of a 10.1-percent
unemployment rate, I can only say to you that from everything 1
know that figure grossly understates the situation.

When you mention the prospect of the committee submitfing a pro-
gram for the Congress™ broader consideration 1 hope, first. that there
is included in it a suggestion that we develop some better measure-
ments of this situation. Congressman Hawking and I were talking a
little informally before the hearing. ¥We were thinking back to some
14 years ago, when we were trying to develop a “hardship™ index.
There's been great progress in that, and there are now two quite re-
sponsible developments of what is ealled, I think, most generally, an
employment-related hardship index.

One of those is by the Center for Social Policy Studics at George
Washington Univ ersity, the other, by MDC, Tne., in Chapel Hill, X.C,,
working in cooperation with the Research Triangle. What ic lwmg
done is to take the unemployment figures, the poverty figures and
other indexes, and bring them together to try to develop w hatever may
be the hnman implications of what we're ta]klng about,

I don’t know how much effectiveness there is In any statistics in this
particular area. I don’t know whether the 100 million decisionmakers
in this country make up their minds on the basis of a statistical index.
Yet we ought to have the best possible index we can, If we bring to-
gether the hgur'e:«, on poverty and the figures on emplmme\nt tie in the
relationship between them, as these new studies ave domrr we get sonie
very interesting results,

As nearly as I can read these hardship index figures, if you take into
account multiple earning wage carners in & particular family and all
of these other things, the number of workers in families whose earnings
won’t pay the bills now is about twice the number suggested by the
unemployment statistics themselves.
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If you go on and look at the situation a little further, adding in
the members of the family, there are between 23 and 30 million people
in this country—members of families in which one or more persons is
working or trying to work—who are seriously adversely affected by
the current nnemployment situation. That iz about 1 out of 7. You get
some very interesting figures when you move beyond the mechanies
or beyond the sterlhtv of these traditional economic indicators and
try to figure out what they mean in terms of people’s lives.

There 33 another difficulty about the traditional index. Because it
doesn’t tell us anything abont the causes of unemployment, it in itself
suggests nothing about the cures. More specifically, it doesn’t break
down at all the difference between what the economists identify as
cyclical unemployment on the one hand and structural unemployment
on the other. This country is hurt seriously today by the prevalent
assumption that unernployment 1s essentially a matter of ups and
downs and will respond quickly to whatever is done, as far as the
economy as a whole is concerned.

T'wo of my colleagues have already made this point, so there is no
reason to develop it more fully. I believe it was Professor Eisner who
mentioned what is suggested here as the likelihood that if we should
get econoic recovery in this country by every other measure, the
unemployment rate would probably still be between 6 and 8 million
people.

I hesitate to mention this, because of the possibility that somebody
18 going to misuse it, to say we can’t get below a 6- or 8-percent level.
I have been testifyi ing Lefore this conmittee for almost 20 years now,
and my position has been every single time, as it is today, that the only
decent definition of full employment is someplace between 3 and 4
percent. We can't get below that, because there are people moving in
and out of jobs. But it is time for somebody to start talking about. full
employment again. It is a realistic goal, yet it is going to require to
veach 1t, putting employment in the first place, instead of someplace
else on down the line.

The committee has also asked for comments on particular possible
construetive measures that can be taken, and really my colleagues have
mentioned ahnost all of those which I have in mind, so I refer to only
one or two, I think the Job Training Partnership Act which has just
been passed is a good act. It is a training act, and it leaves out jobs
entirely. The attempt in the last few days to suggest to the country
that this administration has passed a jobs act just isn’t right. What
has happened, of course, is that as far as the public employment biil
15 concerned, this Scnate has, in cffect, rejected what the House did as
far as that employment bill is concerned.

I can’t understand how in any circumstances there will be a decision
made what would be about 200,000 or 250,000 jobs to the ppop]p who
need them most, doing things which the country needs badly. I can
only interpret the rejection of that bill asa decision that it is perfectly
all right to place the burden of removing inflation on those who are
least 1n a position to support it or to carry it.

As far as the temporary measures are concerned. I would suggest.
only one thing that hasn’t been mentioned here. The nnemployment
insuranece program is seriously in need of attention. It is really a kind
of sad commentary on our creativity that all we do about unemploy-
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ment insurance legislation is wait until we are in the middle of a de-
pression which we knew was coming, and then get into a debate about
whether to extend the benefits or not. And we don’t de anything about
the structure of that program.

NEED ELEMENT IN UNEMILOYMENT INSURANCE PROGRAM FOR RETRAINING

Quite simply, I think there ought to be added a program, as a sub-
stantial element In the insurance program, which makes it a retraining
program. We are spending about $23 billion this year on unemploy-
ment insurance benefits that will go to about 10 million people. It 1s
just protection, Most of it is not being used to support a retraining
or job placement program,

There are some exciting things going on around the country, all
of them involving cooperation between employers and unions and the
educational aunthorities. And without taking more time to develop
the point, I would hope very much, Mr, Chairman, that considera-
tion is given to making the unemployment insurance program in this
country a constructive as well as a protective program,

Moving on to the longer range aspects of this matter, I am not a
good witness. When the talk is about monetarism, and so forth, I'm
lost. You will get better counsel than mine, I don’t mean to duck the
point. 1t seems to me we are in trouble in this country because we
are spending far, far too much money on suicidal munitions, and not
passing the bill for it on to the taxpayer. My reaction is quite simple.
It is that a very large amount of the military budget, including par-
ticularly what is going into nuclear weapons, ought to be diverted
through public and private channels to making things which people
in this country need and which they can use, instead of making things
that threaten to blow up the rest of the world. If that were done,
employment would go up and inflation would go down. I know those
are oversimplifications,

You do include in your letter of invitation, and you, Mr. Chairman,
referred in your introductory remarks to investments in education,
training, infrastructure, research and development and that’s really the
only point on your agenda to which I can speak with any particular
competence,

Professor Eisner has already referred to the importance of human
capital theory and to the development of the human resource. In your
point No. 1, Mr. Chairman, you identified the importance of the
infrastructure, in terms of physical assets of one kind or another. I
know from all you have done that you would count the development
of the human Infrastructure equally important, Instead of talking,
under the circumstances, about the nuances or intricacies of human
capital theory, let me suggest just four little items which will illus-
trate other much more important things which it seems to me we ought
to be doing,

There is pending before the Congress what is called, I think, the
American Defense Education Act, appearing under the sponsorship
of Congressman Perkins and Senator Pell. It is modeled on the Na-
tional Defense Education Act of 1958, It is directed particularly
toward the very significant current and prospective shortage in this
country of scientists, engineers, and technicians, There are a lot of
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jobs in those particular areas which it is very important that we fill.
f would suggest the country’s serious consideration, paralleling its
response to Sputnik, however many years ago that was, of an identifi-
cation of all of the needs which are going to develop as we move
into an information society and the taking, then, of whatever steps
are necessary at the Federal, State, and local levels to gear educa-
tional training to the meeting of a lot of needs which only the futur-
1sts are talking about now. o

A second point, along a somewhat similar line, involves the whole
matter of adult education, With the economy changing as rapidly as it
it now, as the content of work shifts as markedly and rapidly as it 1s,
we are going to have to recognize that a substantial part of formal
education should be made available to people after they become
adults, It seems to be critically important that we develop continuing
edueation.

In an only slightly connected line, I expect it won’t be long before
this country is giving serious consideration to the Kuropean experi-
ments with the introduction of sabbaticals into other than the educa-
tional eccupation. If employees were to have an opportunity to renew
themselves, retrain themselves at recurrent intervals, it would have a
variety of important effects.

And of & scemingly almost entirely different dimension, I believe
it is only a matter of time until we seriously consider a Youth Service
Act in this country. A great deal of our unemployment is concentrated
among youth, The phrase “national service” has accumulated so many
barnacles that I'm not suggesting that. I'm suggesting a local com-
munity-based service program, which would mean the introduction
that can possibly be done. It’s a matter not of constricting opportunity,
which, it seems to me, would be a very important element, as far as
they are concerned and as far as the community is concerned.

ust a word, perhaps personal, on behalf of Professor Galbraith’s
74th and myself—I think we are going to have to rethink the whole
subject of the uses of the last chapters of people’s lives. People are
simply not going to settle for security as life’s door prize. Further-
more, I doubt whether the ultimate answer is to extend the right to
continue in a job which the individual had previously held. I think
we're ioing to find tremendous opportunities for older peaple, seniors,
to make contributions to their community,

I close with just two notes. First, it is eritically important that when
we are talking about employment, we keop in mind one simple fact,
and that is that there is much more in this country that needs doing
that can possibly be done. It’s a matter not of constricting oppcrtunity,
but of a little architectural engineering, systems engineering initia-
tive, as far as the leadership is concerned.

Then one perhaps overly personal note in conclusion. It comes from
having looked back in preparation for this testimony to a hearing
which was held before this committee in February 1968. The subject
then, too, was unemployment, This committee was very critical of
what it considered the inadequate efforts being made by the admin-
istration to do something about the unemployment. There was talk,
particularly, about the concentration of unemploynent amoeng minor-
1ty groups, the economically disadvantaged, the handicapped, and
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the teenagers. The witnesses that day in no way went on the defensive,
but weleomed the sharpest eriticism from this committee,

You know my only point in telling this stovy: that the unemploy-
ment rate in this country then was 3.3 percent. You begin to wonder
whether our most serious problems lie less in whatever policies are
being advocated at the moment than in some loss teuporarily of our
sense of national purpose and our realization of onr infinite potential.

I don’t see any less reason for fichting for 314 or + percent nnemn-
ployment today than there was 14 years ago. If vou should call up the
Secretary of Labor to speak to the subject, T hope vou will give him
as hard a time as you did one of his predecessors,

[The prepared statement of My, Wirtz follows:]
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PREPARED STATEMENT 0F WiLLArD WIRTZ

With so smuch being said every day now about unemployment, but with
almost all eof it keyed to votes rather than jobs, it is hard to know where
to pick up in addressivg this Committee's serious concetn. So these remarks
will be briefl, leaving as much time as possible for whatever mare specific
inquiry you may consider worthwhile.

Your first request is for my "assessment of the overall economic
situation.” Responding in the context of last week's announcement of a
10.1 percent unemployment rate, 1 find it substartially more serious than
this statistic jndicates. The vnewmployment index has two weaknesses,
particularly so far as providing the public with adequate information Is
concerned.

First, it doesn't tell the story fn terms esough people understand,
which meapns human terms, and its real meaning is being deliberately covered
up. The idea is encouragaed that with more thap onc wage carner in maoy
families, and with various shock absorbers having been built inte the
system, being out of work deesn’t hurt as much as it used to.

T assume the Committee is following the cvidence which is now emerglng
from two highly responsible developments of what is being called an “"employ-

ment related hardship index.™

The work on this index is being donc by the
Center for Social Policy Studies of The George Washington Unlversity and

MDC, Inc.. at Chapel Hill, North Carolina, jin ecollaboration with the
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Research Triangle Institute and with the support of the Charles Stewart
Mott Foundat{on &\ the Rockefeller Brothers Fund.

This hardship index {s desipgned to supplement the economic fndicator
unemployment figures with information regarding the affected individuals'
personal and family situations. It makes adjustments for a number of
different factors: nultiple wage earners, part-tibe workers, discouraged
workers, unemployment insurance and welfare payments, and so forth,

Although under~funding limits both the comprehensiveness and the
currency of this critical hardship supplement to the traditional unemploy-
ment index, a substantial body of reliable evidence has already emerged.

At some tisk of oversimplification, it indicates:

* That even when multiple wage earners in the family
are taken inte account, the number of workers in
familtes whase earnings aren't enough ta pay the
bills is about twice the number cepocted as "un-
employed”: and

* That even after all earning supplements are taken
into daccount -- income from savings, from goverament
support programs, and all -- the number of workers
left at below-poverty levels is substantially larger
than the unemployment figures themselves imdicate.

These computations invite as many arguments as they resolve, perhaps
more -- especlially about what earnings and incotie levels are to be considered
adequate. Yet as fatrly as T can evaluate them, they indicate that between
25 and 30 willion people in this country -- members of {amilies in which one
or morc individuals are working or looking for work and unable to find it --
are adversely and seriously affected by the current unemployment situatfon.

I don't know how important any statistical index s in stimulating action

by the country’s hundred million decision-makers., Bot it is imperative that
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this unemployment picture be described in terms people understand, 1
respectfully urge the Joint Committee's encouragement of the fuller develop-
ment of this supplementary employment-related hardship index.

The other weakness in the traditional unenployment index is that it
shows nothing about the causes of wnemployment and therefore uothing about
what will be required te cure it, The prevailing assumptfon is thac un-
employment in this country is essent{ally "cyclical" -- a natter of ups
and downs, respomsive to general economic conditions. The country was told
apain night before lasi that if the 11 million people who are out of work
will just wait uotil some othier things are taken care of there will be johs
for them,

Will there be? One of the critical questions, which pitifully few
political leaders of whatever persuasion appear willing to face, is how
much employment is now being built in (so that it is “structural” rather
than “eyelical') to our assumplions about the future. A geod deal more,

I'm afraid, than any except a few people realize,

This is essentlally the guestion of the effects of advancing technology,
and of broader changes in the nature of work, on the peed for the hudan
membership of the work force. Studying this question carefully in the 1960s,
we concluded, rightly I think, that rew machincs were creating more jobs than
they were destroying. I think this was alsoe clearly true during at least
the carlier 1970s., It {s net at all clear that it is true teday. At the
Tisk of irresponsibility, for oo reli e analysie of this developrent ts

avatlable, and only to emphasize the importance of .the point: rny besl guess

is that what would now be cousid:rwl economic recovery by 41l ather measures
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would lcave an unemployment rate of between five and seven percent, which
means 6 to 8 million people.

T don't need to add that in my judgment “full employmeat” still means,
as it did when I was testifying before this Commitree 10 and 15 and almost
20 years ago, no wmore than something like 3 or 4 percent unemployment --
the inevitable "frictional” factor, people entering the work force and moving
from one job to another. This still seems to me a totally realistic goal,
But it is going to require putting full employment in the first place instead

of someplace else on dowa the }inec,

Turning now to the Committee's request for comment and suggestion regard—
ing specific actior programs: Certain ewergency measures have to be taken,
Even larger importance atiaches te revitalizing the cconomy,

So far as meeting immediate needs is concerned, I would erdorse strongly
-- though this is now gratuitous -- the recently adopted Job Training Partner-
ship Act. There is reason for cacouragement in govermmentally supported job
training becominy once more a principal of bipartison policy, Separating
the training and income transfer clements makes good sense,

The defeat in the Senate of the winimal public employment bill adopted
by the House seems to me, and I believe to must people, simply wrong, To
accept and affirm the principle of reducing government expenditures leaves
all of the I[mportant questions of priorities. Putting 250,000 of the most
seriously unemployed workers in this country to «wing some things which badly

nead dofng seems to be plain good business. Reversiny that decision can only
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be jatecpreted as a conclusion that the burden af stapping inflation is ta
be placed on those who are suifering from it mest seriousiy,

More attention should be given, I suggest, to improving the unemployment
compensation program, not just extending its benefits but making it more
responsive to present and prospective needs, It is a sad commentary that our
creativity is limited to debating on extension aof unemployment insurance benefits
when we are in the middle of a depression and seriously concerned about whether
many of the old jobs will be there when it is over. In fact we know a lot of
them won't be.

Ve ought to be nsing thls down time to permit those who are unemployed,
with 1jittle prospect of returning to their previous jobs, to upgrade their skills
or to develop new ones for which there is larger dewand, Tnstead of this, the
preseny uncnplaymeni. insarance legislation vivtually precludes such re-training.

Serious aftention should be paid to what are so Far only scattered exper-
jments with constructive, rather than simply protective, meagures to meedl un-

G‘(I
employment. Tthe collective barpaining apreenent between Ford, and the United
Autonbile Warkers offers an example, Governor Dupont is developing in Delaware
a constructive linkage between the vnemployment insurance, employment service,
and educational systems, ta set up training programs for unemployed and probably
disnlaced workers. Tn several of the southeastern stales, pechaps particularly
South Carelina, closcr working relationships between employers, vocatlonal educa-
tion offices, and community collepes are resulting In svhstantial reductions in
the waste of re-tvaining opporvtuntties,

We manage the unampluyment aspects of recessions very poorly ian this

countey. Compensation isn't encuph. Thzse ought to be times far re~tralning

and for renewal,

.org/
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So far as longer range economic policies are copncerned, my qualifij-
cations are so limited regarding most of them that I can add wnothing to
the Committee's deliberations. This 1isn't to duck what is obviously most
important. It seems to wme plain, personally, that part of the amswer to
inflation 1s to reduce government cxpenditures; and that the way to do this
is by taking the action which w{ll permit curcratiing sharply the budget for
suicidal munitions, particulaviy and specifically nuclear weapons. Re-
directing those expenditures to domestic enterprise, through private as
well as public chanmnels, would increase employmert and would curtail in-
flation. Yet 1 recognize that these are oversimplifications involving
issues on which the Committee will be taking more competent counsel

You refer in your invitation, however, té “investments in education,
training, Infrastructure, research and development." This has been the subject
of a good deal of my personal expericnce, and it secems to me an area in which
those of otherwise conflicting economic persuvasions, including "supply~side
econowics," should find broad common ground.

The one limitless resource this country possesses lies in the development
of people’s talents. Yet Instead of attempting here to get inte the intricacies
of "human capital theory," let me suggest several specific programs which seem
to me to warrant much more comsideration than they have received so0 Jar. They
are selected from a number of other possibilities to 1llustrate different
aspects of the potential. Liscing them in summary form will permit your
questioning in whatever detail may seen worthwhile,

Both houses of the Congress have before them, with the sponsorship of

Senator Pell, Congressman Perkins, and others, proposals for an American
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Defense Educatico Act, patterncd to some exteat on the National Defense
Education Act of 1958, This legislation is directed mest specifically at
meeting the present and prospective serious shortage of cngineers, scientists,
and technicians. I would urge serious consideration of an even broader
approach which would start from the clearest possible identification of the
educational and training needs which the advent of an "informatlon society"
will magnify, and then make arrangements for whatever combination of loeal,
state, and federal forces will lead to better meeting those needs.

One of the most encouraging developments in contemporary education in—
volves the large scale extension of the educational opportunity to adults,

A great deal more can and should be done along this Iine. Sooner ar later
consideration will be given in this country to some form of extension of the
"sabbatical" concept to other occupations than teaching.

The concentration of so wmuch current vnemployment among young people
in this country is bound to lead eventually to fuller consideration of a
youth service program. The "National Servire" phrase has accumulaced some
unfortunate and unnecessary barnacles. There are a variety of ways of
using 2 local community base to build a ome-or-two year service component
into young people's preparatory experience.

We are goling to have to re-think completely the uses and the usefulness
of the last chapters of people's lives. "Security' isn't enough, Extending
the vight to go onr working at whatever was being done before probably isn't
the ultimate answer. There are potentials of infinite magnitude here,

These may appear, in such brie{ reference to them, entirely disparate

sugpestions. Yet they {)tustrate, however lnadequately, the underdevelopment
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so far of the human ressurce. Add the fact that with all of the statistics
about ucemployment and with proper concern about its Impact, there clearly
remain an infinite number of things which necd to be done in this country
and in the world. 1t isn't a matter of constricting opportunity, but of
whether we have what it takes to malntain the authentic American sense of

purpose.

One pethaps overly personal note ln conclusion comes from haviug looked
back to the recard of hecarings which the Joint Committew held in February,
1968. 'The subject was uncmployment. The Committee was critical of what it
consfdered the inadequate efforts being made by the administration Lo meet
certain aspects of the situvation, particularly the concentration of unemploy-
ment awong minority groups, the ecanomically disadvantaged, the handicapped,
and teen-agers, The witnesses that day, In no way defensive, welcomed the
Committee's criticisms and supgestions,

You know the only point in making this reference. The wunemployment rate
for January, 1968, which had just been annoupnced, was 3,5%, You wonder
whether our most serious problem today is léss in any particular polleies than
In our having mislaid - temporarily -- our sense of national purpose and of

our limitiess patential.
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Representative Revss. Thank you, Mr. Wirtz,

And thank you all for some fine, stimulating and heart-warming
testimony.

As 1 said earlier, the Demoeratic Jeadership of the House and Sen-
ate has requested ns. of the Joint Economie (‘ommittee, to be prepar-
ing poliey recommendations for the lameduck session that starts on
November 29, T personally welcone that assignment, because if we
don’t de something in that month-long session, what with the thne
that is conswmed in organizing a new Congress, we may not be able
to approach a frst-phase emergency program for many, many months
of 1983-~and 1 don’t belteve we can or should wait, drawing on the
reports of the Joint Economic Committee of the last couple of years
amd personal conversations with the members who have participated
in thosge reports, and having in mind the faet that the lameduck ses-
sion 1s necessarily limited in time, and less in scope. And we shouldn’t
try to do everything.

LAMEDUCK SESSION AGENDA

I have thrown on the table this morning a first—rough draft of
what might be done. And T will repeat it very briefly, and then ask
vou whether you think that’s the right way to go, whether you thinlk
any of the four proposals are misguided and whether vou think, giver
the constraints of the lameduck session timing, there should be any-
thing added to it.

No, the proposed package is:

One, 2 program to stimulate investment in infrastructure—put, 1n
soma appropriate financial way, some of the 11 million unemployved to
work preparing and building the streets, bridges, water systems, ports,
and other public facilities which are now in a desperate state of
disrepair,

T'wo, housing : The housing outlook continues to be bleak at a time
when there’s a tremendous need for housing, And the suggestion there
is that, by some cost-effective subsidy, moderate-priced housing be
brought within the reach of the millions who need it.

Three, jobs programs: This has been much referred to, but there
does, in my judgment, need to be cn the books an immediate public
employment program—and if we went back 50 years to F.D.R.'s CCC.
wo could do worse—which will grapple with the immediate, appalling
social problem ia our cities and areas of rural poverty.

And fourth and last, some expression from Congress on monetary
policy. There the leadership in both the Senate and the House, with
widespread Democratic support, have put in bills that would, in a
nutshell, ask the Federal Reserve to get off its monolithic monetarist
kick and also take into account interest rates. If they would do that,
then there would be a good chance of a healthy prolongation of the
election-month burst of monetary activity which we are now seeing in
the Federal Reserve.

As many have forgotten, the Federal Reserve, egged on by the
administration, is still proudly boasting that right after the elections,
starting January 1, they are going to forget ail about the 16 percent
M, ebullicnt growth, that was too much of a good thing which they
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have been achieving in recent weeks, and go back to a 4-percent mone-
tary target.

1 believe the passage of some such legislation as I have just referred
to would signal to the Fed that they should not do that, they should
not bring the high-interest-rate regime which, coupled with the ad-
ministration’s feckless deficit policy, has brought about our deep re-
cession and thrown the world in a turmoil,

l:erell, that’s the four-point, quick program which I have put on the
table.

Now, let me ask, members of the panel, whether any of you disagrees
with any of those four points, whether any of you would formulate
them in any different way, and whether you think there are other
short term, immediately achievable objectives which ought to lead to o
more expansive lameduck session program ?

T’ll just go across the panel,

Mr. Eisner.

Mr, Eisner, I think, Mr. Chairman, the four points are excellent. I
would comment briefly on & couple of them.

On housing, the Chairman-designate of the Council of Economic
Advisers, Martin Feldstein, has been on record in many of his writings
as suggesting that tax incentives or the tax structure has been overly
favorable to housing, as compared to business investment, a position
which I dor’t think, policywise, is sound.

It's true the middie classes, upper classes have had substantial
benefits in terms of tax treatment. I think the remedy is not to take
those away from them, in view of the tremendous slack in the housing
industry, and need for housing, but rather to add something for the
poor. I have in mind in particular efforts to subsidize ownership of
housing by the poor. I think we’ve had rather unfortunate examples.
I know Cabrini-Green and much of the low-rent housing in the city
of Chicago have all kinds of problems—1I won’t dwell on it. It would
be very important to have subsidies for poor people to own homes, to
own housing units so they will have an interest in preserving and
investing in and maintaining them. It will 2id a great deal to unmeas-
ured income and welfare,

On the jobs program, I would suggest that jobs programs by Gov-
ernment will certainly be very important. But I would like to see, in
addition—and I think perhaps one could get some bipartisan support
of this—major efforts to subsidize employment of the hard to employ
of the unemployed in the private sector. We have all to easily given
up or been very sparse in efforts to have incentives for employment.
It’s very easy to give incentives for business investment, which T think
are unwarranted. Businesses would invest in themselves adequately if
left to themselves. But 1 wounld pick up on Mr. Wirtz’ remarks—it's
really a scandal to spend $23 billion or more & year on unemployment,
insurance. We, indeed, should be spending more, given the amount of
unemployment—but not just leaving people idle, without an eflort to
offer firms incentives to hire the unemployed, without an integrated
effort to retrain and give them work.

On monetary policy, I would emphasize again now, as several of
my colleagues have, the tremendous importance of real interest rates.
We must not quickly take comfort in the fact that nominal interest
rates have gone down.,
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To the extent they have gone down belatedly, because of decline 1n
expected inflation, that is not, in itself, going to help the economy. It’s
simply gomg to mean we won't be that mueh worse oif. You have to
get the difference between the nominal rate of interest and expected
mflation down. And there’s a long way to go in the Federal Reserve
policy in that direction. ) o . ]

And it’s up to the Congress—it’s up to the administration to begin
witly, but the Congress has some responsibility for having asked the
Fed at one point to report monetary targets. You should go much
beyond that and ask them to follow a policy that will keep the cconomy
moving. ) .

Representative Reuss, Yes; as you say on housing, that particular
portion of your response, a few quick strokes of the pen could do a lot
of good. .

IFor example, I'm not saying this is necessarily the way to do it, but
right now, 1f you take a 30-ycar-old structure and develop it for an
office building or for shops, you get a very nice 15-percent tax credit,
which induces you to do 1t. 11 you take a $0-year-old building, you get
a 20-percent tax credit, but you don't get it 1f you develop it for low-
moderate-income housing. ] )

Sao, a quick stroke of the pen, by adding low-modest-income residen-
tial, could give a tremendous incentive to people in cities, towns, and
even countryside to take an older structure and develop it into decent
housing.

So, I welcome your suggestion.

Mr. Galbraith,

Mr. Gavrerarrin My, Chairman, I would only add my support to all
four items,

I'm led to make one suggestion that will be part of the debate on
them. We must admit that the administration has had a certain meas-
ure of success—and that is in creating the impression that public
activities on behalf of the economy and on behalf of the compassionate
services of the Government are somehow an exercise in bumbling in-
competence. By iteration and reiteration, that impression has some-
how been established, and it has even penetrated into the convictions
of people who should know better,

We must begin now to counter that particular bit of nonsense to
remind ourselves that we have had and have in the United States an
extraordinarily good civil service, people of very high quality and
motivation, We haven’t solved the problems of vast organization either
in the public or in the private sector. We have the problems of the
vast bureancratic governmental organization still unsolved as well
as those of our great private organizations.

These are part of the problems of the age of organization with which
we have still to contend. '

But I would hope that we would remind ounrsclves, as part of the
effort that is reflected in these four proposals, that the publie service
in the United States is a prideful thing, one in which we should have
confidence. We shouldn’t hesitate over the fact that these measures
which yvou propose, and with which T concur. require administration.

We have, perhaps. been negligent in the past in taking their ad-
ministration teo much for granted: we cannot. in fact, do useful
things without it.

17-871 0 83 6
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We niust continue to remind President Reagan., who presumes to he
in support of the economie system. that it sure as hell wouldn't have
survived this long if the market and the private sector had not been
supplemented by the energetic, humane efforts of (Government.

While I'm in Tull flnsh of eratory, I would like to add my word to
what Willard Wirtz—=Secretary Wirtz—said, in such admirably blunt
language, about the need to transfer resources to purposes such as these
from our present, passionate inducement, with the whole idea of blow-
ing up ourselves and the world. He said that with marvelous clarity.
And as he said it, T sat here wishing to God that I had said it first.
[ Laughter.)}

Representative Reuvss, Mr. Heller,

My, Hernekr. Mr, Chairman, 1 don’t think you are going to get
much disagreement on yonr four-ply program from this panel, whose
spectrum of views runs from A to A-plus——

Mr. Garsrarre. May I interrupt to remind Professor Heller,
rans from A to A-plus. but there is no legitimate B. | Laughter. J

My, Hesner, I accept that intervention aml approve of it. Well, 1
just. want to comment a little bit on infrastructure and housing, On
mfrastructnre, I am just delighted to see this punel and the chairman
of this committee raise that to the status it deserves. One of the great
inconsistencies of so-called supply-side ¢conomies espoused hy this
administration is that it pays no attention whatsoever to the supply-
side impact of the spending side of the budget. of the constructive
investment that is absolutely necessary as a counterpart to the in-
vestment in the private sector that they put all of their exclusive
emphasis on. And, of course, the supply siders have preempted a per-
fectly good classical economic appronch—that of heefing up our abil-
ity to grow and our ability to produce more—by going to extremes
that have earned them the designation, in Martin Feldstein’s words
of “extremists.” I noticed IKevin Phillips calls them the supply-side
absurdists. I rather like that. And others call them radicals,

They are neglecting the fundamental supply-side contrihutions that
can be made through public investment, By the way. this committee
is probably aware of an excellent article in the October 7 Wall Street
Journal, “Crumbling America it i . by Mr, Hoft-
man, executive dirvector of the Republican House Wednesdavy Group.
Perhaps there could be a bipartisan consensus on this.

Also, since personal notes have entered here from time to time, 1
would like to cite an example, We hear so much about these dead-end
public jobs. But let me cite an example that the chairman may recall,
since he comes from Milwaukee and since I have previously cited it
before this committee: namely, my father, He was a ¢ivil engineer.
He was employed by A. . Smith in Milwaukee. Ile was out of 2 job
for 2 or 3 years during the Great Depression,

Apart from the fact tlmr he took differential and mtetrml calenlus
duri ing that per 10d at the Milwaukee branch of the University of Wis-
consin. he was emnloyed under the Federal Emergency Relief Act.
the precursor of WPA and the PPublic Works Act. His job was to help
design an addition to the famous Milwaukee sewage plant which pro-
duces milorganite and which is one of the ontstanding plants of its
kind in America.
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In other words, FERA took men with obvious skills that were
going to waste and put them to work on an infrastructure job that
needed doing. Federul money brought the two together, and there
was nothing but gain. no loss whatsoever.

On housing, just this thought. Yes, we need housing stimulus for
the poor-—and partieularly now that 1t takes some 40 percent rather
than 20 pereent of a family’s median income to finance acquisition of
a house—but. we should couple 1t with a reduction of the mortgage
interest deduction under the income tax. I see no reason why I should
get a reduction for either the property taxes or the mortgage interest
paynents on a cottage or a second home. Now I know that cuts many
Members of Congress to the quick, because they have to maintain two
homes, but there onght to be some kind of a limit, perhaps a dellar
Jimit, in terms either of the value of the home or the amount of the
deduetion.

And that alone could raise many millions of dollars and could help
finance the positive program for the lower income groups, the people
who cannot afford a decent house or decent housing. And I believe
there we could do a redistributive job that would improve the whole
housing structure.

Representative REUss. Thank you. Mr. Marshall.

Mr, Marsmarnn. Mr. Chairman, I think your list is a very good one,
and therefore, endorse it.

Let me make some observations about it, particularly the jobs part.
I had thought much ahout how to make the jobs program work. One
of the perplexing things to me these days, in the light of numerous
detailed and sophisticated evaluations showing that the programs
were o good investment for the country, is the pervasive idea 1n the
Congress, the media, and among the public that the programs didn’t
work.

And I think it relates partly to Professor Galbraith’s point about
the idea that all publie programs have not worked. I think it's par-
ticularly true with respect to the jobs program. There's no evidence
for that. Experts from across the political spectrum have evaluated
theso programs, some expecting to find that they were worse than they
were and have all found what vou would expect, that these were good
investments. They were cost-effective, some more than others, but they
did the most for those who needed it most, and not as is the case with
s0 many other public programs, the most for those who needed it least.

If the committee could do anything to counter that impression with
the facts, maybe take a look yourselves at all these evaluations, syn-
thesize them and put the record straight about the accomplishments
of employment and training programs that would serve a useful
function.

There is no doubt in my mind that we have learned from thesc
programs and were in the process of improving them. The Job Corps,
for cxample, is a much better program today than it was when it
started, partly because we learned, and we learned a lot abhout other
programs and kinds of things to do, and therefore, ought to try to
get that message across to the people.

One of the basic problems 1s that many people don’t look at these
programs as investments, They look at them as all costs. In fact, even
some of the evaluations of the jobs programs tend to count the cutput
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of those jobs as zero. That is ridiculous, when you look at the wide
range of things that the people were involved 1n, going back to the
CCC programs, the WPA and on inte public service employment pro-
grams more recently. And they have made a tremendous contribution
to the country. And I think that investment attitude about the jobs
pﬁ'ogram migot be able to overcome some of the negativism about
them.

With respect to your comments about monetarism, what I think
needs to be done is to go far beyond that. I think that until we take
look at the machinery for economic policymaking in the country and
the probiems caused by the structure of it, we are going to have great
difficulty pursuing a consistent course. It would be a stop-and-go and
short run, iike many of our private decisionmaking processes, which
are driven too much by short-run profit maximizing to the detriment
of long-run viability.

Now 1 think we've got the same kinds of problems in the economic
policymaking in the country, and I don’t think it’s going to come from
any place other than the Congress, because you are responsibie for the
economic policy of the country. And I don't think that you ought to
dance to the Federal Reserve’s tune or that the White House ought to
dance to it ecither. I think there 18 something to be zaid for relative
independence of the Federal Reserve, but not dominance of policy,
and having the economy in a condition that it is now, simply hecause
of » misguided theory; they admitted when they adopted at that they
didn’t have the vaguest idea whether it would work or not. And those
kinds of decisions seem to me to require debate before they are made.
It would be much better to agree on the desired outcomes of the econ-
omy, and then have the Federal Reserve adjust its policy to achieve
those outcomes, rather than the reverse.

But I think that that is going to require more than simply telling
them to abandon monetarism.

Representative Revss. Thank you. Mr. Wirtz.

Mr. Wirrz. Just two points, and very brief.

The first one has really already been made. The public employment
bill came up, was passed in the IHouse, rejected in the Senate. I would
agree with what has been said, that there are probably more attractive
ways of packaging that program. It would be possible to add both
Jocal community and private sector elements to that bill, which T think
would make it much more attractive,

My other point is simply that T would hope that a program of the
kind you are developing would include some recognition or come re-
flection of what T think is the importance of education in any program
of this kind. It can be fitted in any of several places here, but I really
believe it is one of the important long-range recovery revitalization
elements. But in short, I subscribe completely to the proposal.

Representative Rerss. Thank you.

I now recognize our new and distinguished member of the commit-
tee, Congressman Gus Hawkins, author. among manv other things. of
the Humphrey-Hawkins bill. Never las so good a picee of legislation
been ignored by so many for o long.

Representative Hawxrxs, Thank vou, Mr. Chairman.

May I first express my appreciation to many of the witnessges today
who, I think, over a long period of time have helped us in the drafting
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and eventual passage of the I'ull Employment and Balance of Growth
Act of 1978, T think the contribution made by many of these witnesses
certainly was responsible for the success which we had in the passage
of that act: however, 1 think tliey will reflect on the manner in which
we have reacted once the act was passed. If there is any bipartisan
aspect to it, I think many of them will recognize that we, too, were
critical of President Carter in 1980, in partlcular because we felt that
he did not support. the provisions of the act. And I personally believe

that some of his difficulties, political difficulties, were due to the fact
that there were many of us critical of President Carter at that time.

So I think that 1t gives greater weight to what we say now in being
critical of the current administration. I think the witnesses have done
an excellent job: however, I feel that in their restraint, they have not
brought out sonie of the things that some of us who don’t have pro-
fessional credibility to protect would say, even though it may be classi-
lied as pelities—I would say that I think we are being very kind to
the administration, 1 think the witnesses have been overly kind in
showing the restraint that they did. Tf there 1s anything, it seems to
me, that comes out of this hearing, it is that we are in deep trouble,
that this trouble is directly traceable to the current administration,
that to heap the blame on previous administrations is of no conse-
quenee at this time, Mr. Carter is not seeking any reelection. So the
solution is not to vote sgainst Mr. Carter. That would be very ideal.

We can only confront conditions as they do exist at this time. Cer-
tainly, Mr. Reagan knew when he became President of the difficulties
of overcoming what he claims to be some of the things which he in-
herited, yet very loud in the statements made about what he proposed.

I think gieaning from what the witnesses have said that we are in
deep trouble because this recession is not over, We are facing another
one which will come out of this current one, and at the same time, we
will not have the protective safegnards that we had, because most of
them are going to be eliminated,

And I think there has been an assumption made this morning that,
in some way, the President, perhaps, is acting out of good motives. 1
would certainly challenge that to indicate, Mr. Wirtz, as you did, that.
we can, with some degree of m]nor changes, make the public works
bill more ac
faith—to the administration ; to make it more aocept’tble to the admin-
istration I think is really stretching it. Because if we assume that one
of the difficulties that we face today is that unemployment is unrea-
sonably high, I think everyone concludes that that is true. And if we
relate that to the deliberate policy of the administration, as I think
most witnessez did, to the creation of unemployment as a means of
solving the pmblem of inflation, then it's obvious that the conclusion
is that if the administration belle\es that unemployment will solve
our problems, then any program to create jobs is antithetical to the
objective of the administration,

I think the experience is borne out by the fact that not only did
the adininistration oppose the public service jobs of CETA, not only
did the administration bad-mouth CETA as a viable program, and
falsify reports and statements in relationship to CETA, so that 1t
was successfully, let us say, destroyed in the public image as a viable
program, but he has gone on to do the same thing with every other
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program. This was not the only program that was opposed by the ad-
ninistration, As anatter of fact, not a single jobs program, [ haven’t
heard anyone eredit the admimistration with supporting a single
jobs progranm. I think it is very signiticant that these programs shonid
not be destroyed at a time when no substitute is being otlered to help
the vietims of the monetary and fiscal policies that rest upon creating
a recession, The WIN program, the Jobs Corps, I think Mr. Marshall
referred to that, which the administration says is an excellent pro-
gram, has been reduced 50 percent. The WIN program is practically
destroyed, the senlor citizens program under the Older Americans
Aet has been wiped out. As & matter of fact, the bill was vetoed after
Congress approved it. So we are going to be without any of these pro-
grams, eventually, when the next recession happens, as 1 think the
evidence indicates that it will come about,

So it just seems (o me as what we are witnessing is a very disgracetul
and very deceitful expression of public responsibility at a time when
such a leadership is certainly needed,

I certainly appreciate the program being oftercd this morning by
the chairman of this committee, Mr., Reuss, but it seems to me that
to deal in terms of single programs is, again, going to piecemeal the
solution. 1 don’t think there 1s a shortage. I think Mr, Eisner in his
prepared statement dealt with it very beautifully. in which he said
we are now being intimidated by disowning programs that have been
very snecesstul instead of standing up for them, and being apologetic
because the President says you are not offering any new programs.
Livery time one is offered, as was done this morning, it’s opposed by
the administration. Certainly, that is accomplishing nothing.

So it just seems to me that we are getling back to the point where
we were prior to 1978, when we had most of vou as witnesses before
the committee, before we acted on the Full Emplovment and Balanced
Growth Aect.

And we can’t overlook the fact that both Republicans and Demo-
crats supported the act in 1978, its goals and timetables, They thought
it was feasible within ¢ or 415 vears, we could get unemployment
down, we could get inflation down at the same time. The President
signed the act, and then from then on, we go off in an opposite direc-
tion. Now no one can say it's going to be solved overnight, but we
are not even moving in the proper direction at the present time, In-
stead of redneing unemployment, we are increasing it. T think it has
been well said that inflation has seen some slight—that is, the rate of
increase has decreased. nobody believes the prices aren'’t increasing,
Iut. this was accomplished again in violation of the act, because a re-
cession was induced in order to accomplish this reduction in the infla-
tion rate of increaze, So that was a direct violation of the act.

I would say. before we seem to get into dealing with the individual
programs, many of which we already have but are not being used. that
what we nced to do is get a recommitment to the goals of it, of the
Full Employment. Act. which is =till in the statute books: it has not
been repealed. We need a coordinated approach in dealing with policies
rather than dealing with them on an ad hoe plecemeal basis. We need
to adopt the concept of planning. because without planning for
achieving these goals. obviously thev are not going to be achieved. and
what we need most of all deals with the question of accountability.
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There is no penalty for the violation of the act. There is only the
question of accountability. We have said, as a people, that we can
achieve low unemployment und low inflation at the same time, but
we are not attempting to do it, and we are dealing, it seems to me, with
piecemeal programs rather than making a definite commitment that
we can get unemployment down, and at the same time not create
mflation,

Now it is understandable that the current administration has a fear
of inducing inflation, but the Full Employment Act said that you deal
with inflation by attacking its causes. )

I think we have got to admit the administration is not attacking the
causes of inflation, but only using unemployment as a means of fight-
ing the inflation. This i3 pretty obvious. And why this is not said
over the media and why this is not picked up and why we will allow an
individual to violate an act without calling attention to it—it jnst does
seem to me to be contrary to our democracy and our way of handling
things,

Congressinan Reuss wanted to deal with some of the questions
brought ont by some of the witnesses.

I admit T have gone far afield. Bt it just zcems to me—the only
point. I am making is that, as individuals who are critical of the ad-
ministration, it seems to me we have got to recommit ourselves to the
specific objectives of the Full Emnployment and Balanced Growth
Act. which calls for the reduction of both inflation and unemployment
and prohibits the tradeott.

I just can’t, for the life of me, believe that we can make a defense
for unemployment, althougl the Presicent says so.

Now. I think we did talk about the public works bill. But let me
quote from Mr, Reagan in October in 1980—that is before he was
President. He says:

The government, with actual needed public works, uses those public works in
times of unemplogyment.

WPA, some people have cal'ed it & hoondoggle and it was probably one of
the social programs that was most practizal in those New Lleal days.

So, if the goverumeunt, instead of inventing these new progrumns, had u back-
log of government projects, they would say, “Well, now, this is the time to put
those into effect.” T think it could be most Lelpful.

Now, this is what Mr. Reagan said in 1980, It wasn't what he said
the night before last. We know what he is engaging in is the technique
of the “big lic.” And I think we've got to label it as such.

If this was true in 1980, if he felt this in 1980, how can he be so
far afield that he can take a little simple bill, such as the public works
bill, passed in the House, and oppose it in the Senate, when it called
for the expenditure of only $1 billion of money, which was already
made available under the budget restraint, and to use it as 2 time when
he must have known that unemployment was going to exceed 10
percent !

It just seems to me to be the height of hypoerisy—anymore than
his demonstration of signing the job training bill a few days ago and
having behind him some trainees. Where they came from, I don’t
know. He intradnced them ag trainees who were going to be helped
Ly the bill that he was going to be signing.

Aetnally, the bill that he was signing doezn’t become effective until
Octaber 1983, How can a bill whiech 13 going 1o Lbecome effective in
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1983 help these exhibits that he had lined up behind him on a bill
which he was signing this week ?

Now, this, to me, is the depth of lack of credibility of leadership
and certainly of good commonsense.

And I just think the witnesses this morning have reinfarced the
need to move ahead with eurrent policies—w ith a change in 1)011('

I think, Mr. ITeller, you made a statement here which I wasn't so
sure of. I would like, for the sake of the record, to ask you to clavify it.

Your statement—of course, you, first of all, said the [7.S. economy
has been on a hold for 314 years. I assume, by that, that you feel
that the course has been stayed already for too long a time and we
need to get off the course now and change action.

But the statement I was not so sure about—and T want to get some
explanation of it—in which you said: “A tradeoft between unemploy-
ment and inflation still lives.” I wasn’t so sure what that meant. 1 was
agonizing over the statement. Perhaps you can put me out of my
agony.

Mr, HeLrer. T was simply trying to make the point that this admin-
istration is using unemployment as its primary , almost its
only weapon against inflation,

And there i1s no doubt, when you generate 14 percent unemploy-
inent—as I say, 1t's not 14, it's 14—that it tends to reduce demand in
the economy, it tends to increase competition of the unemployed for
the available jobs. There’s no doubt that it has a deflating effect on
the wage and price indexes.

When President Reagan claims credit for having reduced inflation,
Le totally ignores the contvibutions to the reduction of inflation by
good luck on crops, which, after all, is a contribution of nature and
(iod ; the reduction of oil prices, which is a result, in very large part,
of policies of the Carter administration; and the reduction of hous-
g prices induced by Federal Reserve tight money policies,

The only contribution he's made, realh, is by sinking us into an
abyss of unemployment, the likes of which we Laven't scen since the
Great Depression.

By the way, I might note that you are missing, Mr. Chairman, the
prime witness who should have been here this morning. If you recall,
m signing the Export Trading Company Act of 1982, the President,
after opposing it during most Tof its path through (011019‘-,:-. sudd it's
1 great job-creating instr ument, onc of the main tenents of the Presi-
dent’s program.

ITe went on to say ou get this in the
record—*[ guarantee you we are going to ac cept xosponqlblllt\ in this
administration for finding jobs for all of the 10.1 percent of the work
force withont jobs.”

You should have had him here this morning to explain exactly how
he was going to do that.

Representative Yawxins, Getting back to the statement, you did
not mean the statement taken as support for the trade-off theory?

Mr. Herrex, I think just plain arithmetic tells us that 1f yon have
policies that generate unemployment, you are going to have reduction
in inflation.

Representative Hawxixs, Let me rephrase the statement—the
question.
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Would you suggest that there is a hetter way of redncing inflation
than by creating unemployment? And if so, what are some of the
other ways?

Mr, HeLrex. I think that’s been very well covered here this morning.

If we had had a policy—iI don’t object to a policy of sensible mone-
tary fiscal restraint to curb inflation if it is coupled with a sensible
policy of wage-price restraint, if it’s coupled with a landing net that
hasn’t been torn to shreds as has been done in this administration.

I don’t see that we can, in the longer run, hold inflation down unless
we exercise restraint on all of those fronts: monetary, fiscal, wage,
and price. And that is, in essence, what that statement implies,

Representative Hawgkixs. The theory behind the Full Employment
Aect was that we first had to create a healthy economy, without a
healthy economy that we could not hope to solve the other problems,
that to do so—to create a healthy economy—obviously brought up the
question of curbing inflation.

How could you create a healthy economy and at the same time not
induce unreascnable inflation?

So, the act attempted to set out at least some of the ways in which
to do that. But in doing that, it has also prohibited the tradeoff
outright.

The other ways it could be done—obviously, I think many of you
have discussed those already today, so I won’t belabor that—but I
would say if there's anything that has been violated, it is, in fact—I
think that’s been brought out this morning—that our monetary policy
has been too restrictive.

But on the fiscal policy, we have indulged in untargeted budget cuts,
even to the extent of cutting those programs that offered very cost-
effective results.

Would you, in general, agree with that?

Mr. Hevrer, I agree entirely with that.

Of course, what we've done is we've cut taxes beyond any reasonable
or responsible degree, given the tremendous needs of the country.

I think it's often, forgotten—and particularly by this administra-
tion—that we have one of the lowest ratios of public spending and
taxes to gross national product of any industrial country in the world.

Japan is 1 or 2 percentage points behind us. They're at about 31 or
32 pereent.

But total government in this country—Federal, State, and local—
38 now 33 percent of the gross national product. And yet, we find that
when people deal with the overall levels of government spending,
there seems to be an cnormous amount of public outery against it, as
against, as I say, in other countries, that a lot of them admire, Ger-
many and others, where public spending is up to 45 percent, 50 per-
cent of GNP.

When it comes to individual programs, of course, they protest.

As you know, there are strong majoritics for many of these pro-
grams of which you are talking about. It’s that old contradiction be-
tween our general druthers and our specific beliefs.

So, I would entirely agree that in diverting so much of our resources
to the military, in giving absolutely unconscionable tax cuts, in under-
cutting our public infrastructure, we are running a policy that is both
antigrowth and antijobs,
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Representative Hawxixs. Mr. Marshall, vou, as Sceretary of Labor
in the years 1979 and 1980—not only those 2 years, but you were those
2 years.

My Marsnann, The whole time, yes.

Representative Hawxaxs, With respect to the Comprehensive Em-
ployvment and Training Act which the President has labeled to be
very wasteful, mismanaged—and its elinination he achieved at the
very beginning of his administration—and alse without any alterna-
tive being worked out, would you agree witih this assessment of the
(.011}1)1(A11011.-.1\e Enmployment and l‘lalmng Aet?

I don't know of any act that has been more bad-mouthed and mis-
presented than that or one that has been more investigated or
serutinized.

My, Marsiann. That's right.

And you know the results. I've Jooked at all the investigations that
have been done by GAQ, by the National Science IFonndation, by
Brookings, Princeton, the Urban Institute—any number, I've frot_
probably. 100 pounds of them. And I have yet to find one that said
il was not a good Investment, We had problems with these programs,
but we were trying to work those problems out. And, as you know,
we were improving with them.

We started out with the big problem of substitution. but we cor-
rected that in the 1978 Aet.

All of the evaluations show that, Not only was it cost-effective for
the government. because they got more back than they paid out; this
also is the cheapest. way to rednee unemploynent, and benelited the
people who went, through the progrums, especially for the disad-
vantaged, the people that we intended the programs to serve,

And that’s the reason that T am perplexed by the prevalling atta-
tude that they didn’t work.

As you know, they weren't Carter administration programs, but we
worked hard to t)y to make them work. And 1 think we were evolving
them in that direction,

But in myv perspective, in order to make such a programn work you
have to give it greater {inancial stability than we were giving it with
the annual appropriations process.

I'm econvinced. therefore, that we will have a public employment
program if we cver gel to full employment—there’s no other way
to do it 1n my ]udtrmont. vou can o a lot with general programns, but
vou cannot reach evervbody. Public employment programs are good
investments: but we ought to learn from our experiences.

As you know, under our youth bili, we built in learning, We didn’t
call it *Youth Kmployment Act of 19777; it was called the Youth
Employment and Demonstration PProjects Aet, And we appear not to
want to have learned any of our lessions, I3uc I think one of the main
things we need to do is to deal with the question of financial stability
in a program that is verv complex and needs sonie time.

Im my 4 vears as hecmtdl"v of Labor, we got our applopnutlon at
the l)emnmnn’ of the fiscal vear once, the first year, And it'’s very dif-
fienlt to manage a program as complicated as that one was, as CETA
was. with that kind of finane ial instability.

But in spite of all the problems that it had and the exaggerations
about the frand and abuse in the program—the evidence was over-
whelming that the programs were successful,
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Representative Ilawxins. What percentage of fraud and abuse
would you say was in the program?

Mr, Marsiain. There was very little fraud. There was some abuse.
But 1 estimated at one point——we had our people take a hard look at
it—it was Jess than 1 percent abuse, which meant that people didn’t
carry out the letter of the law, which is different from frand—for
instance they didn’t keep the records, or didn't provide some informa-
tion about the cligibility of enrollees.

One of the big problems we had at one time, as you recall, was the
loose early admumstration of the program. We tightened that up In
1978.

Representative Hawkins, I don't know of any other agency that
has any lower percentage, including the Department of Defense.

Mr. Marsizann. I had our people take a rough lock at it. And the
bankers had a lof wore problem than we did with fraud in banks than
we had in the CISTA program,

Representative Hawxixs. Thank you.

Thank you, Mr. Chairman.

Representative Revss. Thank you.

I just have one bricf question.

Ar, Heller ealled & moment ago for monetary restraint. I certainly
think nobody up lhere or on your panel is advocating emitting jets of
printing press moncey to solve onr problems.

Wouldn't you, Mr. Heller, agree that an important part of our anti-
inflationary arsenal ought to be some informal system of what has
been ealled—1 think by you—eredit conservation?

One observes, for stance, that in recent years the businessman who
wants to put in a new piece of productive equipment, a family farmer
trying to keep the farm together, the homebuilder and homeowner, the
auto purchaser, the construction industry have—all have found it
impessible to get credit or, if they can get it at all, only at murderously
high interest rates.

Meanwhile, the Bunker Ilunts have found the banks. fairly slobber-
Ing over the chance to earn a high interest rate, grubstaking their silver
speculations, And the merger addicts now invest the land—have found
it very easy—the other day, for instance, in the IBendix-Martin Mar-
rictta case, it turned out that the leading banks were immobilizing
$5.6 billion in very scarce credit, keeping it. from going through that
period to productive uses—to grubstake that merger, Some banks
were not just on one side of that piece of cannibalism, but were on
two sides. And in some cases, three sides.

ITasn’t it been your observation —in that most other eivilized western
industrial democracies, the government and the contral bank use their
moral authority and appeal to the patriotism of the major lending
imstitutions to deemphasize destructive speenlation loans and thus
have more available to lend at lower interest rates to productive loans?

My, Henrer. T would say that eivilized finaneial systens should put
an end to corporate cannibalism, that- .and T like the way vou put
1it—the central hanks should use their moral authority, not put in a
rigid structure of eredit controls.

A word to the wise from PPaul Volcker to the leading bankers of
the country conld do a great deal, And T believe that kind of guidance
would be a good thing.
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I suppose it'’s even more important in times of real eredit stringency,
which at the moment we don't have in this slack economy. But you
are quite right, the spectacle that we have recently seen in the Bendix-
Martin \Ianletta et cetera, case is an extreme e).ample of the misuse
of credit in the economy.

So, I agree with the general thrust of what you say.

I do find it hard to structure a formal system of credit controls.
That is an extremely difficult thing. But the use of moral suasion,
moral authority—just as we onght to be doing it in the wage-price
field—is part of the broader need to develop some social compaets in
this economy.

Representative Reuss. I don't think we need a formal structure, All
of this lending is done by the 50 largest banks in the country.

\[1 Herrer. That's right.

resentafive Reuss. You've got 12 Federal Reserve banks. That's
four {;anks to a district. They ought to be able to have friendly chats
from time to time which would achieve a very wholesome etfect.

Mvr. Herrer. Friendly chats held in the woodshed.

Representative ReEvss. And the discount window and other niceties
they have available.

Mr. HeLLer. Right.

Representative Revss. Well, gentlemen, you have made a remark-
able contribution.

I think the totality of what you have put on the table here does
constitute the constructive Democratic alternative to the administra-
tion’s policies for which the country is yearning.

I'm going to take the liberty of sending the transeript of this testi-
mony to President Reagan and ask that he tell the Nation what is
wrong with it, what he disagrees with and why.

And I think ] can say that this request for national major network
television time without teleprompters would be seconded by the Dem-
ocratic leadership. And that would be a very constructive debate.

Representative Hawkixs. Do you plan, Mr. Chairman, to give them
equal time in these hearings?

Representative Revss. We have had abundant testimony from the
administration witnesses. And we will again. There certainly will be
more than equal time.

And specifically, T hope that within the next few dayvs we can have
our friend, Chairman Volcker of the Federal Reserve, up, because
the Federa) Reserve is a very binportant part of this.

So, with many thanks for your constructive contribution, we now
stand in recess.

[ Whereupon, at 12:35 p.m., the committee recessed, to reconvene at
10 a.m., Wednesday, October 20, 1982.]
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THE UNEMPLOYMENT CRISIS AND POLICIES FOR
ECONOMIC RECOVERY

WEDNESDAY, OCTOBER 20, 1982

Coxoress oF THE UNITED STATES,
Jorxr Ecoxvoyic COMMITTEE,
Washington, D.C'

Tho comniittee met, pursuant to recess, at 10 a.m.. in room 2128,
Rayburn House Office Building, Hon. Ilenry S. Reuss (chairman of
the committee) presiding.

Present: Representatives Reuss and Mitchell.

Also present; James K. Galbraith, executive director; Louis (.
Krauthott I1. assistant director; Charles 1. Bradford, assistant di-
rector: Betty Maddox, assistant director for administration ; and Paul
I3. Manchester, professional staff member.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative Revuss, The Joint Economic Committee will be in
order for further hearings on the unemployment situation.

In carly March the President told us that the economy was “poised
for recovery.” ! Three months later he reassured us that economic re-
covery was “imminent.” ? After another 3 months we were told that
“recovery has been sighted.” ® In spite of this, signs of recovery are
conspicuous by their absence:

First: The unemployment rate reached 10.1 percent last month,

Second : Industrial production has fallen by 10.8 percent since the
President’s tax bill was passed by Congress in July 1981, and in Sep-
tember it was at its lowest Jevel since April 1977,

Third: Initial claims for unemployment insurance peaked at
703,000, a record, in the weck ending September 18, They remained
near this level in the 2 most recent weceks,

Fourth: Capacity utilization in manufacturing fell to 69.1 percent
in September, the lowest rate in 7 years,

Fifth: Workers on part time rose by nearly 1 million last month
to a record 6.6 million. The number of discouraged workers also
reached a record level of 1.6 million last quarter.

Sixth: The index of leading indicators fell by 0.9 percent in Au-
gust. the most recent month for which data are available.

Seventh : Corporate profits have been decimated by the Reagan re-
cession, falling by mere than 25 percent between the first quarter of
1981 and the sezond quarter of 1982,

! Chicago Tribune, Mar. 4, 19582,

*New York Times, Tune 4, 19582,
s New York Times, Sept, 10, 1952,

(89)
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Eighth. Yesterday the Commerce Department reported that in
.-\ll"'lls[ the most recent month for which data ave availuble, total
veal disposable income fell by 1.3 percent, The cconomy has heen so
weak that on a per capita basis real disposable income in August was
barely 0.3-percent above the July 1981 level.

Ninth: Retail sales, unadjusted for inflation, rose slightlv in Sep-
tember, but are still 1.3-percent below the May level. In real terms
the deeline has been much greater.

Tenth: Real business capital spending is projected by the Commerce
Department to decline by 4.4 pereent this vear.

Fleventh: We have just learned that according to preliminary
data, real GNP in the third quarter increased at a rate of only 0.8
percent, less than half the 2.1 increase for the second quarter. T'he
little increase that there was was largely due to an inventory buildup
that was undesired. Final sules nctually fell at an annnal rate of 0.6
pereent.

Since producers didn’t anticipate the drop in sales, they produced
more than they counld sell, which adds to their inventory, This is bad
news, for now thev will have to reduce their excessive inventories.
Thus even if sales turn up in the fourth quarter, output may not, as
producers work off their inventory. Real GNP growth, at an abysmal
rate of 0.8 percent. corresponds to higher unomplo}nwnt Output
wonld have to grow at least three times as fust simply to keep the
unemployment rate where it is today.

On July 30 the administration forecast real GN1> growth in the last
half of 19¥2 at » 5.3 percent rate. To achieve this we would now need
growth at a rate of nearly 10 percent in the fourth quarter. and no
one, even in the administration. is predicting this.

The one bit of good news was vesterday's news about housing starts.
They were up 14, 4 percent in September over August. This is for twao
reasons: The Federal Reserve, vielding to congressional urgings, has
modestly eased credit; and in September the Department of Housing
and TUrban I)O\elopment unleashed a fleod of subsidies {or the new
housing construction indnstry—30000 units in September alone,
treble the amount of the month before, leading some to suggest that it
we had elections every month the housmp; industry would be in mnch
better shape.

The net result of all this is that in the first 6 quarters in office Presi-
dent. Reagan has had the worst record of economic growth of any
President since the beginning of the collection of quarterly data way
back in 1947,

Based on the preliminary estimate of a 0.8 percent change in real
GXNTP for the third quarter. the record shows the following economic
growth in the first 6 quarters of recent Presidentinl terms: President
Bisenhower, negative 1,0 percent; President Kennedy., plus 9.2 per-
cent: President. Johnson, plus 8.4 percent; President Nixon, plus 0.8
percent: P’resident XFord, plus 3.1 percent: President Carter, plus
8.0 percent; and President Reagan, negative 1.8 percent.

Today we are honored to have with us five leading economic analysts
to discuss the current economie situation and outlook. Our witnesses
are Francis Bator. professor of political economy. Kennedy School.
Harvard University: Raymond Dalio, president, B]ld(rewutm Asso-
ciates; Michael Evans, president of Fvans Economics: Donald Rata-
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jezak, divector of Economic Forecasting Project, Georgia State Uni-
versity ; and Allen Sinai, senior vice president, Data Resources, Inc,

We are delighted to have these leading analysts of the Nation’s
cconomy before us this morning. We appreeiate your getting vour
prepared statements into us in timely fashion. They will be, without
objection, received in full into the record.

We will ask each one of you to summarize after our colleague,
Congressman Mitchell, makes an opening statement.

Representative Mirciect. Thank you, Mr, Chairman. I really don’t
have an opening statement. I merely wanted to inform you that the
times are so perilous that I am going into extracurricular activities;
I am doing some rescarch that is not really related to my congressional
duties.

I am fascinated by the story of the Titanie, and T am doing some
research to determine whether the captain of the Z'dtanic stayed un-
swervingly on course before the 7'itanic went to the bottom of the
ocean, and 1 will share that rescarch with you. It is a fascinating
thing to do every once in a while, to look at those who stay on course
despite the icebergs and other perils that are in the way.

I also just wanted to renew my prediction that come the end of
February 1983 the unemployment rate will be 11.2 percent unless there
is a significant midcourse change. That's inevitable. I've run my data
again, and it clearly showed it’s 11.2 for the end of February unless
the captain of the—well, unless the captain decides to correct and
make a change and not stay on the disastrous course that he is now
following.,

I am anxious to hear from the witnesses.

Representative Revss. Thank you very much.

Before we call onr first witness this morning, I will include Senator
Jepsen's opening statement for the record at this point, without
objection,

[ The opening statement of Hon, Roger W Jepsen follows:]

OPENING STATEMENT OF SENATOR JEPSEN, VICE CHAIRMAN

Today's report of a 0.8 percent annual rate of growth in gross national product
in the third quarter of this year is welcome news. Together with yesterday’s
news that housing starts and permits were up sharply in September, thig signals
the “light at the end of the tununel,” a resurgeuce in the Americun economy that
can be translated into additional jobs for Ameriea's workerg., It is the second
conseculive quarter of real growth in output and, ¢ombined with the substantial
fall in both the rate of price inflaiion and levels of interest rateg {n recent
months, coufirms that the recession is over.

The experience of recent times indicates that a 1 percentage point increase in
gross national product means approximately 400,000 jobs for American workers,
Today's news should give hope to the American public, a public that has been
beset by naysayers who have been emphasizing anything that could be construed
as a negative feafure of recent American ecotomic performance. ('rude artempts
have been made to compare present economic circumstances with those of the
Great Depression of the 1930°s, ignoring the fact that during that period cmploy-
ment. fell hy almost 20 percent while during the tirst 9 months of 1982, average
employment is virtually unchanged from January 1981, Even the Sepiember level
o1 emyployment is only two-tenths of 1 percent legs than the January 1981 level

Today's news, coming on top of yesterday's housing statisties, should cause
those who have been waving the “bloody shict™ of depression for partisan politi-
cal advantage to puause and consider the potential iropact of their demagoguery
on the state of (he nation, Political license is one thing, but the deliberate twist-
ing and distorting of the realities of American economic life—the conjuring of
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shadows on the wall—ihe economic rhetoric of the past few weeks—those are
something else,

Representative Reuss. Mr. Bator, would you lead off, please.

STATEMENT OF FRANCIS M. BATOR, PROFESSOR OF POLITICAL
ECONOMY, JOHN F. KENNEDY SCHOOL OF GOVERNMENT, HAR-
VARD UNIVERSITY, CAMBRIDGE, MASS.

Mr. Baror. I hope you will allow e to begin by saying how difficult
it is to think about this committee without you, and indeed without
you as chairman. It will be a loss to the country and especially, I think,
2 loss to the cause of economic enlightenment.

I am grateful for this opportunity to comment on the prospects of
the U.S, economy, I will concentrate on the domestic rather than the
international dimensions of our troubles, and on their cyclical aspects,
on the timing and pace of recovery from the 1980-82 minidepression.
Except for inflation 1 will say little about longer term structural
difficulties.

First, the next few months. When will the .S, economy turn, and
will it turn up or down?

Absent a further change in policy, I believe that the chance of an
upturn the next 3 to 6 months is at best 50-50. Another substantial
decline that would drive the unemployment rate to 11-12 percent is
entirely possible. I believe the economy is near stalling speed.

1f the above judgment is right, and considering the damage that a
further decine would inflict, there exists a powertful case for downside
insurance. Specifically, I would urge that:

First. During the next few weeks the Federal Reserve actively drive
down short-term interest rates and thercafter that it continue to ac-
commodate the demand for M,, M,, and M, until there is available
reliable evidence that total output and real final spending have
turned up.

Second. If the statistics that become available during November
suggest continued weakness, the postelection Congress should change
to Janunary 1 the effective date of the personal income tax reduction
now scheduled to take effect on July 1. It would be a modest, and in
some respects awkward move, but by giving the economy a small up-
ward push it might just help avert another decline. At the same time,
it would be useful if the legislative record reflected congressional
awareness that the prospective outyear, midrecovery deficit will have
to be reduced. )

TUnder current economie circumstances, the chance is in my opinlon
negligible that the above actions wounld trigger an uncontrollable
spending boom that would tighten markets too fast and thus cause the
underlying wage-price mﬂatlon to accelerate, Like a coiled spring the
economy is not. In the near term the balance of danger iz, 1 believe, all
the other way.

Argument. Most of the serious forecasts I have studied say that
real output will increase during the fourth quarter by a little and
pick up speed during the winter and spring. My reasens for concern,
nevertheless, are as follows:

How aggregate spending will behave during the next few months is,
I believe, much more uncertain than has usually been the case just
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before a eyelical upturn. For many months the economy has been
operating outside the range of postwar observation. The U.S. record
oes not contain evidence on spending behavier in an environment of
double-digit unemployment, Jess than 70 percent capacity utilization,
still near record high real interest rates, and widespread business
illiquidity. It is the only record availabie, I'he most likely story drawn
from it is the most likely story. But it is only that, We should take at
least low-cost steps to hedge against unpleasant surprise.

When considering the arithmetic of an upturn, it is important to
keep in mind that as Jong as inflation persists at an annual rate of,
say, & percent, annualized nominal spencling has to nerease by about
S40 billion each quarter merely to keep output level, and by $60-$65
billion to keep the unemployment rate {from increasing.

What is the likelihood of such spending growth during the next two
quarters ¢ The optimistic forecasts rely on large increases in Fedoral
purchases, in residential eonstruetion, and in personal consumption,
and also on a reduction in inventory disinvestment. The change in in-
ventory investment is predicated on substantial inventory liquidation
during the third quarter. On the evidence available at this writing—
and as I now look at the figures on the basis of the evidence announced
this morning—one has to wonder whether any such liquidation took
place, A more likely bet. I think, 1s that final sales and production have
been 1 approximate balance,

Consumption is eritical. For an apprectable upturn it will have to
merease during the next 6 months much faster than disposable income.
Will it? I think the answer is unknowuble. The monthly figures do not
suggest. that personal saving rates took an uncharacteristically large
post-tax-cut jump in July or ‘\ugust. There is therefore no reason to
count on a larger than characterstic delayed effect tfrom the July 1
tax cut and social security increase, The fear and nncertainty caused
by record unemployment, though difficult to gage, must be reckoned
a very large minus.

Concerning monetary policy, 1t may scem churlish te ask the Fed
to change its policy once again. But if I read Chairman Volcker right,
while they intend to accommodate above-target inereases in the de-
mand for money at current nominal interest rates, and to allow below-
target increases to cause interest rates to decline further, they do
nct intend to expand the monetary base fast enough actively to drive
short-term interest rates down if demand for money happens to grow
at above-target rates. Yet doing that in the near term would be the
right medicine. At least it would be the right medicine if T am right
that the cconomy is near stalling speed and that the damage caused
by it: further decline would far outweigh the neghigible danger that
sich uctive easing would produce a diflicult-to-control spending boom.

I recognize that the proposal to cut taxes as of January 1 is both
awkward and quite possibly too modest to matter, It is awkward, be-
cause 1f the economy does turn up soon. by 1984 we will probably have
to raise taxes. The recommendation looks like an attempt at fine tun-
ing, and it may be much too fine in two senses: As preventive, it may
well be too late as well as too small: and if it fails and the economy
takes another dive—not a probability, but a 1 in 4 possibility—we
would have to take much more expansionary fiscal action.
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So why bother # Because it might help. Because with idle capacity,
business illiquidity and unemployment, lower interest rates may not
alone suffice quickly to stimulate much extra spending for goodls and
services. It’s like trying to push on a string. Because if accommodated
by the Federal Reserve it cannot do much harm, Because if we don't
bother and the economy stays flat or weakens some more, we will re-
gret not having tried.

Now let me turn, Mr, Chairmnan, to the next 1 to 4 years, What kind
of a recovery will we get?

What kind of a recovery we will get depends on what kind of fiscal
and monetary policies we adopt. That in turn should reflect the kind
of recovery we want; on which of the feasible one-to-four paths of
output, employment, and associated inflation we like best or dislike
least, The cholces are many. I will sketch just four.

One choice would be a relatively rapid recovery with worsening in-
flation. Because we are currently sutfering a $300 billion per unnuam
gap between the actual output of the economy and its putentml out-
put we could opt for a path of rapid growth, say 614 to T percent per
year for the next 2 years, and a consequent one and a half to two
points annual reduction in the unemployment rate. Real income would
grow rapidly in the absence of direct wage restraint so I'm afraid
would the price level. At Dbest the underlying wage-price infiation
would stop slowing down. Much more llkolv such a rapid though not
atypical recovery would cause wage-price Inflation to reaccelorate.

As a second choice, we could aim for a spending-output-employment
path that would s]ow down the core inflation even more, to perhaps
around 2 pereent per year by 1985, To bring that about without direct
wage restraint would requive enormous quantities of slack during the
next 2-3 years.

One possible target path would entail trying to hold the average
uncmployment rate around 9 to 10 percent for “another 2 years, That
would u'quu‘e thut real spending be allowed to grow only a little faster
than 2145 percent per.year. The direct 2-year cost would be in the
nmghbox hood of $500 billion in unproduced real output and income,
If we follow this opinion we will have reduced the underlying inflation
rate from 9 percent 1o about 1-2 percent, but the 6-year direct cost
will have been about $1 trillion, approximately $15,000 per American
family, And that does not count the continuing productivity loss due
to the consequent loss in capital formation.

As a third possibility we could aim for a gradual recovery, modest
by historical standards, especially in light of the current size of the
utilization gap. A growth rate of 414 to 3 percent per vear during the
next 3 years would draw the uncmployment rate down by, at best, one
point a year, Barring changes in real oil or food pmce%. core inflation
would probably get stuck somewhere between 5 and 7 percent.

The fourth option: We could add direct wage restraint to the policy
mix, 1f we were willing to supplement. fiscal and monetary policy with
a serious program of wage restraint we would have & good chance of
achieving both a relatively rapid recovery and further improvement
in the core inflation, That is the option, Mr. Chairman, I would vote
for. But I feav it is a losing vote, Middle-of-the-road opinion scems
to favor the third approach, » very gradnal recovery with ne deterior-
ation in core inflation, and 1f that is to become our choice, changes

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



95

have to be made in both fiscal and monetary policy beyond the emer-
geney measures recommended above,

Fiscal policy. It is generally thought that for gradual growth, what
I called option 8. the prospective 1983-86 deficits are still too large.
While forceasting 2 to 3 vears ahead is hazardous, I tend to share that
view.

Mr, Chairman, if I am te digcuss fiseal and monetary policy it wili
take me about 4 or 3 minutes longer. T conld skip fiscal and go to mone-
tary. What would be vour preference?
| Representative Rerss. Let’s hear you. I think the others would

ike to.

Mr. Baror. I tend to share the view that, for gradual recovery, the
out-year deficits are too large. and will come back to it. Fivst, however,
T would like to make two preliminary points about deficits in general.
Both are familiar to members of this committee, but they are often
misunderstood elsewhere,

First, The sizo of a deficit reveals little about what the budget is
doing to the economy. Because it reflects also what the economy is
doing to the budget, it is consequence as well as cause. For a usable
one-number indicator one has to look to changes in a construct called
the high employment deficit, or better still, to changes in the ratio of
the hiO’h employment deficit to GNP. It is called fiscal thrust.

Second. Budget. defieits of any particular size, including high em-
ployment deficits are not good or bad as such. Thev are too large, too
small, or about right, according to what one wants the budget to do to
the cconomy. For example, one » must. I thiik, be thankful for the very
large deficits of calendar 1982, If we had tried to make them smaller
by cuttmg spending or raising current taxes, we would have reduced
the sum of private plus ])uhlu' spending and caused a reduction in
output and employment: we would have made the rccession worse.

To be sure, ns.a consequence of the deeper recession inflation would
he a little slower, Moreover, beeause nominal income would also be
lower. so wonld the demand for money. As a result, with no change
in the supply of money, interest rates would be somewhat lower, but
not enough Jower—and that is the critical point—to cancel the negs-
tive cffect of the tighter budget on total spending and output. For
that the Fed would have had to make the money supply grow much
faster than it did, driving interest rates still lower by positive ac-
tion, U'ntil 2 weeks ago there was no reason to believe that the FFed
might be willing to cooperate in such a shift in the fiscal-monetary
mix. Tt follows that the 1982 deficits have been and are good deficits.

What about the prospective deficits? T have suggested above that a
risk-averting strategy calls for making the early 1983 deficit larger.
For 1984 and thereafter the answer depends again on which of the
feasible paths of output and core inflation we wish the economy to fol-
low, and, once again, on Federal Reserve policy.

If we wish to opt for the moderate 4 to 4 percent, growth path—a
one-point-a-year reduction in unemployment, no appreciable deter-
ioration in wage-price inflation, but not further improvement either—
then the consensus view is probablv right that the deficits presently
programed for fiscal 19835 and 1986, and maybe even for late 1984, are
likely to produce too much fiscal thrust. For a while at least total
spending for goods and services would tend to grow rapidly. If the
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consequent demand for money were to be accommodated by the Fed,
we would have cheerful results with respeet to the real economy, but
unpleasant results with respect to inflation. I, alternatively, the Fed-
eral Reserve chose to step on the monctary brakes, the combination
of slow money growth with initially fast, fiscally induced growth in
spending, and therefore in the demand for money, would force interest
rates to rise and the interest and credit sensitive components of spend-
ing would be squeezed. Within a few quarters tight money would win
out over loose fiscal policy, recovery would stall, and we would suffer
another nasty recession.

So if we want the gradual growth option, the midrecovery 1985
and 1986 fiscal deficits will probably have to be reduced.

Monetary policy in support of a gradual recovery. To bring about
a gradual, 1-point-a-year reduction in the unemployment rate during
the next 3 years output would have to grow at a rate of about 414 to
5 percent per vear, If along such a growth path the underlying rate of
inflation were to remain in the 5 to 7 percent range—and that is the
most likely outcome, barring supply-price shocks—then total nominal
spending would have to grow at an average rate of 914 to 12 percent.
That will not happen if the Federal Reserve, after choosing a new
base period for money supply some time this winter, persists in trying
to adhere to its previonsly announced objective for the growth rate of
the money stock, that is a 514 percent growth calling for M, during
1983 and still lower ceilings beginning in 1984,

In the short run, quarter by quarter the demand for money is ex-
tremely volatile, That is why it does not make sense for the Federal
Reserve to try to track a fixed money supply target. But over a period
of a year or two 514 percent M, growth will not sustain a 914 to 12
percent rate of nominal spending growth. I'f a shortfall in spending
could be relied on to slow down prices directly, in proportion, that
would be fine. But in a sticky price economy like the United States
a shortfall in spending will reduce output and employment quickly
and reduce wage and price inflation onlv very gradually.

The conclusion. If we want a gradual recovery—the third option
above—the Fed will have to abandon for good its announced growth
rate ceilings for money supply. It could announce new, much higher
ceilings and explain why that is necessary if we are to achieve a
gradual recovery. Better by far it could announce that after 3 years
of experimentation, experimentation that produced a 3-to 4-point
improvement in the underlying inflation at the cost of 6 point years
of extra unemployment and $450 billion of lost real income and out-
put, that henceforth it intends to supply basc money in whatever
volume seems appropriate to the fiscal monetary task of making total
spending track an agreed and announced 1- to 3-year target.

It could explain further that in support of that objective it will
pay attention to interest rates, credit supply, to M,. M,. M, and
any other economic indicator that might improve its forecasts of
spending behavior. Such a policy would require that there be all-
government agreement on a total spending target and on the forecast
consequences for output. employment. and the price level.

For the Fed the hardest part would be the loss of protection now
afforded by the sometimes useful pretense of a kind of technoeratie,
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apolitical value neutrality that helps protect its quasi-independent
=tatus and wards off questions of legitimacey.

Mr. Clairman. T will stop there. The last part of this testimony
consist= of a taxpayer’s reflections on how to reduce the 1984-87 budget
deficit. My conclusion, very brieflv. is—and this entails value judg-
ments—that (1) nondefense Federal spending onght to increase, not
decrease, T ean comment on that later if that would be of interest to
vou, (2) T believe we should stretch out the defense buildup, but only
to n point, 1 think we do need a bui'dup focused mainly on conven-
tional forces. mobility, maintenance. operation, and trainming. Cer-
tainly we should not spend money on things like the MX. (3) Tt fol-
lows that vivtually ail of the deficit reduction that we probably will
have to undertake for late 1984, 1985, and 1986 should come in the form
of higher taxes. I do not believe that the United States is an overtaxed
seciety. T think we should remember Justice Homes proposition that
“taxes are what we pay for eivibized society.” Thank you, Mr. Chair-
man.

{ The prepared statement of Mr, Bator follows:]
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PREPARED STATEMENT OF Francis M. BaTor

T am grateful, Mr. Chairman, for this opportunity to comment on the near-
term and mid-term prospects of the U.S. economy. 1 should like first te say
something about the immediate future, and then to go on, In Part II, to some
questions concerning the pace and shape of a recovery once the economy has
turned arcond. I will <onceatrate on the domestic rather than the equally impar-
tant international dimensions of our problems, and va their cyclical aspects -
the timing and pace of recovery from the 1980-82(?) mini-depression. Except
for inflation, 1 will say little about peussible, longer-term styuctural diffi-
culties, {In my opinioa, symptoms of the former are too often misdiagnosed
as evidence of the latter.)

1. _The Next Few Months: When Will The U.S. Economy Turnm,

And Wil) Ir Turn Up or Down?

To state the case very briefly (I will make the argument at greater length below):

® lnless a further change is made in monetary policy, and perkaps

also in fiscal policy, 1 belleve that the chance of an upturn

in real total spending and output during the next three to six
manths 18 at best fifty-fifty. Another substantial decline, that
would drive the unemployment rate ta 11 to 12%, {s entrirely possible.

T helieve that the economy is near stalling speed,

s 1f the above judgment is right, and considering the damage that

a further decline would inflict, there exists a powerful case

.org/
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for some downside insurance. Specifically, I would urge that

(1) TDuring the next few weeks, the Federal Reserve
actively drive cdown short term nominal interesc
rates, and thereafter, that it continue to accom=
modate. the demand for M-1, M-2. ., until there is
available reliable evidence thar total eutput and
real final spending have turned ugp.

(2) If the statistics that will become available during
Novenber suggest centinued weakness, the post-elec-
tion Congress should change to Janvary 1, 1983
the effective date of the personal income tax re-
duction now scheduled to take effect on July 1,
It would be a modest, and in some respects awkward
move, but by giving the economy a small upward push,
it might just help avert another decline. (At the
same tiwme, it would be useful if the legislative
record reflected Congressienal awareaess that the
prospective out-vear, mid-recovery and late-recovery
deficits will bave to be reduced.)
¢ Under current economic circumstances, the chance {s negligibly small
that the above actions would stimulate, cr exacerbate, an uncontrol-
lable spending boom that would tighten labor markets and goods markets
toe fast, and thus cause the underlying wage-price inflation to
accelerate. Like a "colled spring,” the economy is not. In the
near term, the balance of danger is a!] the other way. (I will argue
in Part TI below that in a year or so, 1f 4n the meantime the
economy does turn wp, we will confront difficult chojces involving a

trade-off between the speed of recovery and the speed of inflation,)

Argument

T am aware that most of the serious forecasts say -- or at least most of
those 1 have studied =-- that the recession has vun its course, that real aut-
put will iacrease during the fourth quarter by a little and pick up speed
during the winter and spring., My reasons for concern, and far suggesting a

prempt, short-term policy change as a hedge, are as follows:

w How aggregate spending will behave during the next few months is,
1 believe, much more frreducibly uncertain than has usually been

the case just before a cyclical upturn. For many months, the
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economy has been operating outside the range of post-war obser-
vation. Forecasts are based on regularities found in the record
of the past. The U.S. record does not contain much direct
evidence on household and business spending in an environment

of double-digit unemployment, less than 70% capacity utiliza-
tion, still near record high real interest rates, and widespread
business illiquidity. It is the only record available. the most
likely story drawm from it, by the use of good economics, good
econonetrics, and good sense, is the most likely story. But

it is only that, We should be prepared for surprise and take

at least low-cost steps to hedge against unpleasaat surprise.

¢ When considering the arithmetic of an upturn (or downturn}, it
is important to keep in mind that, a5 long as inflation persists
at an annual rate of, say, 5%, total annrualized nominal spending
has to increase by abour $40 billion each guarter merely to maintain
output constant (Five percent is a low estimate of the present
pace of the inertial drift in the price level, a ¢onsequence of
the wage-price spiral.) To keep the unemployment rate and idle
capacity from increasing, the guarterly increment in annualized
neminal speading has to be $60 to $65 bflliun st current levels,
{Because the labor force and prnductivltyl are both increasing, real
cutput has teo grow at an anhual rate of about 2%% merely to keep the
unemployment rate and idle capacity level; with inflation at 5 to 6%,
total nomingl spending has to grow at a rate of at least 5 + 24 = 7%,
At current levels that translates into quarterly increments of

$60 o 965 billien.)

& What is the likelihoed of such spending growth during the next two
quarters? With state and local purchases, business fixed invest-
ment, and net exports predictably weak (the last perhaps very weak},
the optimistic forecasts rely om large {ncreases in Federal pur-
chases, in residential fixed investment {at least on a seasonally
adjusted basig), and in personal consumption, and also on a

reduction in inventory dis-investment. The Federal purchase

L I.e,, cyclically adjusted produccivity (in other words, productivity

evaluated at any constant rate of capacity utilization and employment.)
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estimates are tolerably reliable, and so is a part of the pro-
jected increase in residential c¢onstruction (it is driven by
housing starts already on the books). But the change in inven-
tory investment is predicated on substantial inventory liquida-
tion during the third quarter. On the evidence available at
this writing, one has to wonder whether any such liquidation
teok place; a more likely bet, T think, is that final sales and

production have been in approximate balance.

Because it accounts for two-thirds of the total, consumption expendi-
ture is critical. For an appreciable upturn, consumption will

have to increase during the next six months much faster than dis-
posable income. Will 4t? I think the answer is unknowable. The
(unreliable} monthly figures do not suggest that persomal saving
rates took an uncharacteristically large post-tax-cut jump in
July~Avugust. There is therefore no reason to count on g larger
than characteristic delayed effect from the July 1 tax cut and
socfal security imcrease. The wealth-effect of the recent stock
market boom will be a (very small) plus. Aggregate household
liquidity will be a bigger plus., The reductions in consumer in-
terest rates will be a plus if they appreciably exceed the re-
duction {n anticipated inflatfon. The reduction in household net
worth since 1981, and the current decline 1in interest income, will
be a minus. Most important, the fear and uncertainty caused by the
record unemployment rate, though difficult to gauge, must be reck-

oned a very large minus,

Concerning monetary policy, §t may seem churlish to ask the Federal
Reserve to change policy once again, so soon after it has ar long
last assured us that, for the time being, it would not respond to

a run of large Friday afterncon M-1 statistics by tightening its
base-money tourniquet and driving interest rates higher. Moreover

Mr. Volcker is a master of ambiguity, not necessarily a bad thing
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in a central banker, But if T read him right, while the Federal
Reserve intends to accommodate above-target increases in the de-
mand for money at current nominal interest rates {and to allow
below-target increases to cause interest rates to decline further),
they do not intend to expand the monctary base fast encugh actively
to drive short-term interest rates down if demand for money
happens to grow at above target rates, Yet doing that, in the
near-term, would be the right medicine. At least, it would be

the right medicine {f I am right that the economy Is near stalling
speed, and that the damage caused by its further decline would far
outweigh the negligible danger that such active monetary easing
during the next few months would produce a difficult-to-contrel
spenrding beom, (I recognize that this last point contains both

a contingent prediction and a value judgment that the anti-infla-
tionary benefit of letting the unemployment rate go to 11-12¥% is
not worth the damage done to the real econowmy. For more com-

ment on the inflation versus unemployment tradeoff see Part 1T

below.)

I recognize also that the proposal to cut taxes as of January 1, 1983
is both awkward and, gquite possibly, too modest to matter. It is
awkward becavse, 1f the economy does turn up soon, by 1984 we will
probably have to raise taxes in order to avoid an excessive, shore-
lived boom that would lead to a credit crunch, and thence te another
recession, The recommendation looks like an attempt at "fine tuning,’
and it may be much too 'fine'" in two senses. As a preveative, it

may well be too late as well as too small, even In combination with
active wmonetary ease. And 1f it fails, and the economy takes another
dive (not a probability, but in my cpinion a ene-in-four possibility),
we would have to take much more aggressive expansionary fiscal action.
(If successful, that policy too would have to be reversed in a couple

of years,)
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. So why bother with the tax-date change? Because it might help.
(I am aware of the permanent income hypothesis, but only half
believe it.) Because idle capacity, business illiquidity, and
unemployment may frustrate even a policy of aggressive monetary
ease; lower interest rates by themselves may not quickly stimulate
much extra spending for goods and services. Because, 1f accom-
modated by the Federal Reserve, as it should be, the tax-date
change cannct do wueh harm; given the state of the economy, it
certainly won't be too expansionary. Because, if we don't make
the effort, and the economy stays flat or weakens some more, we

will regret not having tried,

I1. The Next One to Four Years: What Kind of Recovery?

What kind of recovery we will get depenfs on what kind of fiscal and mone-
tary policies we adopt. That choice in turn should reflect the kind of re-
covery we want -- which of the feasible one to four year paths of output, em-
ployment, capacity vtilization, and associated inflation we like best, or dis-
Idke least. The choices are many; 1 will sketch just four. (For the sake of
schematic clarity, and at the risk of an excess of numerical precision, I
will rely on the persistent yegularities that have characterized the rela-
tions between output, employment, and core inflation in the United States
during the past twc or three decades, and will omit the usual caveats. Those
are the best-bet numbers available; the macroeconomic wanagers have no cheice
but to make use of them in a gingerly and continuously observant way. I will
also assume that the economy dees turn up this winter, that the unemployment
rate doesn't rise much above 10%, and that during the next three years we are
not once again confronted by enormous supply price shocks of the sort that
damaged us in 1972-4 and again in 1979.)

(1) Relacively rapid recovery and worsening inflation, Because we

are currently suffering a gap of $300 billion per year between
the actual output of the economy and its potential output

{(i.e., the output that the economy would be producing if the un-
egployment rate were 6% rather than the current 10%, and capacity

utilization in manufacturing about 85% rather than the current &3%),
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we could opt for a path of rapid growth in total real spend-

ing and output, say 6% to 7% per year for the next two years,
and a consequent relatively rapid reductior in the unemploy-
ment rate on the order of 1% to 2 percentage points each year.
Real wages, real profits, capacity utilization, and realized
productivity would all grow rapidly. Unforctunately, in the
absence of direct wage restraint, so would the price level.

At best, the underlying wage-price inflation, having been slowed
down from about 9% per year to about 5% to 6%% by the 6 point-years
of excess unemployment since 1979 (i.e., that in excess of 6%),
would stop slowing. Much more likely, such a rapid (though not

atypical) recovery would cause wage-price inflation to reaccelerate.

High unemployment and decelerating inflation. Alternatively, we

could aim for a spending-output-employment path that would slow
wage-price inflation down to around 25(H per year by 1985, To
bring that about without direct wage restraint would require

that the wmacromanagers continue to upefale the econowmy with eénor-
mous quantities of slack during the next 2 to 3 years. One possi-
ble target path would entail trying to hold the aversge unemployment
rate at around 9 to 10%Z for another two years, That would require
that real spending and output be allowed to grow only a little
faster than the approximately 24% per year needed to keep the snem-
ployment rate constant. The direct two-year cost of such a program
of continuing disinflation would be in the neighborhood of $500
billion in unproduced real output and income {as compared to a 6%
unemployment path). If we choose this option, we will have reduced
the underlying inflation rate from 9% in 1979 to about 1 to 2%, The

six-year direct cost will have been about one trillionm dollars,

approximately $15,000 per American family. And that does nrot count
the continuing productivity loss due to the reduced volume of

capital formation.
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{3) Cradual recovery with core inflacion stuck at S to 7%

As a third possibility, the macromanagers could aim for a gradual
recovery, modest by historscal standards, especially in the light

of the current size of the employment and utilization gap. A growth
rate of 4 to 3% per year during the next three years would draw down
the unemployment rate by, at best, one point a yvear. Barring adverse
changes in real 0il or food prices, coce inflation would probably

get stuck somewhere between 5% and 7%. As compared to the rapid re-
covery path, the real output and real income cost would come to about

$200 to $300 billion.

(&) Addinp wage restraint to the policy mix. If we were willing to

supplement fiscal and monetary policy and sensible old-fashioned

supply-side measures with a serious program of wage restraint, we
would have a good chance of achieving both a relatively rapid re-
covery and further improvement in the core inflation. The cobject
of such a program would be to shrink directly the gap between the
rate of increase in money wapes and salaries on the one hand, and
the (only slowly alterable} underlying rate of {ncrease in pro-

ductivity on the other.

My own vote is for the fourth option, but I fear it is a losing vote.
Direct wage restraint does not seem ta be in the political cards, at least
Quring the next twa years, Midd)le-of-the-road opinion seems to favor the third
appreach: a very gradual recovery with no deterioration in core inflation. If

that is to become our choice, changes will have to be made fn both fiscal and
1

monetary policy, beyond the immediate emergency measures recommended above.

1 some people believe that the '80-82 double-dip recession has already brought
about an appreciably larger than 3 point "norm-shift" in wage inflation and,
further, that we could manage even a fairly rapid recovery without czusing in-
flation to reaccelerate. A variant of that view asserts that we can combine
nodetate recovery with continuing fairly rapid fmprovement in inflatfon. They
rest thetr case on the relatively rapid deceleratfaon shown by the (noisy) wage
statistics durling the past 9 months. Maybe so, We have no sustained postwar
experience of 9 to 10¥ unemployment rates; perhaps they are causing a qualitative
break in wage inflation. If so, the numerical tradecffs outlined above are all
too pessimistic, It would not be prudent to bet that way. As of now, the hope
that we could have beth rapid recovery and continued deceleration in core infla-
tion without a serious policy of direct wage restraint strikes me as a low pro-
ability bet.

org/
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Fiscal Policy in Support of a Gradual Recovery

It 45 generally thought that, for gradual growth, the deficite built
into the prospective Federal budgets for '84-'86 are likely st1ll to be too
large. While forecasting two to three years ahead is hazardous {(and in this
instance not entirely necessary), I tend to share that view, and will come
back to tt. First, however, I would like to make two preliminary poiuts
about deficits in general. Both are familiar to members of this Committee,

but they are often misunderstood elsewhere.

(1) The size of a deficit reveals little about what the budget is
doing to the economy, Because it reflects also what the
economy is doing to the budget, it is consequence as well as
cause. For a useable one-number indicator of what the budget
is douing to the macroeconomy, ore has to look to changes in a
construct called the high-employwent deficit (or surplus}, or,
better still, to changes in the ratio of the high-employment
deficit to ONP -- 1t is called "fiscal thrust." (Actually,
for any given short period, changes in any standardized, income-
adjusted deficit would do. One need not normalize relative to
some estimated "high employment' income.)

{2) Budget deficits of any particular size, including high emplovment
deficits (or changes therein), are not good or bad as such. They
are good or bad —- too large, too swall, or about right -- accord-
ing to what one wants the budget to do to the economy: to total
public plus private spending for produced goods and services,

and thus to total output, employment, and inflacion.

For example, and in light of the recently abandoned {one hopes)
money supply objectives of the Federal Reserve, one must I think
be thankful for the very large deficits of calendar 1982, If we
bad tried to make them smaller by cutting spending, or raising
current taxes (thereby reducing after tax income), we would

have reduced the sum of private plus public spending, and caused
a reduction in output and employment. In other words, we would

have made the recessiom worse.
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To be sure, as a ctonsequence of the deeper recession,
inflation would be a 1ittle slower. Moreover, because
nominal income would also be lower, $o0 would the demand

for money, i.,e., for currency and checkable deposits. As a
resvlt, with no change in the supply of money provided by the
Federal Reserve, interest rates would be somewhat lower. But

not enough lower -~ and that is the eritical point so widely

misunderstood == to cancel the negative effect of the tighter

budpet on total spending and output. For that, the Fed would
have had to meke the money supply grow much faster than it did,
driving interest rates still lower by positive action. Uatil
two weeks ago, there was no reason to believe that the Fed
right be willing to cooperate in such a sh{ft in the fiscal-
monetary mix by significantly and persistently breaching or
revising its money-supply targets. 1t follows that the 1982
deficits have been and are good deficits,

What about the prospective deficits? T have already suggested that,
even 1f the Federal Reserve follows an actively expansionavy policy during
the next few months (as 1 think it should), a risk-averting strategy calls
for making the early 1983 deficit larger., Tor 1984 and thereafter, the
answer depends again on which of the feasible paths of output, employ-
ment, and associated core inflation we wish the macro-economy to follow
(and, once again, on the Federal Reserve's intentions with respect to the
supply of base money).

1f we wish to opt for the moderate, & to 5% growth path - the path of
gradual recovery, a one-point a year reduction in uncmployment, and no appre-
ciable deterioration in wage-price inflation, but no further improvement
either -- then the consensus view is probably right that the
deficits presently programmed for fiscal years '85 and '86, and maybe even
for late "84, are likely to produce too much fiscal thrust. TFor a while at
least, total public plus private spending for goods and services would tend
to grow very rapidly. If the consequent rapid growth in the demand for
money were to be accommodated by the Federal Reserve at declining or even

constant real interest rates, we would have cheerful results with yespect
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to output, real income, employment, and profitability, but unpleasant results
with respect to i{nflation. 1f, alterratively, the Federal Reserve chose to
step on the monetary brakes, the combination of slow base-money growth with
initially fast fiscally-induced growth in total spending (and therefore in
the demand for money) would force interest rates to rise and credit to be-
come tight. All the interest- and credit-sensitive components of spending
would be squeczed. Within a few gquarters, tight money would win out over
loose fiscal policy, recovery would stall, and we would suffer another nasty
recession. As Arthur Okun used to point out, tight money makes for grabby
brakes. It is especlally so when tight money is accompanied by a stimulative

fiscal pollcy,

Monetary Policy In Support of a Gradual Recovety.

To bring about a gradual, one-percentage-point a year reduction in
the unemployment rate during the next three years, output would have to
grow at a rate of about 4% to 5% per year. If, .along such a growth and em-
ployment path, the underlying rate of inflation were to remain in the
5 to 7% range -- and that is the mosc likely outcome, barring large supply-
price shocks -- then total nominal spending would have to grow at an
average rate of 9% to 12%. Thar will not happen if the Federal Reserve, after
choosing a new base period for money supply sometime this winter (it is
talled "re~basing™), persists in trying ta adhere to its previously
announced objectives for the growth rate of the money stock (e.g., a 5%
growth-rate ceiling for M-] during 1983, and still lower ceilings beginning
in 1984).

In the short run, quarter by quarter, the demand for money is ex-
tremely volatile in relation to interest rates and incume growth -- that is
why it does not make sense far the Fed to try to track a fixed money supply
target. But over a period of a year or twa, 5%% N-1 growrh will not sus-

tain a 9% to 122 rate of nominal spending growth, If & shortfall in spending
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could be relied on to slow down prices directly, in proportion, that would
be fine. But in a sticky price economy like the U.S., a shortfall in spend-
ing will reduce output and employment guickly, and reduce wage and price

inflation only very gradually.

The cenclusion: if we want a gradual recovery -- the third option
above -- the Fed will have to abandon for good its announced growth-rate
ceilings for money supply, It could announce new, much higher ceilings and
expilain why that is necessary if we are to achieve a (graduwal) recovery.
Better by far, it could announce that after three years of experimentation --
experimentaticn that preduced a 3 to 4 point improvement in the underlying
inflaticn rate at the cost of 6 point-years of extra vnempluyment and
5450 billion of lost real income -- henceforth it intends to supply base
money in whatever volume seems appropriate to the fiscal-monetary task of
meking total spending and its main components track an agreed and announced
1 to 3 year target. It could explain, further, that in support of that ob-
jective, it will pay attention to interest rates, credit supply, M-1, M-2..,,
and any other ecconcmic indicator that might improve its forecasts of spend-
ing behavier. Such a policy would require that there be agreement within
the government on a total spending target and on the forecast consequences
for output, employment, and the price level. For the Federal Reserve, the
hardest part weuld be the loss of protection inherent in the fiction (in a
sticky price economy it is a fiction) that munetary poliey 1s value neutral,
and therefore apolitical. Once the Fed is seen as making explicit choices
between uncemployment and inflation, questions of lepgitimacy are likely to

threaten its often useful quasi-independent status.

ITI. Pestseript: A Taxpayer's Reflections on How to Reduce

the '84-87 Budget Deffeic

Evidently, we canr try to cut real non-defense Federal spending scill more,
stretch out the defense buildup, and/or raise tax rates and thereby repair the
danage done by the tax-cutting orgy of 1981, The choices entail value judg-

ments. My own values say that:

# Real non-defense Federal spending nceds to be increased,

not decreased. While I would eliminate the over-indexing

17-871 0 83 8
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of social security and tighten up on some other eatitle-
ment programs, spending on a variety of activities that
benefit the poor, the central cities, the quality of public
services, the public capital stock, education, and research

and development ought in wy opinfon to go up rather than down.

We should stretch aur the defense buvildup, but only to a
point. T believe we need a buildup, mainly cerntered on
maintenance and operatiens, on the readiness and aobility
of forces, on inventories, on conventional combat capa-
bilities in general. Given the bomber and submarine force
(with cruise missiles and Triéent TI), and a cheaply en~
banced Minuteman foree, the "window of wvulnerability”
notian is T think absurd, and therefore irresponeible,

We should certainly not be spending money on a vulnerably

based and therefore destabilizing MX.

1t follows that virtually all of the deficit reduction

should take the form of higher taxes. It is not true that
the United States is an over-taxed society. However one
measures {¢ -- by the ratlo of total taxes to national in-
come, of govermament purchases to GNP, of total government
expenditure to GNP —- government in the United States takes

a4 substantially smaller cut than in virtually any other

major advanced indusirial country except Japan: West
Cermany, Canada, France, Britain, Italy, Swedern, Austria,
Belgium, and the Netherlands all pay a higher proportion of
their national income in taxes. By one measure, the Swiss
government doee less; by another it does more. Undoubledly

a2 lot of what the guvernment does is done inefficiently;

the same is true abeut a lot of what private industry does
producing for private use, But it is not true that our
economic troubles of the past fifteen years have been caused
by too much government taxing and spending. When considering
what we should do about the Federal budget in the next few
years, we had better remember Justice Nclmes’ proposition that

"taxes are what we pay for civilized society."”
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Representative Rewss. Thank you, Mr. Bator,
Mzr. Dalio.

STATEMENT OF RAYMOND T. DALIO, PRESIDENT, BRIDGEWATER
ASSOCIATES, WILTON, CONN.

My, Davio. Mr, Chairman, Congressman Mitchell. It’s a great plea-
sure and a great honor to be able to appear before you in examination
of what is going wrong with our econony.

Following the economy of the last few years has been rather like
watching a mystery thriller in which you can see the dangers lurking
}z:round the corner and want to yell a warning but know it won't be

eard,

The danger in this case is depression. Unfortunately, depression is
a word which is used sensationalistically and not enough diagnos-
tically. Although it’s been a long time since the economy has suffered
from one, there s such a disease as depression which we as economists
should know how to diagnose. Today’s economists are about as famil-
tar with depressions as today’s physicians are with long dormant
plagues, Just as a physician wouldn’t want to treat pneumeonia as
though it were a cold, an economist wouldn’t want to make the mistake
of misdiagnosing a depression by thinking it's a recession.

Contrary to popular belief, a depression 1s not simply a more severe
version of a recession; it’s an entirely different degenerative process.
1f depressions were simply more severe versions of recesstons, and
one just used measures of severity such as the rate of unemployment
or the rate of falling real GNP to differentiate between them, there
would be no means of distinguishing the early stages of a depression
from the late stages of a recession as they both are comparably severe.

However, by understanding the processes that cause depressions to
become more severe than recessions it’s casy to distinguish between
them. While a recession is a sclf-correcting economic contraction in
which liquidity increases, a depression is a self-feeding contraction
in which liquidity is being reduced. Normally in a recession inventories
are liquidated, borrowings decrease, money supply growth slows, and
interest rates decline. Vartous measures of liquidity, such as the ratio
of current assets to current liabilities and the percentage of corporate
debt which is short term in turn reflect this reliquification in a reces-
sion. However, in a depression in order to raise liquidity inventories
are liquidated and borrowings increase; as a result, inflation falls
while 1nterest rates rise. Measures of liquidity in turn show it deelin-
ing rather than increasing in a depression.

Since 1800 there have been 14 major depressions in the United
States, all progressing in a similar manner. This is what we call the
depression process. This process can be segmented into four phases.

In phase 1 the economy becomes debt burdened and illiquid, which
makes it what we call depression prone. In other words, the demand
for money becomes highly inelastic and money becomes tight.

_This leads to what we call phase 2, or a liquidity crisis, at which
time horrowings increase and inventories are liquidated. This causes
interest rates to rise while the cconomy contracts, thereby worsening
the economy’s liquidity problems.
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The depression process advances from phase 2, liquidity crisis, to
phase 3. which we call failure, when it moves from gasping for
liquidity to failing for lack of it. Failure is 2 lending erisis motivated
contraction in which the economy is no longer respousive to monetary
stimulation. In other words, it's not a traditional recession: that is.
1t's not a contraction primarily motivated cither by reaching a high
level capacity or reaching a level of illiquidity; it’s a contraction
which iy motivated by a Iondmtr erisis in which the cconomy is not
responsive to l}l()ll?tdl}, ‘-\tllllllhl’l()ll

After this contraction runs its cowrse the depression enters what we
call phase 4, the period of economic stagnation,

As it would take a considerable amount of time to examine the econ-
omy’s ey olutmn to Hlls pmnt, suflice 1t to say that from the late 1940’
until 1979 ¥y 1979 appointment of Paul Volcker—the ratio
of total debt to GNP increased to the highest level since the Great
Depression at the same time as liquidity was severely reduced.

If you would be kind enough to turn to chart 1 at the rear of the
prepared statement you can see ratio of total debt to GNP at the top
portion of the chart. That ratio goes back to 1916. The large spike up
m the 1930°s was a result primarily of a falling GNP and it conveys
how a falling economy increases the debt burden. But debt doesn’t
decline as GNP does and so, as a result, the ratio of debt to GNP
Increases. You can see that the debt to GNP ratio has increased con-
sistently from the carly 1950°s until the 1979 period.

Since the October 1979 shift in monetary policy the Fed, in its
battle against inflation, substantially further drained liquidity. As a
vesult, for the last 3 years the economy has been in a protracted liquid-
ity crisis. Interest rates have consistently held higher than at any time
in the previous 100 years at the same time as capacity utilization has
declined to near the lowest level since the Great IDepression.

Extended severc illiquidity inevitably causes economic fajlure, I
repeat, that's a lending crisis motivated contraction in which the
economy ceases to be responsive to monetary stimulation, This hap-
pens w hen large numbers of borrowers are unable to meet their debt
service obligations, This reduces both the ability and the willingness
of lenders to extend eredit, which further constricts the flow of funds
to illiquid borrowers, in turn eausing more failures,

Since the banking system is the Federal Reserve’s only conduit for
reliquifying the economy, 1f bankers are less willing to lend it follows
that the Federal Reserve is less ablo to revive the failing economy.
This signals the beginning of what we call the failure phase—.pha‘;e 3
of the depression process.

The economy is now teetering on the brink of failure. Like the last
months of 1979, most mcent]\ or the middle months of 1929, more
appropriately, the economy is now in a brief yet critically important
transition period. In late 1979 the transition was from a decade of
inflationary expansion to 3 years of liquidity crisis. In mid-1929 the
transition was from a decade of extraordinarily rapid economic
growth to 5 years of failure,

The economy is now in transition from 3 years of liquidity crisis to
a period of either failure or much higher levels of inflation. The econ-
omy’s extreme illiquidity and leveraged condition implies that a large
enough injection of liquidity to avoid failure would cause hyperintla-
tion. B) that I mean 15 to 18 percent by 1984,
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The economy is now too illiquid to allow a return to stagflation,
which is the successful balancing of the inflation and weak economy
alternatives.

Virtually all statistics reflecting the economy’s rate of activity indi-
cate it is essentially flat. The rate 1s consistent with capacity utilization
around 70 percent, real GNP about $1.480 billion, and the index of
industrial production around 137,

Unfortunately, at this level of activity a stable economy is a dete-
riorating economy. While it 1s widely assumed that an economy which
is expanding is getting stronger, changes in the economy’s health are
not primarily a function of changes in its direction but rather the
rate at which it is operating. For example, a falling economy operating
at 85 percent of capacity will be strengthening while a rising economy
operating at 70 percent of capacity will be deteriorating, While the
economy 1s now essentially flat, businesses are failing at a rate which is
higher than at any time sinee 1933,

I'd like to turn your attention to chart 20, then also ask to turn your
attention to charts 11 and 12, flipping between them.

Chart 11, if you were to use real GNP—that’s that dashed line
there—shows that essentially the economy has been roughly flat since
the beginning of the year,

Turn to chart 20. You see that through that period of time there has
been a consistent increase in business failures. This reflects that a flat
econoimy is a deteriorating economy.

This failure rate will continue to rise until capacity utilization in-
creases to at least 78 percent. However, rather than thinking of the
economy as being homogeneous, it would be more accurate to think of
it as beingr two-tiered, with interest rate sensitive sectors on the brink
of failure and noninterest rate sensitive sectors still strong.

Since there is no way for the economy as a whole to remain immune
from a bankmptey crisis among the interest rate sensitive sectors, in
order to assess the probability of failure it’s this latter group which
should be examined.

While it is important to recognize that the economy as a whole is
headed for failure operating at under 70 percent of capacity, it’s even
more cssential to consider the implications of little or no improvement
among the interest rate sensitive sectors of the economy, such as autos,
construction, airlines, lumber, steel, heavy equipment, et cetera, which
are operating at less than 55 percent of capacity, and mining compa-
nies and farmers who are selling substantially below their costs of
production,

In aggregate, the financial health of this large, interest rate sensitive
sector of the economy is deteriorating rapidly. Its health will continue
to deteriorate and failures among this sector will continue to rise un-
less there is an enormous reliquification.

We cstimate that if the cconomy remains flat or improves only
modestly the rate of business failures will increase by over 50 percent
in the next 6 months, With the rate of business failures already un-
sustainably ligh, and given the fact that it would have to decline
significantly in order to avoid failure, we can continue to assess that
the odds are in favor of failure.

Since we're forecasting failure—we say the odds are in favor of
failure—while other economists are forecasting imminent recovery,
obviously our understanding of how the economy works must be ap-
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preciably different from theirs. Specifically, our disagreement con-
cerns liquidity.

Based on our understanding of economies, the popular forecast that
the economy will turn up at the same time as interest rates and infla-
tion fall is impossible. We don’t understand where the increased
liquidity needed to both fuel an expansion and cause interest rates to
decline will come from if not accompanied by an inflationary accelera-
tion in the money supply.

The popular explanation that when the economy turns up over the
next few months it will somehow produce enough liquidity to finance
the expansion and allow interest rates to decline but that this increased
liguidity will not show up in accelerated, hence inflationary, money
suppy makes no sense to us.

By contrast our projections are based on the following three simple
assumptions:

(1)} Over the last 3 years the economy has been in a liquidity crisis.

(2) Unless there is an immediate reliquification there can be no
economic upturn accompanied by lower levels of interest rates. As
a result, the rate of business fajlures and loan defaults will continue
to rise and cause failure. Again, failure is a Jending erisis motivated
contraction in which the econmomy isn’t responsive to monetary
stimulation,

(3} There is no such thing as a noninflationary reliquification.
There 1s no way for capacity utilization to significantly increase at the
same time as interest rates fall without the Federal Reserve flooding
the banking system with liquidity, the banking system in turn flood-
ing the economy with Joans, and the money supply growth and infla-
tion accelerating.

The economy 1s now flat, teetering on the brink of failure. The Fed.
growing more concerned about this precarious position, has shifted
its posture from pushing the economy toward the brink to simply
watching it teeter. If it starts to go over, they'll attempt to save it, and
if it moves away, they'll push it right back. Where this balancing act
will lead will become more apparent over the next several weeks,

Although we’re confident that failure and much higher levels of
inflation are now the alternative, we are by no means certain which
of these alternatives will come to pass.

Whether we are headed for an extended period of failure or much
higher levels of inflation hinges first on whether the economy responds
to the Federal Reserve’s stimulation. which there are real doubts
about—the Federal Reserve has basically pursued a stimulative mone-
tary policy since May, and as of yet there has been no significant re-
sponse—and if it does respond, on whether the Fed is willing to
finance monetary growth at more than double its targeted rates.

Given a normal 2- to 4-month lag between stimulation and response,
we’d certainly expect to know if the economy is responding within
a few weeks, and if it does, with all the aggregates above the Fed’s
targets. we'd expect to see how the Fed will react shortly thereafter.
1f the Fed pursues its policy we'll get a recovery much like the third
and fourth quarter 1980 recovery in which interest rates, the prime
rate, bottomed at 11 percent and inside of 8 months doubled to 22
percent as thev choked off the recovery.

That, Mr. Chairman, is the end of my statement.

[The prepared statement of Mr. Dalio, together with an attach-
ment, follows:]
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PrePARED STATEMENT OF RayMOND T. DaLio

Just as a physician wouldn't want to treat pneumonia as though it were a cold, an
econemist wouldn't want to make the mistake of misdiagnosing a depression by thinking
it's a recession. Contrary to popular belief, a depression is not simply a more severe
version of & recession - it's an entirely different degenerative process. If depressions were
simply more severe versions of recessions and one just used measures of severity such as
the rate of unemployment or the rate of fall in GNP to difierentiate betwecn them, there
would be no meens of distinguishing the early stages of a depression from the lale stages
of a recession as they are both comparably severe, However, by understanding the
processes that cause depressions to become more severe than recessions it's easy to
distinguish between them. While a recession is a self-correcting economie contraction in
which liquidity increases, a depression is m self-feeding contraction in which liquidity is
reduced. Normally, in & recession, inventories are liquidated, borrowings decrease, money
supply growth slows and interest rates decline. Various measures of liguidity such as the
ratio of current assets to current liabilities and the percentage of corporate debt which
is short term in turn refleet this religuification. However, in a depression, in order to
raise liquidity, inventories are liquidated and borrowings incresse: & & result, inflation
falls while interest rates rise. Measures of liguidity in turn show it deeclining rether than
in¢.easing.

Since 1800 there have been fourteen major depressions in the U.S., all progressing in
a similar manner. This is what we call the depression process. This process ean be
segmented into four phases. In Phase 1, the ecanomy becomes debt burdened and illiquid
which makes it depression prone in other words, the demand for money becomes highly
inelastic and money becomes light. This leads to a liquidity erisis (Phase 2) at'which
time borrowings increase and inventories are liquidated, This causes interest rates to rise
while the economy contracts thereby worsening the economy's liguidity problems. The
depression process. advences from Phase 2 (liquidity ecrisis) to Phase 3 {(failure} when it
moves from gasping for liuidity to failing for lack of it. Failure (Phase 3) is & lending
crisis motivated contraction in which the economy is no longer respunsive to monetary
stimulation. After this contraction runs its course the depression enters what we call

Phase 4 or economic stagnation.

As it would take a considerable time to examine the economy's evolution te this
point, it's sufficient to say that from the late forties until the July 1979 appointment of
Paul Volcker the ratio of debt to GNP increased to the highest levels since the Great
Depression at the same time as liquidity was severely reduced.
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Since the October 1979 shift in monetary policy, the Fed, in its battle against
inflation, substantially further drained liquidity. As a result, for the last three years the
economy has been in & protracted liguidity crisis:  interesi rales have consisieatly held
highicr than a1 any time in the last 100 years at the same time capacity utilization has
ceclined to Lhe lowest level since the Great Depression.

Extended severe illiquidity inevitably causes economic fajlure i.c. & lending crisis
molivated contraction in which (he economy ceases to be responsive to monetary
stimulation. This happens when large numbers of bortowcers are unable to meet their debt
service obligations. This reduces both the ability and willingness of lenders to extend
credit which (urther constriets the f{iow of funds to illiguid borrowers in turn causing more
failures. Since the banking system is the Federal Reserve's only conduit for religuifying
the economy, if bankers are less wiiling to lend it follows that the Federal Reserve is less
abile to revive the frmiling economy. This signals the beginning of what we call the failure
phase (Phase 3} of the depression process, The economy is now tectering on the brink of
feilure. Like the last months of 1979 (most recently} or the middle months of 1928 {more
appropriately), the economy is now in a brief yet eritically important transition peried. In
late 1979 the transition was from a decade of inflationary expansion to three years of
liquidity erisis. In mid-1929 the transition was from a decade of extraordinarily repid
economic growth to five yeamrs of failure. The economy is now in transition from three
vears of liquidity erisis to a period of either failure or hyper~-inflation. The economy's
extremely illiquid and ieveraged condition implics that @ large enough injection of liguidity
to avoid failure would now cguse hyper-inflation {i.e. 15-18% by 1984).

Virtuaity sall statisties reflecting the economy's rate of activity indicate it's
essentially flat. This rate is consistenl with capacity utilization around 70%, real GNP
around $1,480 billien and the indéx of industriel prodution eround 137.

Unfortunately, at this level of activity, a stable economy is a deteriorating economy.
Whije it's widely assumed that an economy which is expanding is getting stronger, changes
in lhe economy's health are not primarily a function of changes in its direction but rather
of the rale at which it's aperating., For example, a falling economy operating at 85% of
capacity will be strengthening while a rising cconomy operating at 70% of capacity wilt
be deteriorating. While the economy is now essentially flat, businesses are failing at &
rate which is higher than at any time since 18933, This rate will continue to rise until
cupaeity utilization increases to at least 78%.

Rather than thinking of the economy as homogeneous, it would be mare accurate to
think of it s being two-tiered with interesl rate sensitive sectors on the brink of failure
and non-interest rate sensitive sectors still strong. Sinee there is no way for the economy
as a whele to remain immune to a bankruptey erisis among the interest rate sensitive
sectors, in order 1o assess the probability of failure it's the latter group which should be
examined, While it's important -to recognize that the cconomy as a whole is headed for
foilure operating at under 70% of capacily, it's even mare essential to consider the
implications of little or no improvement among the intcrest rate sensitive sectars such as
auics, construction, airlines, lumber, stee), heavy equipment, ete., which are operating at
Jess than 35% of capacity and mining companies and farmers who are selling substantially
beiow Lheir costs of production. In aggregate, the financial health of this large, interest
rale sensitive sector of the economy is deteriorating rapidly. Its hcalth will continue to
deteriorate and failures among this scctor will continue to rise unless there is an enormous
reliquification. ¥e estimate that if the economy remains flat or improves only modestly,
the rate of business failures will increase by over 30% in the next six months. With the
rate of business failures aircady unsustainably high and given the fact that it would have
to decline significantly in order to avoid {ailure, we continue to assess the cdds in favor
of failure.
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Since we'te forecasting imminent fmilure whilc other economists are forecasting
imminent recovery, obvicusly our understanding of haw the cconomy works must be
appreciably difierent from theirs. Sepcifically, our disegreement coneerns liquidity.

Based on our understanding of cconomics, the popuiar forecast that the economy will
turn up at the same time interest rates and infiation fall is impossible. We don't see
where the inecrecased liquidity needed to both fuel an expansion and cause interest rates to
decline will come from if not from an inflationary acceleration of the money supply. The
popular explanation is that when the economy turns up over the next few months it will
somechow produce enough liquidity to finance the expansion and allow interest rates to
decline but this increased liquidity will not show.up in accelerated, hence inflationary,
money supply growth.

By contrast, our projections are based on the following three essumptions:

(1) Over the last three yemrs the economy has been in a liquidity crisis i.e,
extreme illiquidity is the reason the economy is now operating at the lowest level of
capacity since the Great Depression at the same time as interest rates are still (for the
third consecutive year) higher than at any- time in the previous 100 years.

{2) Unless there is an immediate reliquification, there can be no economic upturn
accompanicd by lower interest rates; as a resull {he raleé of business fatlures and loan
défaults will continue to rise and cause "failure™ - i.e. & lending crisis motivated
contraction in which the economy 15 unresponsive to monetary stimulation.

(3) There is no sueh thing as a non-inflationary reliquification i.e, there is no way
for capacity utilization to significantly incrcese at the same time as interest rates fall
without &) the Federal Reserve flooding the banking system with 13 ¥, b) the banking
system in turn flooding the economy with loans and c) money supply growth and inflation
aceclerating.

The economy Is now flat, teetering on the brink of failure. The Fed, growing more
concerned at this precarious position, has shifted its posture from pushing the economy
toward the brink 1o sitnply walching it tecter if it starts to go over, they'll attempt te
save it and if it moves away, they'll push it right back. Where this balancing act wil} lead
will beeome more apparent over the ncxt several wecks. Although we're confident that
failure and hyper-inflation are the alternatives, we're by no means certain which of these
alternatives will come to pass. Whether we are headed for an extended period of failure
or hyper-inflation hinges {irst on whether the economy responds to the Federal Reserve's
stimulation and second i it does on whether the Fed is willing to finance monetary
growth at more than double its targeted rates. Given a normal two to four month lag
between stimulation and response, we'd certainly expecet to know if the economy is
responding within & few weeks and, if it does, with M1, M2, M3 and L above the Fed's
targets, we'd expeot to see how the Fed will react shortly thereafter.
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grow at around I18% for at least six months.

)@MJ

In our August report we explained why the economy's extremely illiguid and
leveraged condition implies thst an injection of liquidity! lerge enough to prevent
economic failures would cause hyper-inflotion®. Seeing no way for the Federal Reserve
1o steer & middle course between the infletionary expansion and disinflationary contraction
alternatives, we described the ceonomic outlook as diagramed below:

JUN-AUGUST SEP-OGCTOBER  ,  NOV-MARGH APR-JUNE

TAILURE FAILURE (.75)

5
\G
2
78
S
S
O R
Y
0
FED STIMULATES
o ;
Ql:o Gy, i FED ADHERES TO
EONCN ; RESTRICTIVE]  FAILURE {.20)
5 MONETARY
25 POLICIES* (.20)

FED ABANDONS

MONETARY ! INFLATIONARY (.05}
POLICIES 101 ACCELERATION

AVOID FAILURE {.05}

1. We estimate this wouwld require M1 to grow af a rate of npproximately 15% and M2 to

2. A tending crists motivated contrectinn in which the economy ceases to be responsive to
manetary stimuwletion,

3. 15-18% infiation within eighteen months.

4. By restrictive, we mean irying fo roughly adhere to its targets  ie. M1 growth around
6% and M2 growth around 9%.

Digitized for FRASER
http://fraser.stlouisfed.org/

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed

139

Whether or not you agree with the timetable or probabilities we assigned is less
important than agreeing that these are the allernatives, At the risk of oversimplifying5,
our reasoning is as follows:

(1) Over the last three year35 the economy has becn in & protracted liquidity crisis

i.e. extreme illiquidity s the rcuson the economy is now operating at the lowest level

of capacity since the Greut Depression at the same time as interest rates are still (for
the third eonsecutive year) higher than at any time in the previous 100 years,

(2) Unless therc is en immediate reliquification, there can be no economic upturn
accompanied by lower interest rates; as a result the rate of business (allures and loan
defaults will continue to rise and cause "failure” - i.e. & iending crisis motivated
contraction in which the cconomy is unresponsive to monetary stimulation.

(3) There is no such thing as m non-inflationary reliquification i.e. there is no way
for capacity utilization to significantly inereasc at the same time as interest rates fall
without a} the Federal Reserve flooding the banking system with liquidity, b) the bunking
system in turn flooding the economy with loans and ¢} money supply growth and inflation
accelerating.

For these reasons we concluded that the economy is "at the crossroads” i.e. like the last
months of 1979 (most recently) or the middle months of 1929 {(more appropriately), the
economy is now in a brief yet critically important transition period. In late 1979 the
transition was from & decade of inflationary expansion {in which being in debt and owning
hard assets paid} to three years of liquidity erisis (in which having liguidity and investing
it in short tecm debt instruments was best), [n mid-1929 the transition was from a decade
of extraordinyrily rapid ceonomic growth (during which owning stocks was best) to five
years of failure {ut which time thc bond tnarket was the place to be). The economy is
now in transition from three years of liquidily crisis to a poriod of either failure or hyper-
infiation?.

The diegram on the [ront page shows the cconomy's alternative directions through
this transition period. As shown, whether we are headed for an extended period of failure
or hyper-inflation hinges first on whether the economy responds to the Federal Reserve's
stimulation and second if it does on whether the Fed is willing to finance monetary
growth at more than double its targeted rates. Given a normal two to four month lag
between stimulation and response, we'd certainly expeet to know if the economy is
responding withih ¢ few weeks and, if it does, with M1, M2, M3 and L above the Fed's
targets, we'd expeet to see how the Fed will react shortly thereafter.

5. For a complete explanation of the reasoning and evidence in support of these
conclusions see ouwr August report.

6. Since the July 1972 appointment of Pautl Volcker.

7. Liquidity s now loo reduced to allow a return to stagfiation. Stagflation was the
successful balancing of the high inflation, weak ecornomy aiternatives.
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STIMULATION

Since the lust three years' overly restrictive Fed policies made liguidity the most
important influence on the eeonomy. the art of ceonomic farecasting has become the art
of interpreting Fed poiiey®.  Particularly in light of rceent developments, we think it's
appropriate to begin this report with an examination of this policy.

Although "stimulative" and "restrictive™ are among economists’ most frequently used
words, they have no agreed upon meaning. Some say the Fed is stimulative when money
supply is Tising while others use total reserves as their gauge. Without digressing into a&n
examination of the relative merits of these gauges, we simply wunt to make our own
terminology clear. When we deseribe the Fed as being stimulative we mean that they're
pursuing a policy designed to increase net free reserves and lower interest rates, when we
say they're restrictive we mean that theyTe trying to reduce net free reserves and taise
interest rates and when we deseribe them as being neutral we meun they're trying to hold
both net free reserves and interest rates rclutively steady.

Although most people think of the Fed as having pursued a poliey primarily designed
to steer monetary growth in line with its stated targets, it would be more accurate to
think of their policy as being to "leen against the wind" - in ether words, to drain reserves
and force interest rates up when money supply grows too rapidly snd to add reserves and
foree interest rates down when money supply docsn’t grow rupidly encugh. Thus, us
explained in past reportsg, the Fed's late spring move to stimulative policies {i.e. policies
designed to increnwse net free reserves and lower intercst rates) was easy to callll simply
becnuse it was in response both te money supply falling and the world economy tipping
over the brink!l; hence it was perfeetly in keeping with their poliey of *lcaning against
the wind".

8. Probably the largest single cause of interest rate volatilily is uncertainty over Fed
policy. This is particularly true since, rather than explaining exactly what the Fed's
policies are, Chairman Yolcker has added a dimension of intrigue by leaving it to us to
interpret innuendos and uncover feaks. Slatements such as “inlterest rate declines of
recent weeks reflect o consistent deftationary monetary policy and confidence in the
future inflation outlook rather than a new decision to ease tight money" are designed to
camauflage what's reqlly hoppening rather then to enhonce the public’s understanding.
9. For a more delailed explanation of the Federal Reserve's stimulative policies, see
our June ard Augiast reports.

10, It's when some gauges poirt in favor of loosening while others point in favor of
tightering that one's understanding of the Fed is put to the test.

{1, There iy virtually no evidence in support of the popular theory that pre-election
politics were the primary cause of the Fed's turning stimulative. This interest rate decline
is reminiscent of the !f Q 80 decline which resulted from that quarter's 9.9% tumble in
real GNP with M1 and M2 both falling, but was popularly misinterpreted as pre-etection
hype.
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All the gauges which the Fed has used to set its reserve and interest rate targets
then pointed in favor of turning stimulative. Observe how in April-July real and nominal
M1 and real M2 fell sharply (see Chart 1) and how the decline in M1 came almost entirely
as the result of & sharp fall in the muttiplier!2 (see Chart 2). With the failure ratc high
{see Chart 13) and the economy weakening (see Charts 4-8) the Fed's shift to stimulative
policies was a fait accompli. Net [ree reserves were in turn foreed up {see Chart 2) and
interest rates were forced down (sce Chart 3) at least until this stimulation created a

FesSponse.

CHART 1 - MONEY SUPPLY
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12.  The falting M multiplier signified that the dectine in money supply was more demand
mativated than g response to a shortage of reserves.
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CHART 2 - RESERVES
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Then, in August and September, rcul and nominal M1 jumped sharply and the
ceconomy exhibited some signs of response thus raising the question of whether the Fed
would adhere to or abandon its policies, At this point two policies were called into
question  the widely followed policy of trying to adhere to its targets and the more
fundamental policy of “legning against the wind". While it's been clear for over six months
that the Fed would accommodate growlh in excess of their targetsl?, it’s still not clear
to what extent they're willing to abandon their policy of 'leaning against the wind" and
instead "lean into the wind" (i.e. add reserves and push interest rates lower while money
supply is acecelerating) in order to &ssure & recovery.

[n regction to the sharp upturn in M1 in August-September the Fed turned from
stimulative to neutral i.e. in contrast to the July-August period when intcrest rates fell
and net free reserves were steadily increased (to neerly plus $100 million}, in the
September tc early October period Fed funds were held at a shade over 10% and reserves
were added and drained strictly with the objective of adhering to this inlerest rate target
{as a 1;esult net free reserves swung wildly, averaging minus $300 million throughout this
period).

This shift to & neutral policy was exactly what one would have expected on the basis
of the Fed's past behavior, Unable to turn restrictive for fear of eliminating any prospect
for recovery, they also fesred that by remaining stimulative they might spark too strong
a response which would cause money supply to explode {lecaving them faced with the
unpieasant alternative of forcing interest rates sharply higher or feeding an inflationury
monetary explosion). Walking & tightrope, they decided to wait and sense the direction of
the next gust of wind before lesning cne way or the other. TIf this hesitation to remain
stimulative eventually proves to be the economy's kiss of death, the Administration must,
to some extent, also be held culpable. Al the end of September the Treasury was in total
agreement with this poliey. Spesking of the Fed's handting of monetacy policy Treasury
Seeretary Regan said, "T don't think they have to loosen it any more Lo be able to sustain
this recovery,” On the otlher hand, he made clear that he didn't want them to turn
restrietive by saying, "Were they to tighten it, they would choke off the recovery.” In
other words, the Treasury and the Fed were then in complete agrecement that a neutral
monetary policy was appropriate, once agrin making the tragic error of putting too mueh
emphasis on accelerating meney supply relative to fualling velocity. As we'll see in the
next section of this report, only the most ancmic signs of the economy responding to the
Fed's stimujation were apparent, while signs of fuilure were also increasing.

Then, during the first week of October, there were signs thal thc Fed might shift
from neutral to stimulative, First, scveral disappointing statisties surfaced. For example,
industrial production, factory orders, the index of leading indicetors and a whole host of
other indices fcll while initial claims for unemplayment shot up. Growth of the monetary
base began to slow and the M1 multiplier started to fall. Concerns about eountry defaults
inercased in respense to Mexican President Portillo's speech to the U.N. and Argentina not
paying its debts. European bankers openly talked of an impending Eurodollar erisis.

13.  We concluded our May report by saying, "While the Fed is stubborn, we do not believe
that they are as uncompromising as they maintain. We have no doubt that the Fed's
governars now reglize that their {argefs are sel unredtistically low (surely they can’t be
planning to hold M!'s growth to around 2.3% through the rest of the year). Over the next
several months the pressure to eoase will also increase to unprecedented levels. Therefore,
we expect them to accommodate growth in excess of their targets, but not nearly enough.”
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Treasury Sceretary Recagan, in his October 6th speech to members of the Desler
Bankers' Association, intended to allay growing fears of a finanecial erisis by saying that
although U.S. banks face six months to a year of "serious problems", they can depend on
help from the government if deblor nations delault. He explained that "All these problems
one by one can be handled &nd arc manageable" but "eollectively, they present quite a
risk." 1f the banks have financial problems "eaused by outside pressures... and we esn be
helpful, 1 think it is up to lhe government both through the Central Bank as well as the
through the Treasury to be helpful.! He added, "It eame on very unexpectedly, mueh
deeper then any economist had forecast und it's going to last lenger than most economists
foreeast,"!4  The stock and bond markets in turn shot up in reaction to growing prospects
of religuification, On October Tth, the FOMC held & poliey sctting meeting und indicated
that they would recommodate money supply growth in excess of their targels. While Paul
Volcker would muke a better poker player than Donald Regan, it was clcar that he was
coneerncd when he said, "The forces mre there that would push the economy toward
recovery, 1 would think that the policy objective should be to sustain recovery."

Exmctly what this means is not yet apparent. It ¢un be interpreted that the Fed will
not turnh restrictive in order to bring monecy supply within its tergeted range or, more
signifieantly, it can mean that they will turn as stimulative as necessary in order to bring
about a recovery. Since there are various degrees of being stimulative, we will wateh with
great interest to see whether the Qctober 1982 shift in Fed poliey will have the same
significance es the October 197915 shift.

i14. The greatest tragedy is that all this could have been prevented. The blame rests
squarely on the shoulders of those economists in and outside of government who influence
poticy yet don't have a truly sound grasp of how the economy works. How could
competent econemists have so misunderstood the implications of these tight money
policies? Consider that, cighteen months ago, they all forecast uninterrupted economic
growth through 1985, For example, in July 1981, in the face of real interest rates being
the highest since 1929, the President's Council of Economic Advisors forecast real growth
in 1982 of 3.6%. The projections of most privaie economists were equally off base. For
example, Allen Sinai of Data Resources forecast the I982 economy to grow by 3.5%,
Albert H. Cox of Merrilt Lynch and George McKinney of irving Trust forecast it to grow
by around 1%, Wharton Econometrics and Townsend Greenspan were both a shade less
optimistic and Evans Econometrics was a bit more optimistic. In other words, the
consensus then forecast 1982's economic growth at around 3.5%. There were no surprises
such as war, drought or an otl crisis to throw off their projections. These problems were
purely the resull of the Fed's overly restrictive policies and the primary reason that these
policies were overly restrictive was that most economists influencing policy simply didn't
understand the implications of these targets.

15, If one were to judge simply by the Fed's open market activities and half point
discoun! rate cut last week, it would appear thal they had shifted from neutral to oniy
maodestly stimulaiive and, as said openly by Chairman Volcker and Governor Wallach, does
not signify a major policy shift.
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RESPONSE

As a result of the Fed's earlier stimulation, all the clessic ingredients for economic
recovery are now in place. Most importantly, the banking system is flush with liquidity
{encouraging bankers to increase their lending at lower rates) and capacity utilization is
extremely low (making it both economical and possible to inereese production). Ordinarily,
one would expecl that fulling intercst rates would free pentl%p demand for interest rate
sensitive items!® and slow the rate of inventory liquidation1 and that these influences
would spark & response which, if properly financed through repid growth in the money
supply, would develop into an inflationary expansion!8, Since the last time the economy
failed to respond to stimulation was over filty years ago, it's not unreasonuble to expecet
that it will once againl . On the other hend, sincc it's impossible for the economy to
sustain & recovery unless it's reliquified and reliquifiestion requires 1) banks ta increase
their lending 1o riskier borrowers and 2) the Fed to pump reserves into the banking system
a1 & rate which would fuel money supply growth ut more than double its targeted rate,
there's reason ta fear that this time the economy will not respond. The only thing that
can be said for certain is that the Fed has administered a strong stimulent 0 and we'li
have to weit and see il the economy responds.

16. Most ohviously, real estate, durables and storable commedities.

I7.  The economy is stimulated when the rate of inventory liquidation siows - not at the
point when inventories are being rebuilt. For example, consider the clothing store that has
an inventory of 300 suits selling at o rate of 50 per month and wants to reduce its
inventory by 10%. The store would buy 20 suits, sell 50 and in turn cut its inventory by
20 (l.e. 10% of 300). Now lel's suppose the store owner wanted to cut his inventory by
5%. He would buy 35 suits, sell 50 and cut his inventory by 15 suits (i.e. 5% of 300).
Although he increased his order by 75% (from 20 to 35 suits), he is still reducing his
inventory, but at @ slower rale. In response te his ordering more suits, the suit
manufacturer will increase his workers' houwrs and, if enough ather stores increase theirs,
the manufacturer will hire some of the unemployed.

18. We find "the consumer recovery" scenario (iike the "we can disppse of inflation and
high Interest rates without disposing of the economy” scenario} an fllusory product of
wishing rather then a well thought out expectaiion. Any student of the business cycle
knows that increasing retail seies never lead the economy out of a contraction  they
improve roughly coincidentaily with the expansion.

19, An oddilional reason for optimism could be that with most loans on a variable rate
basis, recent interest rate declines will ease the financial strain of leveraged companies
and governments. Additionally, refinancings will be helped. For example, corporate bond
issues rose to $4.4 biliton in August, up from $2.9 billion in July {although in September
the rate once again fell). This shouid 'help relieve the corporate demand for bank credit.
2¢. i.e. lower interest rates and increasing net free reserves.
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Virtually all statistics reflecting the economy's rate of activity indicate it's
essentially flat2l, As shown in Charts 4-6, this rate is consistent with capacity utilization
around 70%, real GNP around $1,480 billion, the index of industeiul produetion around 137,
dureble goods orders around $32 billion and consumer goods orders around $29 billion.
While the economy as a whole is flat4% there are increasing signs of both rcsponse and

failure.

CHART 4 - CAPACITY UTILIZATION
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21. As indicated on the front page diagram of this transition period, we belfeve that
whether or nol the economy respords will be reflected in its behavior during the
September-Qctober period. However, since most statistics for October won't be released

untif November, not until then will all the facts be avajlable.
22. To be more precise, over the last few months it has been expanding at an annualized

rate of 1-2% which is statistically “insignificant.
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CHART 5 - INDUSTRIAL PRODUCTION AND REAL GNP
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As one might hope. the demand for interest rule sensitive items such as housing (see
Chart 7) and sulos {see Chart 8} has firmed, atbeit modcstly, and the rate of inventory
liquidation has been slowing (sece Chart 9). Similarly, increases in the index of leading
economie indicators {see Chart 10), money supply (see Chart 1) and a whole hostl of other
weekly indices23 have stopped falling und over lhe past two months have turncd madestly
higher. While to some extenl the inhereases in housing starts, auto sales, the index of
leading economie indicators and moncy supply overstate the magnitudc“‘ ull things
considered, they reflect an anemie response,

CHART 7 - HOUSING STARTS
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23. See charts at back of report.

24. For example, the July jump in housing starts was attributable to increasing federally
subsidized apartment construciton (as will the September increase which we’re projecting).
The September jump in auto sales was boousted by promotions designed to help move dealer
inventories in order toe make room for new models and Slipped to 5.4 million annualized
rate fn early October. Like the housing and auto figures, when one examines the
composition of the index of leading indicators the improvement s far tess significent than
it would first appear. For example, the average wark week, average initial cloims for
unemployment, new orders for consumer goods, vendor performance, net business
formation and ceniracts for plant and equipment all show little or no improvement. The
index was boosted primarily because of increases in building permits, a declining rate of
inventory liguidation (both explained above), a sharp jump in stack prices {explained in the
appendix to this report} and a significant increase in sensilive crude materials prices (more
a harbinger of increasing inflafion than of an exponding economy).  Similaerly, the
tncreasing meoney supply overstaies the economic response as the velocity continues to
decline and much of the growth is directly attributable to high debt service payments.
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DOMESTIC AUTO SALES

CHART 8 -

CHART 9 - CHANGE IN INVENTORIES
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CHART 10 - INDEX OF LEADING ECONOMIC INDICATORS
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However, te the extent that one interprets the economy's sputtering as encouraging,
carly indications of September's activity must be comparably disheartening. Yirtually all
preliminary measures of economic activity (e.g. capacity utilization, industrial production,
ete.) slipped in September. While in isolation this slip wouldn’t hold much signilicance, it's
particularly disconecrting that, after six months of stimulation, the cconomy still hasn't

responded.
CHART 11 - INITIAL CLAIMS FOR UNEMPLOYMENT
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Additionally disconcerting is the fact that the slowing rate of inventory liquidation
(which helped to stabilize the economy} has pushed up the inventory sales ratio, thereby
increasing the tisks of another inventory liquidation based contraction.

CHART 12 - INVENTORY/SALES RATIO
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Since a contraction from these depressed levels is too frightening to contemplate,
not nearly enough attention is given to il &s & possibility and little is being done to insure
it won't happen. It would certeinly take the economy over the brink to failure (i.e. a
lending erisis motivated contrection in which the economy is no longer responsive to
monetary stimulation), if it is not over already.
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FAILURE

Unfortunately, at this level of activily, & stable economy is a deteriorating economy.
While it's widely assumed that an cconomy which is expanding is getting stronger, changes
in the economy's heslth arc not primarily a function of changes in its direetion but rathee
of the ratc at which it's operating. For example, a {alling economy operating al 85% of
capaeity will be strengthening while 4 rising economy operating at 7% of capacity will
be detcriorating.  While the . cconomy is flat, businesses are failing at u rate which is
higher than at any time since 1933 and is rising (see Chart 13), and countries are unable
to serviee their debts in unprecedented numbers (in 1982 approximately thirty countrics,
roughly onc in eyery five, will sither seek '"rescheduling” or simply refusc to pay).

CHART 13 - BUSINESS FAILURES
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‘This risky environment has created a tieving effect in the credit markets {(see Chart
14) i.e. riskier borrowers are having a tougher time obteining financing and having to pay
premiums relative to secure borrowers. For example, Brazil, Mexico and Argentina are
lucky to obtain finanecing at premiums (to the London Interbank rate) triple last year's
levels {e.g. at 2 1/2%, 2% and 1 1/2% respectively). Changes in covered interest rates
between countries also reflect the credit markets' increasing sensitivity to both economie
and political risks. 1t is becoming more apparent to investors that, as countries slip more
deeply into crisis, the battle intensifies between "those who have it" and "those who don't".
The clearest barometer of these concerns is the movement of money. Tt used to be that
prudent "world money" would stay out of the econamicelly and politically more volatile
"banana republies"2® and move between the more seeurc industrialized countries, ehasiny
the highest covered yields. However, as the industrialized countries became riskier? s
covered yields have become of secondary importance the primary attraction to “world
money" is now a stable and conservative economic and political environment? (i.e. an
enviranment in whieh those with money are winning the battle to hold onto it).

CHART 14 - EURODOLLLAR 3 T-BILL RATEZ8

25. Typically, commercial bankers (who invested the funds of small depositers unable to
evaiuvate the risks) and development organizations (both public end private) invested in
these countries. Quite irorically, the seame foreign banks whe were pouring money into
these countries alse handled the funds of locels who wanted to get their money ouf.
26. Europe has recently been the largest source of “flight money" into the U.S. This
influx is directly the result of increasing economic and political risks, particuterly in
France, Italy, Germany and the U.K. While heretofore reducing or etiminating taxcs and
getting the highest returns were the primary advanteges of having one's money of fshore,
there is a growing sense among Europeans that having money onshore in ¢ had economic
environment is like stonding ameng a pack of starving wolves eating a sleak.
27. Similarly, one only has to reflect on the 1973-78 flight from the dollar to realize how
quickly the money which has been pouring into the U.S. would teave if the enviranment
ceased betng economicatly and politically conservalive.

28. In response to Donald Regan's Oclober 6th speech assuring bankers that the Treasury
and Fed were prepared to stand behind the System anrd the Qctober Tth shift in monetary
policy, recently there has been narrowing in these spreads.
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This flight to guality is by no means just an internalional phenomena. As business
[ailures ineresse and batance sheets deleriorale at home, domestic lending practices
change29. The “tiering" which has been taking place in the eredit markets is a natural
and unavoidable consequence of growing dichotomics in the financial hcalth of borrowers.
It's increasingly deceptive to look at thc economy "as a whole”. Rather than thinking of
the economy as being homogeneous, it would be more accurate to think of it es being two-
tiered with interest rate sensitive sectors30 on the brink of failure and non-interest rate
sensitive sectors still strong. Since there is no way for the economy as & whole to remain
immune to a bankruptey crisis among the interest rate sensitive sectors, in order to assess
the probability of failure it's the latter group which should be examined. While it's
important to recognize that the economy as a whole is headed for failure operating at
under 70% of capacityal, it's even more essential to consider the implications of little or
ne improvement among the interest rate sensitive sectors such as autos, construction,
airlines, lumber, steel, heavy equipment, etc., which are operating at less than 55% of
capuecity end mining companies and farmers who are selling substantially below their costs
of production.

[n aggregate, the financial health of this large, interest rate sensitive scetor of the
econcmy is deteriorating rapidly. [is health will continue to deteriorate and failures
among this sector will continue to rise unless there is an enormous reliquification. We
estimate that if the ecenemy remains (lal or improves only modestly, the rate of business
failures will increase by over 50% in the next six months., Since the rate of business
failures is already unsustainably high and, in order to avoid failure, would have to decline
significantly, we continue to assess the odds in favor of [failure.

CONCLUSION

If there was ever a time of greater uncerteinty, we can't remember it. The economy
is now flat, teetering on the brink of failure. The Fed, growing more concerncd at the
preearious position, has shifted its posture from pushing the economy toward the brink to
simply watehing it teeter if it starts to go over, they'll attempt lo save it and if it
moves away, they'll push it right back.

Where this balaneing aet will lead will become mare apparent over the next several
weeks. Although we're confident that the alternatives are as diagramed on the front page,
we're by nc means certain which of these alternatives will come to pass. Certainly, we
have our expectations (hence our assigned probabilities32) but as traders we learned long
ago that it can be costly to let one's expeetations eloud one's judgment  we're too
interested in being right to be proud. Qver the next several weeks the evidence will build
and the odds will shift clearly in favor of cne of these alternatives. dJust as the late 1979
transition period preceded three years of liguidity crisis and the mid-1929 period preceded
five years of {ailure, the cconomy is now about to entcr an extended period of either
fzilure or hyper-inflaetion. It's therefore a time to cautiously observe the interplay of the
erosseurrcnts in order to determine the direction of the economy as it emerges from this
transition period.

29. This is reflected in the slow decline in the price rate relative to the declines in CD
rates and the widening spreads (both discounts and premiums) retative to prime that bank
borrowers are paying.

30. By interest rate sensilive sectors we mean oll those affected adversely directly or
indirectly by high interest rates and tight money.

31. We estimate that an immediate increase to over 78% of capacity is needed to bring
the failure rate down.

32. Given the Fed's shift in policy, we would now assess the odds of response as about
even and the odds of fueling @ monetary expansion if they have the opportunity also at
about even, implying a 75% chance of failure and a 25% chance of hyper-infiation.
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APPENDIX - THE MARKETS

As the markets have a profound impa¢t on the public psychology and vice versa, it
would be foolish for any economist to ignore their behavior. While markels are by no
means perfect in their ability to disecount the future, they ere an excellent reflection of
the shifts in the betting,

STOCKS

Probably the greatest single source of relief to growing anxiety over ecomomie
conditions has been the last two months' sharp advance in stock prices. As it's widely
recognized that stock market advances typically precede economic upturns, there is a
growing faith that a recovery is around the corner based on the magnitude of this
particular advence. The implied premise is that those who buy stocks have in the past
been good at anticipating upturns in the economy.

Howcver, as shown in our August report, stock prices rise in response to falling
interest rates, not anticipated economic upturns. While falling interest rates (and the
inereased liquidity they refleet) normally stimulate the economy, there's no direct
connection between rising stock prices und an expanding econemy. [n other words, rather
than stock prices rising in anticipation of economic expansions they rise in response to
lower interest rates which typically stimulate expansions. 1929 was a classic example of
falling interest rates causing stock prices to rise but failing to stimulate an expansion.
When interest rates began to fell in May 1929, stock prices rose. This price advance
extended 15% in magnitude and lasted until October 1929,

Perhaps the simplest way 1o show the relationship between stock prices and interest
rates is to look at their relative yields. For exampie, prioe to the bull moves in the stock
and bond merkets, the earnings yield of the stock market was 13%, which was equal to
the 13% then available in high grade bonds. From their lows, the stock and bond markets
each rose about 25% and now both yield around 10%. Similarly, prior to the interest rate
fell/stock market rally, the gap between the yicld in 3-month Lreasury bills {10%) and the
dividend yieid of stocks (8%) was 2%, the same as it is today (with t-bill yields around 7
1/2% and the dividend yield at 5 1/2%). When returns for being liguid were high and
illiquidity was squeczing corporate profitability, it paid to have a high percentage of one's
portfolio in cash, However, with the returns from being in cash falling and praspeets for
reliquification improving, large money managers havc been shifting to stoeks. Since
liquidity is the most important influence on the world economy, it's not surprising that all
markets react violently in response to changing prospects for reliquification. Aithough to
some it might seem odd that the stock market rallies on bad news (e.g. the Mexican erisis
and Penn Square), since the surfacing of cach new crisis prompts the Federal Reserve to
inject another dose of liquidity into the system, these rallies aren't as foolish as they first
appear. Observe how last week's surge in the stock market began in response to Treasury
Secretary Regan telling bankers that they “face six months to a year of diffieult probiems
but can depend on help from the government if debtor nations detault”. This bullish
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reaclion to bad news is the rulc, not the cxeeption, The sequence is well established: bad
news gets the Fed te push interest rates down and lower interest rates cause the stock
markct to rally. Just as bad news is bullish for the stock market, good news is bearish.
Observe how on any signs of economie strength {e.g. a jump in durable goods orders)
intercst rates rise (fearing the Fed will take this as a sign that the economy ean withstand
some more tightening) and the stoek market fglls. While this perverse reaction to the
Fed's policies seems odd, it's nonc-the-less justified. Since the odds of an economie
eollgpse are reduced und the odds of an inflationary expansion are enhanced by the Fed
turning stimulative, it's bullish to have the Fed seared.

This has not been a stock market rally buoyed by optimism. Look at the groups that
led the advance - blue chips {for security), mining and oil companies (as inflation hedges)
and high dividend yielding companies {in response to lower interest rates)33. It's also
interesting to observe how the U.S. stock market significantly outperformed all other stock
merkets throughout the bull move despite the dollar strengthening against all other
currencies except the Canadian dollar (reflecting the flow of money from nervous foreign
investors into the U.S.). ‘The expression "buying panie" scems appropriate in that the move
was supported by institutionml investors who were scared to be left on the side lines,
foreign investors who were afraid to keep their money elsewhere and shorts34 who realized
that stieking with such a position eould prove lethal.

GOLD

If one assumes that the Fed ean stimulate and will nurture a recovery, one would
have 1o be bullish on gold. Regardless of how bad politieal and economice disruptions
become, for gold to incresse in value relative to any currency the value of thal curreney
musl decline relutive to goods and services (i.e. inflation must increase). It's thereiore
imporiant to understand thet the recent dollar denominated strength in the gold price
developed primarily in anticipation of increasing U.S. inflation35.

Although some economists argue that reduced inflationary expectations and the low
rate of capacity utilization will prevent an inflationary acceleration, there is no precedent
in suppert of this conelusion. The entire deeline in inflation is directly attributable to the
Fed's extremely tight money policies. High real interest rates reduced infletion by causing
rapid inventory liquidation, weakening final demand and a strengthening dollar {which
reduced the cost of imports}. Although the core inflation rate has remained comparatively
steady, commodity deflation helped to reduce the average rate i.e. averaging positive
numbers with negative numbers creates lower positive numbers. As the rate of commodity

33. During the week ended October 7th, bank stocks did exceptionally well In response
to hopes of reliquification and pledges of governmentl support, gaining 15% on average.
34,  The short inlerest tn August, at the bottom, was an exceplionally large 96 miltion
shares.

35, Decliring interest rates are¢ also builish for gold because of the lower carrying costs.
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deflation slows36, the overalt rale of infiation will rise {unlcss there is a significant
decline in the core inflation rate which would take an cconomic collapse). If the Fed's
stimulation creates sn economic response and real interest rates are held down, inventory
rebuilding, increasing final demand and a weakening dollar would lead to an inflationary
aeccleration.  While the inflation rate would at first {over the next six months) incresse
moderately, by I @ 83 it would approach double digit levels and by 1984 reach 15-18%.

As shown in our August report, major interest rate declines following pertods of
illiquidity triggered significant gold price rallies {i.e. 32% to 44%). From the lows, this
rally extended over 65% before correcling (it's now up 42%). While a long stoek position
is one way of betting lhat 1) the Fed's stimulation will trigger an economic response and
2) the Fed will nurture the recovery by "leaning into the wind", buying gold is a far better
way. 15-18% inflation and low real intercst tales imply & gold price of around $800-900
by 1984.

BONDS

Although the sharp advance in the stoek market attracted the most attention, the
advance in the bond market was equelly sharp and on a total return basisd? bond holders
significantly outperformed stock holders.

We continuve to fec] strongly Lhat high grade long term honds are the best place for
one's money. As wc've suid so many limes before, if you can't own bonds yvou can't own
anything. Interest rates must come down either because the Y'ed reliquifies (foreing (them
down ) or because they don't reliquify (and the economy collapses). Contrary to popular
belief, near term bonds will go up in response to reliquification simply becuuse real
interest rates would decline by enough to cause nomina! rates to fell despite increasing
inflation. On the other hand, if retiquification of the economy does not oecur, both (alling
real rates and a falling inflation rate would cause bond prices to exptode. By contrast,
having your money in 1he stock or gold markets is a bet thut 1) the Fed's stimulation will
causc a response and 2} that the Fed will "lean into the wind" (thereby preventing an
interest rate increase) while the economy is expanding.

In our Mareh report, we projected "By mid-year we will see the Federal Reserve
move to inercase member bank reserves while private loan demand will be falling. The
result will be a sharp full in interesl rutes which will take the prime ratc to around 8%
by mid-1983...The major long term pesk in interest rates will he seen somctime belween
late spring snd mid-summer. The profit opportunities which will result frotn the second
half 1982 drop in interest rates will be enormous. For exnmple, teveraged investors who
are long treasury bill, CD and eucodollur futures will make upwards of fifteen times their
money while investors who are long bonds will mukc around 80% during this time."
Although this move is now well underway, don't let the fact that it's come this far so fast
prevent you from getting on board if you haven't already. Bond yiclds are still, cven after
their tumble, higher than at any time prior to Paul Yoleker's appointment. They have been
refleeting the just three years' liquidity erisis which is deflinitely ending. While there will
be corrcetions in this bull move, these should be taken as buying opportunities.

6. Commaodities in aggregate are naw, in real dollars, lower than al gny time during the
Great Depression and lower relalive to the cost of production end government support
tevels then ever before,

37.  As contrasted from reliquification of the banking system which has aiready occurred.
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CHART 15 - STEEL, CAPACITY UTILIZATION %
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CHART 16 - STEEL, CAPACITY UTILIZATION, % CHANGE YEAR AGO
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CHART 17 - AVERAGE INITIAL CLAIMS STATE UNEMPLOYMENT INSURANCE
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CHART 19  ADVANCE PLANNING
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CHART 20 - ADVANCE PLANNING, % CHANGE YEAR AGO
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CHART 21 U.S. AUTO OUTPUT, AVERAGE WEEKLY SALES
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CHART 23 - PETROLEUM REFINERY % UTILIZATION
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CHART 25 ELECTRIC POWER PRODUCTION
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CHART 27 PAPER PRODUCTION
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Representative Reuss. Thank you, Mr. Dalio.
Mr. Evans.

STATEMENT OF MICHAEL K. EVANS, PRESIDENT,
EVANS ECONOMICS, WASHINGTON, D.C.

Mr. Evans. Thank you very much, Mr, Chairman. It's always a
pleasure to appear before this commlttee, although this is the first
time I ever heard anybody more pessimistic than I am. It's a new
experience for me.

I will briefly discuss where I think the economy is going and then
answer some of your specific questions about fiscal-monetary pelicy.
I will, of course, abstract from my prepared statement,

I think the U.S. economy is at least 1 year and possibly 2 vears
away from a sustained recovery.

In my 20 years as a professional forecaster I have seen many re-
coveries emerge and mature and I have never seen one start like the
position that we are currently in: New orders for capital goods, down
22 percent the past year; the Federal budget deficit threatens to engulf
the entire supply of new saving; long-term real interest rates are 6
percent instead of their normal 2 to 3 percent; the number of initial
unemployment claims has risen 35 percent in the past 2 months; the
Commerce Department’s own index of leading economiec indicators,
down (.9 percent in most recent months,

This is only a short list, Mr. Chairman. Your list in the introduc-
tion was longerbut conveys the same impresston.

I think the surge in the stock market stems from weakness rather
than strength and it has occurred entirely because interest rates have
fallen. In the past 3 months stock prices are up 20 percent but interest
rates are down 24 percent, indicating that the other factor which
moves stock market prices; namely, expected future profitability, has
actually deteriorated in the past 3 months, and I think this Wi]? con-
tinue.

Representative Mitcueir. Mr, Evans, excuse me. Will you run
through that again for me, please, on the performance of the stock
market ?

Mr. Evans. Oh, sure. As I said, over the past 3 months the stock
market is up about 20 percent but interest rates are down 24 percent.
So the other component of stock market performance, which is ex-
pected future proﬁtablht}_ has actually deteriorated over the past 3
months, and 1 expect it will continue to do so.

As far as the GNP figures go few will take joy from the 0.8 percent
increase that occurred. In my own forecast I have predicted a slight
decrease. Just comparing my numbers with the ones that were released,
T see that my numbers agreed exactly with the decline in final sales of
$2 billion.

I had not estimated the degree to which inventories had increased.
But this is clearly bad new rather than good news, because with these
new figures we have approximately $20 billion worth of inventories
that have to be worked off over the next few quarters and this will
result in a decline in GNP in the fourth quarter, very little growth
in the first quarter, and a continued rise in &18 unemplovment rate. My
figure of 11 percent unemployment is not reached until later in 1983
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than yours, Congressman Mitchell, but I share the same opinions that
the unemployment rate will continue to increase. )

Furthermore, 1 believe that the Fed will once again reverse signals.
Wo have heard Mr. Volcker speak on many occasions, and I would
just, like to read something that Mr. Volcker told a national audience
on Issues and Answers on October 29, 1979. I quote directly from his
remarks on that date. He said:

As inflation comes down, which is the whole object of our policy, that is the
only fundamental way to get interest rates down. * * * T have no hesitation in
saying that the kind of pelicies that we are following will bring interest rates
down quicker and lower than if we took any other approach.

Now that’s Qctober 29, 1979. The rate of inflation was 13 percent;
it has indced declined to the 5 to 6 percent level. The triple A corpo-
rate bond rate was 10.5 percent then; now it is 12.1 percent. The
mortgage rate was 11.3 percent then; it is now, according to the latest
Federal Reserve figures, 14.6 percent.

So I submit that Mr. Volcker’s method of bringing down interest
rates quicker and lower than any other approach has not worked. As
we know, monetary policy has focused very closely on the monetary
aggregates,

1 believe that the switch away from the monetary aggregates is only
temporary, and that after election time, as money supply, M,, grows
at double digit rates between July and the end of the year that Federal
Reserve policy will tighten again and that we will have an increase
in interest rates in the first quarter of 1983, with the prime rate rising
to perhaps 15.5 percent in March or Aprii or next year. This will be
sufficient to choke off any recovery which might have otherwise oc-
curred and will result in real GNP for 1983 growing at a rate of ap-
proximately only 1 percent, with the other details given in my tables
m the appendix to my prepared statement,.

I don’t want to spend a lot of time going over all of the various
reasons the GNP is low. I will touch on them very briefly, summarizing
my comments here,

Consumer spending will not lead the way out of the recession, Con-
sumers are {a) scared, and (b) broke, They are scared for good reason.
The unemployment rate, 10.1 percent, is, of course, the highest since
1940, but continues to move up, it will be higher in coming months as
indicated by the rise in initial unemployment claims. Consumers are
broke in the sense that real per capita wage and salary income has de-
clined steadily now for almost 3 vears. The personal income numbers
show an increase, but most of that increase occurs in interest payments
which are additions to savings accounts, money market funds, and so
forth. The average rank and file worker doesn’t have very much in-
vested, It’s his income or her income which is going down.

Because of this I think that the tax cut will have only a moderate
effect on consumer spending. The tax cut, we should all be reminded,
amounted to approximately $4 & week for the average American
worker on July 1, 1982, and while I have some kind things to say
about tax cuts in general, it would be fatuous in my opinion to ex-
pect that a $4-a-week increase would have all by itself served as a
mirgcle drug to turn the economy around. The negative psychological
implications of the continuing recession and the double digit unem-
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ployment rate have far outweighed this modest increase in income, as
we have seen in the past few months,

As far as the inventory situation goes, I've already referred to the
fact, based on the recent figures, that we have a $20 billion decline in
inventory investment to occur in the next few months,

Fixed business investment is in very bad shape. The Commerce
Department surveys show a 4.4 percent decline in real terms this year.
When the new investmment surveys which come in November ave re-
leased next month, they will in my opinion show a decline of at Jeast
5 percent in capital spending in real terms next year. It is rumored
that some surveys even show as much as a 10 percent decline.

Finally, we have heard some good news about the housing industry
because housing starts were up 14 percent yesterday. I would submit
that the housing market is still far away from equilibriuni. For many,
many years, through the 1950°s and the 1960, the average ratio of
the average monthly payment to household disposable income re-
mained constant at about 20 percent. This ratio has now rigen to ap-
proximately 32 percent. Even if yon adjust for creative financing, it’s
about 30 percent, Four out of five average American families stili
cannot aftord the monthly payment on a new mortgage even though
interest rates have declined. In my opinion we will have no complete
recovery in the housing industry until those mortgage rates and h(ms—
ing prices have declined to put the ratio of monthly payments to in-
come back to their old levels. And I do not expect this to happen
until 1985,

Thus with consumer spending weak, with housing weak, with
capital spending weak, and not so incidentally, with our net export
balance deteriorating sharply because of the strength of the dollar,
with our offsetting cost reductions or productivity improveinents, no
sector is going to lead us out of this recession.

The only thing that has increased in the past quarter is inventory
investment. Everybody knows you don’t start a recovery by stock-
piling excess, unwanted inventories. This has never happened before.
The reason it happened at all was that, although I find this hard to
believe, many businessmen believed the consensus forecast back in
April and they started stockpiling inventories in advance of this
great boom which was going to come from this $4-a-week tax cut.
But when it didn’t happen they found themselves with excess inven-
tories. We have to go through yet another leg of the recession which
will take us well into 1983,

Economists are supposed to have solutions to what ails us. This 1s
not as easy a part of the talk to give as it used to be. But I would
Jike to suggest that we need a radical restructuring of our fiscal policy.

Some of the economists on this panel and elsewhere have indicated
that budget deficits don’t reallty matter. 1 would like to say that under
the present circumstances, under the present set of laws for fiscal
policy which currently exist, not only will we have a $175 billion
budget deficit next year, but the budget deficit as a proportion of GNP
will confinue to increase even after the economy recovers, if in fact
it does. We have built-in increases in spending: we have tax laws
which are structured so that the Increase in tax reeeipts will be lower
than the increase in GNP,
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I have long been associated with the general thrust of supply-side
cconomics, and Fm not going to back off and say I dont believe in
that, although admittedly 1'm one of the few people that even men-
tions the ternmi anymore. But 1 do believe that the high marginal tax
rates which we have had in the past have impeded the advancement
in saving and investment and productivity and have to a certain ex-
tent hindered work cifort and individual incentive. What T would like
to propose is an increasc in average tax rates coupled with « decrease
in marginal tax rates, This would occur through a modified flat rate
income tax.

I have worked out a number of figures, which are shown in these
tables. If those who are following my statement would turn to table 2,
I have calculated a flat rate income tax, modified as follows: A $2,500
personal exemption, retention of deductions for charitable contribu-
tions, catastrophic medical expenses, home miortgage interest, and
State and local taxes paid, but closing of all other tax preferences,
deductions, loophales, whatever you call them. Such a flat rate tax
would bring the same amount of revenue as our current tax laws will
in 1981 at a rate of 16 percent.

That assumes that there would be no advantages to the flat rate tax.
However, we are now under a system where approximate 3550 billion
worth of personal income has no taxes paid on it. About $330 billion
of this represents unreported income or overstated deductions. These
are not my figures; these are from testimony offered by Commissioner
Roscoe ligger of the IRS last March. In addition to this $350 billion
in unreported income, we have an additional $200 billion in tax
shelters, loopholes, tax-free municipal bonds and all the other areas
with which we are familiar. I believe that the introduction of a flat
rate tax would in fact close the gap and that two-thirds of the unre-
ported income would indeed be reported ut a 16-percent marginal tax
rate.

In table ¢ I have indicated the effect of a flat rate tax on Federal
tax receipts. Table 4 shows that the total tax receipts which would
be collected in 1984 under current Jaw are $311 billion; the amount of
tax receipts that would be collected under a 16 percent flat rate tax,
according to my estimates, would he $430 billion—an increase of $119
billion, even if we ignore supply-side effects. If we then bring in
supply effects, which might add an extra $30 billion, we would come
very close to balancing the budget through a flat rate tax,

So T submit that one way out of our dilemma would be to change
our tax structure, to implement a flat rate tax, to close olf our tax
loopholes, but to lower high marginal tax rates. 1 believe this would
reduce our budget deficit without impeding on the flows of savings
and investment, I believe that this would then provide the strength
for a balanced recovery, a sustained growth with no deterioration in
the inflation rate, and it would also lead to a balaneed budget in per-
haps 3 or 4 years.

Without a radical change in fiscal policy, however, I believe that the
cconomy is likely to endure geveral more years of stagnation, because
T believe the budget deficit is so large. and with the reluctance to cut
gpending either for social welfare or defense programs, I believe that
we will continue to have increasing deficits as a proportion of GNP.
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Now, as long as the economy is in recession, as long as there is no
increase in private sector borrowing, then the Government can borrow
os much as it wants without raising interest rates, However, as soon as
the economy starts to improve, as soon as we have an increase in con-
sumer borrowing and corporate borrowing, this borrowing will reach
a collision course with the Government borrowing and send interest
rates up once again,

I expect that this pattern will be repeated in early 1983 and perhaps
again 1n early 1984, leading to a period of sustained stagnation with-
out fiscal reform. Thank you.

[The prepared statement of Mr. Evans follows:]
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PREPARED STATEMENT OF MicHAEL K. EVaNns

The U.S. economy is at least one year, and possibly two years, away from a
sustained recovery.

In my 20 years as a professional forecaster, | have seen many recoveries
emerge and mature. But | have never seen one start in a situation when new
orders for capital goods have declined 22% during the past year, when the Federal
budget deficit threatens fo engulf the entire supply of new saving in the fallowing
year, when long-term real rates of interest are still 6% instead of their normal 2%
to 3%, when the number of initial unemployment claims has risen 35% in the past
two months, and when the Commerce Department's own index of leading economic
indicators has just fallen 0.9% in the most recent month.

The surge in the stock market stems from weakness, not from strength. It
reflects the fact that interest rates have fallen because of lack of demand in
consumer purchases, in housing, and in capital spending. In fact, during the past
three months, stock prices have risen less than bond prices -- indicating that the
other component of stock market behavior, namely expected future profitability,
has actually deteriorated.

To be sure, the economic signals are never uneguivocal, and some have
managed to take heart from the recent increases in stock prices, the decline in
interest rates, and the apparent further reduction in inflation. And of course the
“prosperity is just around the corner" folks, who are never absent even in the
worst economic times, are cheerfully reminding us that things must soon get

better because the economy is currently so far down.
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In fact, the economy probably will show a modicum of strength in the next
few months. Lower interest rates will probably result in an increase of 2% to 3%
in real consumption, and the current phase of inventory liquidation should come to
an end shortly after the first of the year. When this happens, it is likely that real
GNP could increase as much as 4% for a few months, But it is our position that
this increase is not sustainable. For the rise in consumer spending and borrowing
will bring about renewed congestion in financial markets. Interest rates will rise
anew and any chance of sustained recovery will be aborted.

Ordinarily the net national saving rate -- personal saving, net corporate
saving, and government saving -~ averages about €% of net national product, Next
year, however, the Federal budget deficit will reach approximately $175 billion,
which will occount for 6% of GNP qll by itself. All other savings flows in the
economy will be about 3%, As a result, the total net national saving rate will be
3% instead of €%. We are facing a shortfall of approximately $100 billion in
saving,

As long as the economy is weakening and private sector loan demand is
stagnant or declining, the Federal government can borrow virtually all it wants
without pushing up interest rates further. However, once the private sector
begins to recover, a collision course is all but inevitable, With inadequate supplies
of savings, interest rates are forced back up, and the economy enters yet another
leg of this already over extended recession.

In addition 1o the likelihood of higher interest rates snuffing out any chance
of recovery in consumer spending, the portents remain dim for other components
of GNP. The housing industry cannot recover until the ratio of the average
monthly payment to household disposable income returns to approximately 20%;
currently it is about 32%. Capital spending will decline aimost 5% in real terms

this year, according to the [afest Commerce Department survey results, and is
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poised to fall ot least another 5% next year. Our net export position continues to
deteriorate as a strong dollar is not matched by cost savings in our basic industries
here at home; indeed, union demands continuve to escalate even as capacity
utilization rates fall to 45-year lows. State and local governments continue to
reduce their expenditures in real terms as Federal grants ond state and focal
revenue bases diminish.

Based on this grim outlook it is all but certain that the unemployment rate
will continue to rise throughout 1983 and probably into 1984 as well, If real GNP
increases only 1% next year, then with labor force growing at about a 2% rate, it
is a matter of simple arithmetic that unemployment will increase another 1% in
1983. This would put the rate near | % by the end of 1983, Even if the economy
does perform somewhat better in 1984, the unemployment would still remain
above 10% two years from now. We would not see a dectine to the 7.4% rate of
January 1981 until mid-decade ot earliest, with the possibility that this might not
occur until almost 1920, Even the highfy successful Kennedy-Johnson program,
during which real GNP grew at an annual average increase of 5.4% from |962
through 1966, only reduced the unemployment rate by 2.9% over this period. Thus
even an oll-out boem would not bring the unemployment rate much below 7%, and
we are far from having programs in place which would insure such a beom.

The next section of these remarks covers the sector-by-sector outlook for
the LS. economy for the next year. In the concluding section we then turn to o

possible way out of the current morass.

The Consumer Sits On The Sidelines

It should now be apparent 1o all that the initial effect of tax cuts is to raise
saving and lower interest rates, not to raise consumption, Furthermore, we think
that anemic consumer growth will continue throughout 1983 as well because of the

following factors:

17-871 0 83 i2
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l. Virtually no growth in real per capita wages and salaries;

N

. Lower growth in transfer paoyments due to lower inflation;

w

. Negative psychological implications of double-digit unemployment rates;
and

=

. The long-term effect of a higher real rate of return on saving.

The first item rnay appear to be somewhot at variance with the 2.3%
increase in real disposable income for 1983 contained in our forecast. However,
thot figure must be modified in several ways. First, the tax cuts will be saved
rather than spent. Second, most of the increase in real personal income stems
from higher interest income, which is income in an NIPA sense but not in a
spending sense. In other words, most of that income is accrued to savings deposits
of one form or another and is not even considered to be part of the short-term
spending stream by its recipients. Third, with no increase in productivity, both
wages and prices will rise about the same amount, and with gains in empioyment
being matched by growth in the labor force, per capita incorne will not increase.

The second point is somewhat more complicated in the sense that lower
inflation is usually considered to be a boon for consumption. After all, the major
reasons for this extended recession is to lower inflation, is it not? For only with
lower inflation can we have higher saving and investment, greater productivity,
and an increase in the real standard of living.

All true enough when lower inflation s caused by an increase in
productivity; then real wages rise and everyone is better off. Yet now that the
initial excess demand has been squeezed out of the system, any further reduction
in intlation will be accompanied by lower gains in wages and no improvement in
productivity, As a result, living standards for labor will not rise at all.

In addition, transfer payments which are linked to the cost of living will also

rise less rapidly next year. As a first approximation, one might argue that this tac
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is @ wash, since the lower benefits received are offset by smaller price increases
of the goods and services which are purchased. However, for those whose sole or
even primary support is social security benefits, the CPI is a very poor indicator
of what things cost. For the most part, the elderly do not buy new houses,
porticularly with mortgages. They do net have to beor the cost of medical care
services, They are presumably finished paying for their children's college
education. They do not portake of business-inflated travel, lodging, and food and
entertainment expenses. Hence the true cost of living for the retiree rises much
less than the CPI during periods of rapid inflation. In comparison, when inflation
moderates and the benefits are correspondingly less generous in nominal terms,
aggregate purchasing power suffers.

It used to be generally accepted that high unemployment rates caused
reduced spending, as consumers saved more for the rainy day when they toc might
be laid off or fired. During the 1970's this effect appeared to be muted, as the
long-term secular increase in unemployment appeared to have little effect on
consumption. However, the recent sharp increase in unemployment -~ 2,5% in the
past 12 months ~- has once again raised the spectre of depression, and has
convinced an increasing number of consumers to be much more cautious ond
thrifty than they have been over the past two years. We do not see this cloud of
pessimism {ifting as long as the unemployment rate remains above 10%, which is
to say at [east through next year.

The fourth factor represents the effect of the aftertax real rate of return on
personal saving. The original estimates in our supply-side mode! showed that o 1%
change in the rate of return would change the personal saving rate by about 1%, a
result still incorporated in the present version, Hawever, the real rate of return is
calculated as the Aaa bond yield on an aftertax basis minus the inflation rate over

the past four years. Hence the increase in the real rate of interest which started

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



Digitized for FRASER

176

in 1380 will just begin to have its full effect on the saving rate in (983 and |ater
years; a listing of these variables is given in Table 1.

To be sure, most economists do not accept this argurnent; the supply-siders
are generally on the defensive, and everyone else dismisses it as so much
hogwash. However, an alternative sociclogical theory has grown up in its place to
explain the obvious econemic facts which few wish to acknowledge. We now hear
that it is not smart, not "chic" to spend so much money on spacious real estate,
ostentatious jewelry, overpriced motor cars, lavish parties, and so forth. With the
economy in such bad shape, it is claimed, even the rich are withdrawing their
horns somewhat in order to blend in better with the generally lower living
standurds of the middle ciass and the poor.

Perhaps. But a more forceful, direct reason is simply that when the real
rate of interest moves from -5% to +5%, the extra $[00,000 spent per year on
durubles no longer can be justified even as a quasi-investment. During the 1970',
money spent on fixed-supply assets was an excellent hedge against inflation; even
Mercedes Benz and Rolls Royces cars generally appreciated in nominal terms.
Today they are a terrible investment, and the best thing one can do with his
money is to put it into liquid assets. While the rich themselves may prefer a
saciological explanation to an erudite discussion about aftertax real rates of
return, the underlying economic factors are, we believe, the primary ones,

Our forecasts show only a moderate increase in the saving rate, from 6.7%
in 1982 to 7.9% and 8.0% in 1983 and 1984, particularly in view of the third stage
of the tax cut. However, this is in line with the slow increase in our definition of
the real rate of return. In addition, it represents the fact that people are in
general getting poorer, so they have less to save -- just as in the Great Depression
the personal saving rate was actually negative even though the real rate of return
was high. In ony case the picture is not very alluring, with real consumption rising

only 1.0% in 1983,
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TABLE |
PERSONAL SAVING RATE AND REAL RATE OF RETURN

Personal Saving Personal Saving

Year Rate, Annual RR Year _Rate, Annual RR
1955 5.9 0. 1963 6.3 0.7
1956 7.3 0.4 1970 8.0 1.1
1957 7.3 03 1971 8.1 0.2
1958 7.4 0. 1972 6.5 0.1
1959 6.2 0.1 1973 8.6 0.1
1960 5.6 0.1 1974 8.5 -0.8
1961 6.3 0.6 1975 8.6 -1.7
1362 6.0 0.8 1976 6.9 -2.2
1963 5.4 0.9 1977 5.9 -2.8
i 964 6.7 1.2 1978 6.1 -7
1965 7.1 1.2 1979 5.9 -1.9
1966 6.9 1.3 1980 5.8 -2.1
1967 8.1 1.3 1981 6.4 -1.9
1968 7.t 0.9 1982P 6.9 0.8

1983€ 7.8 +0.3

We do expect some improvement in consurmnption during the fourth quarter,
the cause being the usual 4~ 1o 5-month lag following the reduction in interest
rates in July. Yet the odds are against o sustained improvement in consumer
spending, both for the reasons given just above and because any strength in the

econorny will result in higher interest rates shortly thereatfter.

Another Leg Down For Inventories

Another clear manifestation of this switch from optimism to pessimism can

be seen in the inventories and orders figures. The inventory/sales ratio usually
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peaks early in the recession, then declines gradually but steadily during the later
stages of recession ond first months of recevery, and then stays af the trough
leve] for at least a year or two, sometimes remaining there until the beginning of
the next cyclical decline.

Yet this pattern has been badly distorted in the current recession period.
The 1S ratic did decline from 1,54 in January to 1,46 in May, but then started
back up again, climbing to .52 in August, as shown in Figure |3 note in particular
that the wholesale and retail trade /S ratio are porticularly high. Nor was this
rise due solely to the slump in sales. Inventory stocks, after declining from $516
billion in Janvary to $510 billion in May, turned around and increased to $515.6

billien in August, although admittedly some of that gain represents inflation.

FIGURE |
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To a certain extent one can only sit and wonder at anyone's decision process
which would permit inventory stocks to accumulate with real rates of interest
near 0% and any recovery a mere promise rather than a fact. But nonetheless
that is what did happen, and we can only attribute it to the widespread impression
that the economy would indeed undergo robust growth in the second half.

Now that it is clear that nothing of the sort will happen, we must go through
almost another complete inventory decumulation cycle, as the 1/S ratio must falt
from 1.52 Yo |.40 before liquidation is complete — a process which will probably
take until February or March of 1983, To translate this into dollar terms implies
some forecast gbout the underlying trends in sales. A reasonable estimate is that
nominal sales will increose at @ 6% annual rate over the next two quorters, which
is to say from $345 to $36!1 billion. Then inventory stocks would have to decline
to $505 bitlion from their August level of $515.4 billion, or more than a §10 biltion
reduction. IVA over the same period will probably be about $10 billion, which
means NIPA inventory disinvestment of abaut $20 bitlien will have to take place
over the next several months.

Whether this takes two, three, or even four quarters, this 520 billion
reduction in inventories will put a tremendous damper on growth and production
during the next several months. It now seems very unlikely that inventory
reduction will be over by the end of this year, and hence both of the two essential
criteria for the ending of any recession -- inventory liquidation and a sufficient

decline in interest rates — still remain unmet,

Fixed Investment To Weaken Further

The standard rule of thumb for recoveries states that once interest rates
decline, housing turns up three months later, consumption six months later, and

capital spending one year later. Thus even if the optimists on consumer spending
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turn out lo be correct, we would see na upturn in capital spending until mid-
1983, As it is, we may see no upturn in this sector at all next year. The
investment anticipations for 1982 have finally declined to ~4.4% and could well
continue lower, as shown by the disappointing drap in August new orders for
nondefense capital spending.

The iavestment anticipations have lagged far behind actual developments
this year, as shown in the following brief table. The December figures shown
there actually are extrapolated from anticipations for the first half of 1982, and
hence are not true survey results - although given that most expected a robust
1982 of the time, they probably underestimate what a full-year survey would have
shown. By March, however, the BEA onticipations are usually an accurate guide
to the actual numbers; 982 apparently represents the largest single error ever in
that series (we won't know for certain until the year is over). By comparison, the
FEl figures for March correctly gauged the magnitude of capital spending
weakness, and in fact may have even overestimated the actual decline this year.

This substantial gap between what corporations said they would do and what
actually occurred is yet another piece of evidence that the business community
was unprepared for the second half weakness. Once burned, they are likely to
become extremely shy about increasing capital spending until conclusive evidence
is at hand that the rest of the economy is improving., That will not be for another

vear at the earliest.

PRECICTED PERCENTAGE CHANGE IN INVESTMENT BY

Date of Prediction ___EEl BEA
Cur 5 Const 5 Cor $ Const S
December 19281 5.3 -1.2 i3 2.6
March 1982 1.6 5.6 7.3 -1.0
June 1982 0.7 4,7 2.2 2.4
September 1982 1.3 -4,| 0.7 4.4
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Turning to residential construction, it is a little too early to tell whether the
decline in interest rotes will lead to any pickup in housing starts. Last fall, rates
started down in September, but the bulk of the decline occurred in October and
Novernber. Permits rebounded in December while starts did not pick up until
February. Hence we would not expect any significant positive reaction to lower
rates in the housing industry until the fourth quarter.

Having said this, the plunge in both housing starts and permits in August
does not bode well for that sector, since it indicates to us that cost rather than
financial considerations continue to dorninate the housing industry. The ratio of
the average monthly payment to household disposable income now stands at 32%
-- 30% even with price discounting through creative finrancing -- compared to the
1947-1970 average of 20%. As a result, housing starts are expected to average
only (.| million next year. Furthermore, we would not expect much improvement
in this figure even if interest rates were to stay at current levels throughout 1983,
since the imbalance in that industry is primarily on the cost side. A decline in
mortgage rates will bring about a flurry of refinancing octivity, as opposed to
little improvement in new construction activity. Builders, like consumers and
businessmen generally, are now more worried than ever that any decline in
interest rates is likely to be temporary, which means that the houses started now
at lower interest rates could not be sold because rates would have risen again by

the time they were finished,

More Trouble Ahead For Foreign Trade

Finally, we should not close out this section witheut a brief commentary on
the August foreign trade figures, which soared to a record one-month $7.1 billion
deficit, These figures do not get as much publicity as most of the other

government releases, partly because they are virtually unpredictable, partly
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because they are very erratic and subject to much wider monthly swings and
revisions than most other monthly numbers, and partly because of a misplaced
belief that the foreign sector is not quite as important as domestic activity.
However, a 51 billion swing in net exports has just as much effect as a 51 billion in
domestic consumption or investment, and considering the outcry being raised over
higher imports of manufactured goods, this sector certainly deserves at least o
brief mention.

We will start by offering the usual caveats. The seasonal factors are, as
usual, screwed up. Imports reportedly declined $2.1 billion in July; hence about
half of the $3.3 bilion surge in August is misploced, Last year the net trade
batance declined from -$1.8 billion in July to -$5.4 billion in August, and then rose
again to -52.8 billion in September. The August deficit is significantly overstated.

Yet to concentrate on these blips und ignore the underlying trends would in
our opinion be a serious mistake, The great strength of the dollar is beginning to
take its toll, both in terms of lessened exports and increased imports, aithough of
course the world recession also contributes to weak exports. Some Administration
clowns think they have te put a good face on everything; the sharp rise in imports,
they said, was evidence that the economy was turning around, presaging an
increase in domestic demand. In fact, almost half of the August increase in
imports came in machinery, hardly the leading edge of any recovery. For those
intent on gleaning whot useful information exists in these figures, as opposed to
making up excuses why they were not really so bad after all, the numbers are very
disquieting.

The net trade deficit will probably return to the $3%-54 billion range in
September, and perhaps the August figure will be quietly forgotten. But the
spectacuiar change in purchasing power parities over the past two years without

the accompanying shift in cost performonce is not so easily ignored. Since the
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trough in 1980.3, the valve of the dollar has increased 26% relative to strong
foreign currencies and 35% on a trade-weighted gverage basis. Thus nef exports
will continue to weaken during 1983 as the lagged effects of the stronger dollar
become more significant, We look for a reduction in net exports of merchandise
from -$22 billion last quarter to -$32 billion by the end of 1983.

The theory of international trade suggests that these higher vatues of the
dollar, while admittedly helping other nations export more initially, should
eventually hurt them because it induces a higher rate of imparted inflation. After
atl, the U.S. experience during the 1977-1980 era serves as Exhibit A, when
Blumenthal's infamous "a weak dollar is good for America" was one of the reasons
for double-digit inflation by the end of the Carter presidency.

However, we see virtually no evidence of this pattern working in reverse.
The inflation rate in the U.S. has fallen from 13.5% in 1980 to an estimated 6.3%
this year; everyone agrees this is real progress although not all support the means
used to accomplish it. But other countries have had almost as much improvement
despite weakened currencies. In the U.K., for example, the rate of inflation has
fallen from 18.0% in 1980 to an estimated 9.6% this year. In Japaon, where the yen
has been devalued from 225 to approximately 270 per dollar, the inflation rate has
declined from B.0% in 1980 to an estimated 3.1% this year. The infiation rate in
Gerinany has not diminished, but it has remained ot 5%.

It is true that performance has not been outstanding in other countries, In
France, far example, inflation remains above 12%, but that is because of the
initially inflationary policies of Mitterand — and even these have been reversed
after only a few months of triql. The Canadian inflation rate also continves to

worsen. Yet when fiscal and monetory palicy have remained tight, inflation has

declined o5 much in countries with depreciating currencies as it has in the U.S.

with its rapidly appreciating currency,
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This alf harkens back to a point which | first made in an interngtional
forecast in 1973, when Laffer and his bunch were trying to peddie the theory that
the weak dollar would lead to more inflation in the 1).S., which indeed happened ta
occur. Our point at that time, which is equally valid today, is that the elasticities
of irmported inflation vary greatly depending on the state of the dornestic economy
in general and fiscal and monetary pelicy in particutar, If the country in question
treats devaluation as an unpleasant mistake, as something which is “not their
fault" ond tries to offset it by restoring purchasing power to those harmed by
devaluation through cost-of-living increases and ather similar mechanisms, then of
course higher domestic rates of inflation will result. On the other hand, if the
government treats devaluation as a sign that firm discipline is needed at home Yo
cantrol inflafionary excesses -- or if it treats it as g subtle but effective tool to
switch production from domestic to export rmarkets -- then very little if any of
the higher cost need be passed along in the form of higher domestic prices,

Hence the argument about devaluations is not necessarily symmetrical. A
weaker U.S. dotlor led to higher inflation and hence no improvement in our
competitive posture during the 1977-1980 period because of the inchoate
monetary ond fiscal pelicies of the peried. However, the stronger deltar does not
necessarily mean higher inflation or luck of improvement in competitive posture
for Germany and Japan - since their monetary ond fiscal policies are better
balanced.  Some countries, notably France and Canada, will not gain an export
edge in spite of weaker currencies because internal inflation will accelerate. But
that will not be the case for our major trading portners, ond hence the strong

dollar will continue to put greater pressure on our net trade position.
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Optimal Fiscal Policies For The 1980's

| have long been associated with the general thrust of supply-side economics,
which is to say | fovor reduction of high marginal tax rotes which impede saving
and investment, productivity, and work effort and individual incentive. | still
believe that the economy suffers from current high marginal tax rates,

It is equally clear, however, that the economic programs of the Reagaon
Administration have been a dismol faifure. While the rate of inflation is down, so
are real incomes. Most consumers are far worse off now than they were two years
ago. The mounting budget deficits have led to a tack of saving, higher interest
rates, and the decimation if not destruction of many of our basic industries. In my
opinion, confinuing present programs would promise more of the sme for the
indefinite future,

Yet reversing the Reagan programs entirely would, in my opinion, be
throwing the baby out with the bathwater. The preblem is not in the reduction of
high marginal tox rates per se. The problem is that these tax cuts were not
balanced by spending cuts, While tax receipts grew only 1.8% in FY 1982, total
Federal government spending rose 10.7%. The primary reason why the Kennedy-
Johnsen tax cuts worked so well was that government spending rose only [% in FY
1965, 1 have no doubts that the Reagan program would have been quite successful
if govarnment spending had increased only |% in the year just ended, but that
turned out to be politically impossible.

Indeed, further cuts in government spending over the next two years seem
just as unlikely as ever. A gradual program of raising the retirement age for
social security benefits, ending the overindexation of entitiements, phasing in the
increase in defense spending more gradually, and providing some sort of indexed
bonds makes a great deal of sense to me but evidently not to any elected

representatives in the ULS5. Congress. Hence we turn our attention to the question
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of how 1o raise taxes without increasing the high marginal tax rates which
damaged growth and productivity during the 1970's. The solution to this problem,
| would submit, is a modified flat rate income tax.

The arithmetic of the flat rate tax is actually quite straightforword and
consists of two issues. First, the rate at which the flat tax would have to be set
to generote an equal amount of revenue ex ante -- i.e., before taking into account
all the beneficial aspects of the flat tax, Second, how the changing tax burden
would fall on the income distribution scale, For it is immediately obvious that if
the tax is to raise the same amount of revenue, and some people pay less tax,
others will have to pay more. A tax increase which falls disproportionately on
those with Jess than median income will prove to be much less popular than one
which somehow avoids this blemish,

According to Joint Tax Committee calcuiations, the average tax rate --
calculated as actual income tax paid divided by taxable income -~ was 24.6% in
[980, as shown in Table 2. By 1984 it will be reduced to 22.3% as a result of the
25% across-the-board reduction in personal income tax rates. It is quite obviously
that a reduction from 24.6% to 22,3% is more like a 10% rather than ¢ 25% cut,
but that is bracket creep in action. Without the tax rate cut, the average tax rate
would have risen to approximately 28.3% far the same tax rate schedule.

According to our forecasts, personal income in 1984 will be $2976 bitlion and
Federal personal income taxes will be $311 billion. Our forecast is more
pessimistic than most, but that really doesn't affect the average tax rate; under a
more buoyant scenario, hoth figures would be more or less propertionately
higher. Thus under the very simplest calculation of all, the flot tax rate would be
10.45%, which we could round down to 10% without doing great violence to either

the concept or the arithmetic.
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TABLE 2
1980 198t 1982 1983 1984  Flat 1984
Personal Income 2160 2415 2578 2765 2976 2976
Less: Transfer payments, untaxed 276 312 345 370 3%0 0
Less: Fringe benefits, untaxed 127 140 154 170 187 (187)
Less: Unreported income 151 124 200 230 265 (265)
Equats: Adjusted Gross income 1606 1789 {879 1995 2134 2524
Lesst  AGI on nontaxable returns 59 59 59 59 59 0
Medical deduction 12 13 14 14 14 0
Tax deduction 67 73 80 88 g7 0
Interest deduction 85 106 121 133 4] 0
Charitable deduction 25 27 29 31 33 0
Other itemized deductions 15 16 17 18 34 0
Personal exemptions 186 190 194 197 201 592
Zero bracket, net 126 130 134 138 142 0
Tax credits 27 28 29 30 31 0
Equals: Taxable Income 1004 1147 1202 1287 1397 1932
Income tax 247 288 291 289 3t 311
Average tax rate 246 25.1 24.2 22.5 223 16.1

All figures in billions of deliars

Source: 1980, Joint Tax Committee; | 381-1984, EEI estimates

Even those who favor the flat rate tax agree that the poorest should not
have to pay any income tax; the usual solution is to allow a personal exemption,
which could be the $1,000 currently allowed, or some larger amount to offset the
fact that few if any deductions will remain. Qur calculations assume a $2,500
personal exemption.

A second issue is the calculation of unreported income. One could indeed
make a case that at very low morginal tox rates, less incorme would go unreported;

we certainly have no quarrel with that concept, HMHowever, for purposes of
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calculating the ex ante rate needed to produce the same revenue, it seerns more
conservative to assume that onreported income remains the same, and then
calculate the benefits later. [n that case, we would subtract the Joint Tax
Committee estimate of unreported income from total personal income.

Third, the question of how to treat untaxed fringe benefits -- mainly
employer contributions for health and life insurance and pension plans -- remains a
sticky one in the flat tax calculations. Some bills have specifically assumed that
these benefits would be included in taxable income, and the Treasury calculations
have also assurmed this, However, in our more conservative calculations we have
also excluded them from the taxable income base.

With these three adjustments -- $2,500 personal exemption, no reduction in
unreported income, and fringe benefits remaining untaxed -- we calculate that a
flat rote tax of only 14.1% would praduce the same ex ante revenue in 1984,

If fringe benefits are taxed, that would drop the flat tox rate from 16.1% to
[4.7%, If we furthermore assume that 2/3 of unreported income would then be
reported, as discussed in the economics section, then the rate would drop further
to £3.5%.

One of the bigyest arguments thus far has been whether the deductions for
medical care, for state ond local taxes, for home mortgage interest, and for
charities should remain intact. It turns out, at least on an arithmetic basis, not to
make oll that ruch difference. Continuing all of these deductions would reduce
the taxable base by some $238 billion in 1984 (home mortgage interest is about 2/3
of total interest deductions). This would raise the flat rate tax from 16.1% to
18.4%, perhaps not an unduly high price to pay for obtaining the widespread
palitical support necessary for the other, beneficial aspects of the bill.
furtherimore, if one wanted to "trade" keeping these deductions for taxing fringe

benefits, as indeed some have proposed, the flat tax rate would then rise only to
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16.5%. It is clear that whether one keeps certain deductions or not is a matter of
equity, but not one of arithmetic. Every $100 bilien change in the taxable income
base only changes the flat tax rate by about 1%.

We now turn to the affect of the flat rate tax on individual taxpayers. Right
at the outset we must state that no vnequivocal answer is possible; it depends on
one's present deductions and exactly what form the fiat rate tax will take. For
this reason we have calculated the tax due for flat rates ranging from 17% down
to 14%. To keep the exposition manayeable, however, we will concentrate on the
6% rate.

Within this range, the basic profile shows that taxes are siightly higher for
the middle cluss and much lower for the upper class. However, this is somewhat
of @ mirage in the sense that the upper-income taxes are calculated using the
standard rule of deductible expenses equal to 23% of gross income; this assumes
ne further tax ovoidance, which clearly is not the case. Indeed, fragmentary
estimates suggest that many upper income peopie pay about 20% of their actual
income in taxes, which is not far different from what would be the case under the
flat rate tax, The incentive and tax gvoidance results would be quite different,
but we leove that port of the discussion to the economics section.

Under the 16% flat rate tax, the uverage family of four with an income
under $18,000 would benefit, providing that we exciude the effect of the income
tax credit for very poor families. At $10,000 per year, this family would owe no
taxes at all, compared to $283 under present law. At $15,000, taxes would be
reduced by 5136 per year.

As we move info the middle-income brackets, the 16% flat rote tax would
slightly increase the tax bill for the average family. At 520,000, for example,
taxes would be some $69 per year higher in 1984 than under current law, afthough

this is still $413 tess than would have been paid had there been na tax cut at all.
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For the $25,000 family, taxes would be $173 higher; for the $30,000 family, 5169
higher; and for the $40,000 family, %81 higher. Above that, taxes are lower with
the flat rate, providing that the family in question does not currently shelter very
much of their income. All these figures are given in Table 3.

A tax increase for the $18,000 to $40,000 families, even if slight, may not
prove to be very popular politically. However, as a matter of simple arithmetic it
stands to reason that if taxes are going to be lower at the upper end of the scale,
then they will be higher somewhere else. One way around this dilemma would be
to lower the flat rate to 14%, in which case taxes would be lower for virtually all
families {although not for single individuals), based on the argument that the
amount of unreported income at a 14% tax rate is likely to decline dramatically.
As we have already pointed out, taxing fringe benefits and assuming that 2/3 of
unreported income would be reported would permit dropping the flat tax rate to

13.5%. In that case, however, the tax would not be much of a revenue raiser.
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TABLE 3A
EFFECT OF A FLAT RATE TAX
OR

FOUR-PERSON FAMILY, VARIQUS INCOME LEVELS

Income R‘&Zﬁ”{;??:w e oot 7% Eyote Tax OF 14%

5,000 -500 -500 0 0 0 0
10,000 374 283 0 0 0 0
15,000 (,233 936 850 800 750 700
20,000 2,013 1,531 1,700 1,600 },500 1,400
25,000 2,901 2,227 2,550 2,400 2,250 2,100
30,000 3,917 3,031 3,400 3,200 3,000 2,800
40,000 6,312 4,881 5,100 4,800 4,500 4,200
50,000 9,323 7,228 6,800 6,600 6,000 5,600
100,000 27,878 22,154 15,300 14,400 13,500 12,600
200,000 66,378 57,399 32,300 30,400 28,500 26,600

Source: Office of the Secretary of the Treasury

Office of Tax Analysis

l Assumes deductible expenses equal to 23% of gross income.

lExisﬁng low
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TABLE 3B

A FLAT RATE TAX EFFECT
OF THE ADMINISTRATION'S PROPOSED FOR
SINGLE INDIVIDUAL, VARIOUS INCOME LEVELS

{dollars)
Wage Without the With 25% Tox Flat Rate Tax Of
Income Reagan Tax Cut® _Cut Rate 17% 6% E
5,000 250 168 425 400 375
10,000 1,177 873 1,275 i,200 1,125
t5,000 2,047 [,565 2,125 2,000 1,875
20,000 3,115 2,38 2,975 2,800 2,625
25,000 4,364 3,341 3,825 3,600 3,375
30,000 5,718 4,33] 4,675 4,400 4,125
40,000 8,886 6,826 6,375 6,000 5,625
50,000 12,552 2,682 8,075 7,600 7,125
100,000 31,792 26,814 16,575 15,600 14,625
200,000 70,292 64,976 33,575 31,600 29,625

Source: Office of the Secretary of the Treasury
Office of Tax Analysis

! Assumes deductible expenses equal to 23% of gross income.

2 Existing tow

1,050
1,750
2,450
3,150
3,850
5,250
6,650

13,650

27,650
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The fiat rate tax which 1 propose would have the following fetures:

. The basic flat rate tax should be set low enough so that, based on the
standard tax tables, most ftaxpayers who did not previously have unusually high
deductions will pay less tax. That would mean that the basic flat rate would be
set at 15% or 16%.

2, The basic deductions -~ home mortgage interest, charitable contributions,
catastrophic medical expenses, and state and focal taxes -- would be retained,

3. An end to the miscellaneous deductions, particularly those which lead to
so-caltled abusive tax shelters. To a certain extent this also involves accelerated
depreciatio schedules ond tax credits for capital expenditures, providing we also
have integration of the personal and corporate tax schedules.

4, The increased revenuves necessary should come from either (a) taxing
fringe benefits, {b) taxing social security and other retirement benefits, or {c}

keeping some graduated feature of the income tax rate schedule.

How The Flat Rate Tax Can Balance The Budget

Considering that we have chosen the rate of the flat tax to equal the ex ante
revenues generated from current tax laws, our headline claim may seemn not only
grandiose but akin 1o the alleged clchemy of the Laffer curve. However, we have
calculated that a flat rate tax of 16% would bring in $150 billien more per year in
1984 thon the current tax structure, with the gap widening in each successive
yeor. The details are found in Table 4,

Sorme of these calculations are quite straightforward. For example, taxing
fringe benefits would bring an additional 530 billion into the Treasury coffers.
The other calculations, however, require some assumptions about the various

elasticities of response to lower tax rates,
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We have estimated that approximately 2/3 of currently unreported income
and tax avoidance income would be reported at a flat rate tax of [6%. To a
certain extent this simply represents straight propartionality since top marginal
rates are now at 50%; our figures exclude any income generated from illegal
sources.

We do have some additional evidence, however, other than simple straight-
line extrapolation. According to IRS testimony last March, during the period from
1973 to 1981 the average marginal tax rate grew from 27.6% to 35.0%. Over the
same period, according to IRS estimates, unreported income grew about 5% per
year, or 40% faster than reported income. Using the elasticity implied in those
numbers tmeans that a reduction in the average margingl rate from 35% to 16%
would result in only 27% of currently reported legal source income remaining
unreported; this aiso implies that all legal source income would be reported at a

(0% marginal tax rate. Hence our figure of 1/3 is rather conservative.

TABLE 4
EFFECT OF FLAT RATE TAX ON FEDERAL TAX RECEIPTS

Current Law 17% [6% [5% 14%

Ex Ante Revenue 311 328 309 2% 270
Taxing Fringe Benefits 32 30 28 26
2/3 Unreported Income 45 42 40 37
2/3 Tax Avoidance 52 49 4é 43
Total 3 457 430 A0& 376

Supply~Side Effects Increase
In Growth Due To

Greater work effort 4 15 15 16
Greater capital funds 8 8
Higher productivity
from other sources 7 7 7 7
Total Supply-Side Effects 29 30 31 32

TOTAL PERSONAL INCOME TAXES 486 460 435 408
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Table & also indicates the magnitudes of the increases which would occur
from supply-side effects: greater work effort, greater capitat formation, and
other improvements in productivity, These are based on the elasticities in the
supply-side model. A reduction in the average margina! tax rate on labor income
from 31% to 16% would raise work effort by 3%, which would increase GNP by
2%. Since tax receipts are approximately 20% of total GNP, this would raise total
tax receipts by 0.4% of GNP, or about $15 billion at 1984 levels of GNP,

The average marginal tax rate for saving would decline from 43% to 7%,
which would increase the aftertax rate of return from 0.84% to 3.96%, assuming a
12% interest rate and 6% inflation rate. This would increase the personal saving
rate by about 3%, which would eventually raise capital stock by 3%. This in turn
would increase GNP by 1%, so that tox receipts would rise by about $8 billion. We
also calculate that the reduction in tax rates would raise productivity by an
ndditional 1% in oddition to the gains associated with higher labor and caopital
inputs. Hence real GNP would be about 4% higher than would be the case in the
absence of the flat rate tax cut. This process would prabably happen over a three
to five year period, representing an increase of approximately 1% per year in the
overall growth rate.

The net effect of all these changes -- taxing fringe benefits, less unreported
income, less use of tax shelters, and the supply-side effects — would be to raise
tax revenves by $150 billion in 1984 and more in later years. This would
essentially lead to o balonced budget -- even if the supply-side effects are
minimal. If they are really much more substantial than we have estimated, the
budget would actually be in surplus, and the flat rate tax could be cut even
further. But we are trying to keep the claims for the flat rate tax within the

bounds of reasonableness.
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The demand-side effects are somewhat mixed, at least initially. We must
hear in mind that a $120 billion increase in taxes (excluding supply-side effects)
means that someone will be paying $120 billion more in taxes, and the fact that
much of this will come from heretofore unreported and tax-sheltered income does
not diminish the fact that this will be quite a jolt in reduced purchasing power. In
the absence of any offsetting factors, this would reduce consumption by about $30
billion the First year and 560 billion per year after three or four years,

Of course the offsetting factors will be enarmous. With the budget and
savings flows once again essentially in balance, interest rates would return to
their historical parity with inflation, which means short-term rates 0% to 1%
above the rate of inflation, und long-term rates 2% to 3% above inflation, With
the current amount of unused capacity and excess resources, we would expect no
inflationary effect at all; indeed, with lower tax rates, the net effect should be to
reduce inflation even further. Thus long-term interest rates should fall about 6%
from current levels, which would raise real GNP by about 2% after taking into
consideration the usual lag of a year or two. With GNP in 1984 expected to be
about $3600 billion in 1984, that would increase investment and interest-sensitive
sectors of consumption by about $90 billion, easily offsetting the $30 billion to $60
billion decline in consumption which would have occurrad in the absence of lower
interest rates. Thus on balance the demand-side factors would raise real GNP
growth rates by 1% to 2% per year, meshing nicely with the | % annual increase in
aggregate supply which would be brought about through lower tax rates.

This couid be just angther pipe dream which would disappear much as did the
{eagan program promulgated with so much fantare in early 198] -- but we don't
think so. The flot rate tax cut is not by any stretch of the imagination being
proposed as another tax reduction - indeed it is a revenue ruiser. However, it

reduces high marginal tax rates at the same time it raises the average tax rate.

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



197

Thus unlike the Reagan three-year 25% across the board cut in personal income
tax rates, which fturned out to be balanced oniy by thin air, the economy will not
head further into the depths of triple-digit deficits and double-digit real rates of
interest. The middie class American will not receive a tax cut on an ex ante
basis, but his real income will rise and the decline in interest rates from the
reduced budget deficits will be worth far more to him than was the Reagan tax

cut -~ according to our estimates, about twice as much.
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Representative Rrvss. Thank you very much, Mr. Evans.
Mr. Ratajczak.

STATEMENT OF DONALD RATAJCZAK, DIRECTOR, ECONOMIC FORE-
CASTING PROJECT, GEORGIA STATE UNIVERSITY, ATLANTA

Mr, Rararczax. Thank you, My. Chairman.

Before going into my statement, I would like to just make some
quick observations about the UGN’ release.

1 think it 1s a little bit unfortunate that we do not have real per-
formance by sector of the economy, because 1 ve been forced to go
through here to figure out what the nontarm economny has done, The
evidence appears to be, since the Commodity Credit Corporation was
responsible largely for a $7.7 billion reduction in the second quarter
and a $2.3 billion increase in the third quarter, and since there was a
shift in farm inventories from a negative to an unchanged posture,
that basically the nonfarm econemy in real terms deciined in the
third quarter, and there 1s absolutely no way that anyone can call that
an economic recovery. And if they want to call it an economic recov-
ery because the farmers are getting $1.97 for corn and not getting
appropriate nummbers for wheat, then that’s fine—say it in Nebraska.

But basically the economy simply has not shown any of the funda-
mental conditions of economic recovery at the present time.

By the way, I agree with the observation as well in the nonfarm
economy that basically any improvement there—and as it turns out
it does appear that the nonfarm economy declined—that in the non-
farm economy we have had unbalanced development in the sense that
we have had an addition of unwanted inventories, and under those
circumstances clearly we would have to expect a continuation of eco-
nomic weakness through the next quarter, or certainly through the
next month. I think we arc already sceing cvidence of that in the form
of very high initial unemployment claims.

Indeed, my forecast for GNP for the fourth quarter is at most a 1
percent gain, and given my analysis of the nonfarm activity, I prob-
ably will drop that to a negative GNP performance for the fourth
quarter, Therefore, there is no economic recovery at this stage,

What I would like to do before getting to some of the specific issues
that have been addressed is first of all talk about those two appendages
that were on my prepared statement which has to do with the inflation
rate, because there is considerable discussion about what is happening
to inflation at the present time.

Of those two releases, No, 1 talks about producers’ price changes
by stage of processing, and they give us a lot of detail as well as an
extended forecast for the next year. That particular release shows that
after the decline of one-tenth of 1 percent that was announced recently
for September we’ll have an increase of four-tenths of 1 percent for
October,

Now I view that as actually a very modest performance. And the
reason why we are going to have an acceleration in October is funda-
mentally because the decline in September was as the result of techni-
cal conditions related to the end of model year dealer incentives and
is not really a measure of the underlying fundamentul inflationary
forces in the industrial economy.
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We do feel that there has been significant progress in industrial
inflation. Qur estimates of underlying industrial inflation for this year
are the lowest since 1972, There is no question that we have made
significant inroads.

Furthermore, we do anticipate next year that industrial inflation
will be in the 4.5 percent range. The consumer price index we are
anticipating for the month of October will actually show no increase
whatsoever. The reason for thut: Significant declines in mortgage in-
terest rates, both government-supported mortgage interest rates and
the conventional mortgage rates, which in the appropriate reference
period declined by three-quarters of a percent.

There has been some improvement in inflation, However, I must
raise the same issues that were raised by Professor Bator, and that is
basically that the cost has been very high, The accomplishments are
there, but the cost may very well be excessive.

In addition, the decline of commodity inflation more rapidly than
the decline of interest rates has in fact increased economic stress in the
system, and that indeed raises interesting questions.

There have been some people naturally assuming that if you can
get a decline in inflation rates that you necessarily will see a concomi-
tant decline in interest rates. ('learly this has not been the case, and
indeed early this year, in the second quarter of this year, we had some
of the highest real rates of interest that have existed since the Depres-
sion, and unquestionably this has been a contributing factor to the
li%uidity problems that [Zave also been discussed today.

really think that the fundamental problem is one of the high real
rates of interest.

I don’t share the viewpoint that the economy is about to collapse, al-
though obviously when you are dealing with unemployment rates—
10.1 percent this month, probably in the 10.3, 10.4 range next month,
certainly 11 percent canuot be ruled out by end of year or early next
vear—that basically the economy simply is not performing very well.

I think one of the items I would like to point out, because I think T
can give a slightly different perspective here, is first of all, why didn’t
the tax cut do anything? According to our analysis the tax cut did
something. And in fact it did it about the time economic theory nor-
mally would have anticipated that it would do it basically when the
fundamental tax liabilities for dollar earned were changed. And al-
though we know withholding was changed July 1, the fundamental
tax liabilities were changed in the ca]en%ar year. And indeed, if you
take a look at the ratio of consumption to GNP, real consumption to
GNP, you find in the first quarter of 1982 that ratio showed its sec-
ond largest increase since 1950, The only period where it showed a
larger increase was the first quarter of 1975. Coincidentally, a tax re-
b;lte. was very much discussed and then came forward at that period
of time,

So in point of fact the reason why the tax reduction has not yet
worked is it already has worked. Why hasn't it been more successful ?
That’s the right question. And the answer to that is fundamentally
that. tax reductions are nice if you have a job, and if you don't have
a job, if employment is falling, then the gain from tax reductions is
totally wiped out from the losses of reduced incomes.
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1ot me say a little word here about some economic theories that are
going around. First of all, one that I call the monetary expectationists,
because I can make some comments on that. Basically this is that if you
can get a credible Federal Reserve performance, what will happen is
that prices will magically respond to this reduced inflation expectation.

I am not arguing against inflationary expectations. What I am
arguing against is that inflationary cxpectations can be fully reflected
in mflation in any reasonable period of time. What that means is that
if you knock down inflationary expectations, let’s say even onc for
one, by the slowing of monetary policy, vou do not knock down infla-
tion one for one, Then where does the fallout go? Obviously you do
knock down expenditures; vou're not knocking down inflation as
rapidly, so it must go into some form of real economic activity.

There is no painless way of extracting inflation from the economic
system. It can’t be done in a painless way. It can be done In a less
costly way than the current way that we have been pursuing.

The next issue: Why did the real rates of interest stay so high? I
think if you take a look at interest rate movements you can get an
idea. (learly the Federal Reserve was a factor, but not the total
factor. In June of last year short term interest rates were 14.6 percent ;
in October they were 13.9. Yet over that period of time long term
interest rates increased 2 percentage points. What that says is that
something fundamental was being expressed in the savings-investment
relationship in the overall economy, and what was happening, of
course, was that was the period of time where we passed tax changes
that were not fully compensated by expenditures changes and there-
fore created a secular deficit in the underlying budget. And that is
really what has thrown the long term interest rates out of kilter; that
is one of the major reasons why real rates of interest have stayed so
high so long, and therefore why the recession has remained so much
intact.

One other issuc, and then I'll get off of this and get back to your
questions raised, is basically there is also a feeling afoot that because
of the role of expectations that we no longer can control the business
cycle, I think there probably is a little bit of truth to the fact that
the relationships are not as stable as we would like to pretend that
they are, and as a result fine tuning really is something that cannot
easity be done.

Nevertheless, T think the evidence does show that we can influence
the business cycle. We can make some differences in its performance.
Moreover, there is no reason to assume that even if we cannot control
the business cycle that we can in fact ignore it, that we can continue
to pass multiyear tax reductions, multiyear expenditures programs
without regard for its impact upon the underlying dynamics of the
econoinic system. Sooner or later those multiyear programs are going
to come Into conflict with the basic dynamics of economic develop-
ment. U'nfortunately, this time around they came sooner.

I think now I will go to address your basic points. There are a few
other comments I want to make, but they are fairly well covered in
my prepared statement,

Basically, when will the economic upturn become apparent? Well,
as of this testimony my feeling was the first quarter. (I;iven what ap-
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pears to be deterioration in the nonfarm economy. I may have to scale
down my presumptions of economie recovery early in the year.

I still believe that we will have a reasonable recovery, fairly vigor-
ous about midyear and moving through the end of the year. The rea-
son for that fundamentally being that inflation rates have been
knocked down. Once we finally get to inventory balance and therefore
zet to employment balance the improved real purchasing power will
start to Increase consuner activity. However, that will basically put a
floor upon the interest rates. I don’t believe that interest rates can con-
tinue to move downward in a consumer-led economie recovery under
the kinds of deficits that currently persist.

I do think that the declines in interest rates will stimulate some
housing activity. We also will see some increases in automoble activ-
ity, although not because of interest rates, but rather after 3 years of
basically ignoring what has been happening to the relative prices of
automobiles we will now see some reduction in prices of automobiles
relative to other commoditics, and that, according to our analysis,
would start finally to stimulate automobile demand,

When will nnemployment get back to 7.4 percent? Our forecasting
only goes out through 1984, so T can’t answer that question, Clearly it
will be some time after that period of time, because we are talking
about ending 1984 in the vicinity of 8.5 percent unemployment rates.

I do not think that 1984 probably will show 4 percent real growth.
I do think also we will have significant increases in productivity, As
the workweek extends, that 4-percent growth will not significantly
reemploy the people currently unemployed.

Finally, talking about monetary policy, monetary policy at the pres-
ent time seems to be appropriate. That is a little bit at odds with some
of my other colleagues, but I'm not sure that it’s going to go that much
at odds, because the question is which Federal Reserve activity are you
going to choose, and I am choosing the current Federal Reserve activ-
ity, which is, in fact, easing while saying it is not, and that particular
Federal Reserve activity I view as being appropriate.

By the way, I would argue that there are ways of determining it.
The market system does give us some information on the performance
of our policies. Basically, if short-term interest rates continue to fall
and to pull long-term interest rates down with them, I think that
monctary pelicy can continue to move in an easing direction. At the
point of time that declines in short-term interest rates no longer drag
long-term interest rates down with them, then we can start to rajse the
question as to whether the Federal Reserve has overeased. I think the
evidence overwhelmingly at this period of time is that the Federal
Reserve has not overeased, has not reinstituted inflationary pressures,

I hope that some of these remarks have been useful. T thank you for
inviting me.

[ The prepared statement of Mr. Ratajezak follows:]

17-971 0 83 1y
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PREPARED STATEMENT OF DONALD RATAJCZAK

Thank you for inviting me to share my views on economit conditiens during
this day when we receive our firat weasure of economic performance for the
aummetr quarter. The Economic Forecasting Project at GSU uses monthly estimates
of economie conditions te anticipate these quarterly GNP announcements. No
surprises are anticipated in this release. Nevertheless, a detailed forecast at
thiz time should fully incorporate the economic conditiong that are just now
being revealed to us, For that reasom, I should like to defer providing
detailed projections with my testimony on the atate of economic conditions until
the Project has absorbed the implications of the GNP report and has incorporated
all the latest information into our forecasting system. At that time, I intend
to forward detailed tables of our national forecast to all members of the
Congress.

0f course, I am merely reluctant to provide detail without current infor~-
wation. This does not alter my perceptfons of developing economic conditions.

The economy finally i1a beginning to develop the preconditions for economic
recovery. Normal recessionary flows tend to generate several forces that ulti-
mately lead to economic recovery. First, recession significantly veduces the
demand for basic materials and labor. This reduced demand {s transmitted inte
moderation in wage increases and into price declines. Commodity inflation
collapsed In the spring and {s now showing no significant strength. As shown in
the appended tables on the Producer Price Index, pri¢es of finished goods are
expected to increase less than 3.5% this year and rebound only to a 4,5% gain in
1983. Wages continue to show moderation. The hourly earnings index currencly
stande only 6.0% above previous year levels. This {s the lowest year—over-year
change since the early months of 1974, Despite the slowing of both wage and
commodity inflation, the slump In raw commoadity prices haz created a gap between
the two. As a result, purchasing power earned for each hour worked is beginning
to incresse, 0f course, thie i{s only a precondition for increased consumer
gctivity, as the hours worked also must stabilize before real household incomes
begin to expand.

Normally, recessions alao reduce c¢redit market pressures. The private
demand for funds ultimately recedes more rapidly than the recession induced
increane in public borrowings of funds. As a result, interest rates tend o
f31l. Initially, the reduction in commodity inflation may be more substantial
than dee¢lining intereat rates. Indeed, 1f commodity Inflation falls dramati-
cally relative ro wages, as occurred early in 1982, the strain on corporate
liquidity may be so severe that private borrowinga may increase for a short
peried of time. Thua, interest rates may rise early in a recession, If the
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onset of recession immedi{ately spawned the forces leading to economic recovery,
then recessions would not be very long.

While a stock market rally may not be a precondition for economic Yecovery,
such a rally normally signals that the preconditions exist, As {interest rates
decline, the alternatives t¢ equity ownership become less attractive. Moreover,
as wage inflation slows, corporate liquidity begins to improve. Although pro-
fits may decline for a few more quartera, the unanticipated surge in short-term
corporate debt that was generated early in the receasfon 1is beginning to be
retired. Moreover, reduced intereat rates lower the Interest expenses paid by
business. Indeed, 1f interest rates fall sharply enough, corporate profits
could increase even before revenues begin to expand. Obviously, equity owners
are encouraged by reduced interest expenses and aggressively seek equity
ownership when those conditions develop.

Currently, corporations have significantly shortened the maturity of their
debt ae they await favorable bond market conditions. The economic lives of
their assets greatly exceed the average age of their debt, although the capital
base of American industry also 1s becoming less durable. Much as banks discover
that an unbalancing of the maturities in thelr asseta and Ilfabilities increases
the sensitivity of their earnings tc changes {n Lnterest rates, the unbalanced
financing of corporate assets has Increased the interest sensitivity of cor=-
porate earnings. This, in turn, has increased the interest sensitivity of stock
values. The stock market rally is responding to these financial conditions more
than to anticipations of economie recovery.

Rising equity values generate some direct economiz benefits. A $100 billion
increase In the market value of equities held by households will increase é&on—
sumption by $3 billion in the same year. Equity values held by households have
improved by more than $200 billion since the market rally began in August., Thus,
prospects of 1increased consumer activity are improving. Furthermore, rising
equity values may lead to {ncreased equity financing, If the market evaluates
aggets at more than it ¢osts to bulild or acquire them, entrepreneurzs will be
encouraged to inecrease their investment activity, (At rhe present time,
however, the cost of asset acquisition is less significant than the utilizatfon
of existing assets in determining investment activity.)

Preconditions for econcmic recovery now are almost in place. However, eco—
nomic recovery has mnot yet begun. In the week of October 2, 1initial
vnemployment claims rtose to 695,000. These figures suggest that payroll
employment 18 continuing to decline by nearly 200,000 jobs a month. Industrial
activity probably will decline {n October. Automoblle sales for the first ten
days of October were disappointing, The important fleet sales that normally
occur at this season remain lackluster. Our own measures of retall activity
suggest that most of the strength in non-auto sales during September occurred
early in the month, during the Labor Day weekend, and were generated by substan=
tial marketing incentives. Retall sales may exhibit little growth in October.
Thus, c¢onsumer expendituree probably will not grow more rapidly than 2% at
annual ratee after adjustment for inflation in the fmportant fall quarter,

Increases in housing activity, with the ald of subsidized multi-family units
and a medest expansion in single family conatructfon 1n response to declining
mortgage vates, could generate some Iimprovement in construction expenditures
during the fall. However, little growth {n public construction and declines
after adjustment for Inflation in private nonresidential activity will prevent
construction from contributing significantly to economic gains.
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Defenee expenditures continue to expand. Shipwents shauld now begin to
accelerate in response to the strong growth in defense orders that odlurred
earlier in the year. However, the only other significant growth area in the
federal government is in purchases by the Commodity Credit Corporatiom.

State and local governments simply do not have the operating surpluses with
which to increase thelr expenditurea, State and loe¢al payrolls probably will
continue declining well inro 1983.

Plant and equipment expenditures should continue to fall sharply, as orders
currently are lagging shipments by more than $2,4 billion per month., Although
declining interest rates and an improving stock market normally would generate
increased capital expenditures, the low utilizacion of prevailing equipment
forestalls any significant response to {mproving finanfing arrangements,
Capital expenditures are very sensitive to tax and interest rate lonsiderations
when utilization rates exceed 77%, according to our investment relationships.
In the range between 73% and 77%, both the cost of 2apitzl and the utilization
of capital become significant factors. Below 73%, utilization bedomes para-
mount. At the current 69% utilization of available equipment, drapatit reduc-—
tions in interest rates must be forthcoming before orders for ¢tapltal goods
begin to expand, Shipments normally lag orders by nearly two quarters, (Of
course, any aggregate utllization measures remain valid only so long as the 4om-
position of activity remains nearly uvnchanged. Earlier this year, when utiliza-
tion rates were below 502 for most nonferrous metals, ferrous metals, and
automobiles, spending on capitel equipment was stronger than our relatfenships
normally would suggest because of continuing expansion in oill exploratien. That
particular sector now has entered the same capital spending bust that prevails
in most other economic sectors. Thus, capital expenditures may grow more slowly
than our aggregate relationghips suggest in the next few quartersz),

The most difficult sectors of the ectonomy to anzlyze on a short-term basis
are inventory investments and net exports, During the setond quarter, strong
earnings from investments abroad offset continuing modest deterioratien in
merchandise trade balances. In the third quarter, an unsvally strong dollar has
further reduced the competitiveness of American goods abhroad. Merchandise trade
deficits are now rising sharply, Reductions in interest rates worldwide suggest
that factor incomes from abroad no longer will be able to offset the adverse
impact upon exports generated by a2 strong dollar, As a result, net exports
should contribute to economlc weakness through much of 1983,

Changes in desired inventory holdings have taused three attempts at etonomil
recovery during this year, In February, production momentarily aé&telersted to
offset winter Induced production disruptions iIn January. Inventories again
stabilfzed in May, ae manufacturers and retailers reached stotk levels that were
justified by prevailing orders., Unfortunately, some of those prevailing orders
were the {increased {nventory holdings of wholesalers, When interest rates
remained high, wholesalers reduced those {nventories by cancelling orders. In
July, retailers expected rthe change in withholding rates to signifiiantly
improve consumer spending. After a weather related flurry of activity early in
July, consumer sales once again slumped. Inventories now are agaln being
aggressively reduced. Producers no longer are assuming that activity will
expaud. This latest round of inventory liquidations ahould be sufficient to
establ{eh a production base from whi&h activity can expand early in 1983,

In summary, the economy still is being buffeted by ¢&rosscurrente. During
the fall, strength will be in consumer apending, housing, and defense, Weakness
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continues in nonresidential struétures, plant and equipment expenditures, inven-
tory Investment, net exports, and state and local expenditures. We éurrently
believe the pluges will outperform the minuses. However, the projedtion of 3 te
4% real growth in GNP during the fourth quarter that has recently been presented
by the Secretary of the Treasury is very unlikely. Real growth is not expeéted
to exceed 1.0Z in the fall.

Why has the ¢onsumer not responded to the tax reduction? Atcording to our
analysis the answer {s that the consumer has responded and at about the time
that current theories of consumer behavior nermally would prediét. Although
withholding rates were reduced 1in July, tax liabilicies were reduted for all of
1982 under the assumption that tax rates fell by 10T in July. The intome earned
in January was subject to the same tax tode as the income earnerd in Ottober.
Households without severe liquidity constraints were able to increase spending
in Janvary, anticipating the withholding reduction that was to take place in
July. This explains why consumption as a share of GNP showed the second highest
quarterly inecrease of any quarter sinte the Korean Conflict during the first
quarter of 1982, (The only higher response occurred 1n the first quarter of 1975
when consumers were antlcipating a tax rebate.) Consumption as a percentage of
GNP after adjustment for inflatfon currently is at a 35 year high, The share
has increase by 2.8% during the latest year. Thus, the objeétive of inéreasing
eavings and investment as a proportion of GNP has not been athieved.

Those still walting for the consumer to respond to the 1982 tax reduition
will be sorely disappointed. On the other hand, the 1983 tax reduétion should
begin to stimulate consumer aitivity during the first quarter of that year. If
inventory liquidations, indeed, are tompleted by that time, rising purchasing
power also will begin to contribute to consumer expansion. Partially offsetting
these positive forces will be a slowing in the growth of interest income by more
than $11 billfon in 1983. On balante, 1983 will be the year of the &onsumer,
with expenditures growing at a real annual rate of 3,52,

Inventory investment, housing, and defense also will be signifiéant contri-
butors to economiec growth. Expenditures for nonresidential é&onstruétion, produ-
terg' durables, and state and loncal activity are expected to continue declining
i{n inflation adjusted terma. Net exports should fall sharply through most of
1983, Although final demand may expand less than 2% in 1983, &lontributions from
inventory restocking will lead to GNP growth aof 32.

Increases in inventory restocking will be a less significant Eontributor in
1984. Consumer activity will not be able to sustain sharp rates of inérease
relative to GNP in that year. Because interest rates are expected to remaln
very high, notwithstanding their current downward trend, recovery in the Zapital
equipment area 1s expected to be modest. Housing should continue to be a strong
contributor to economic growth, however, in 1984, As a result, final demand
should increase more than 3,5% aud GNP should grow 4% in 1984.

The more interesting question is how we got to where we are today rather
than where are we going from here. If the monetary authorities wish to slow
inflation they must fall short of accomodating expenditures &onsistent with pre-
vailing inflation, Some monetary expectationists thought that prices rather than
real activity would be reduced by any Federal Reserve poliéy that establighed
credibility, Later these monetary theorists added the proviso that poliéy also
nust be stable. At GSU, our analysis of priée determination élearly suggests
that prevailing prices depend upon muth more than expected {nflation. If prites
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decline before costg, profite must fall. Reduled profits restriét the invest-
went and hiring decisions of corporations. Moreover, &ontra&tual or inter~-
national arrangements may prevent costs froa responding quiékly to a thange in
the inflationary environment, Because of Iimpediments to &fomplete prite adjust-
ment t¢ changing inflationary expeétations, less than full aelomodation of
inflat{onary expenditures patterns must lead to some reduftion in eéonomit adri-
vity. Inflatfon cannot be extratted painlessly from the edonomié gystem.

If only monetary policy were ¢hanged to wring inflation our of the etonomy,
short—-term interest rates would rise sharply, as a scarcity of funds needed to
maintain prevailing expenditures patterns would Inirease short-term loan rates
until money was diverted from portfolio uees. Long~term interest rates, on the
other hand, would be buffeted by cffsetting forcies. Some borrowers would
increase their long-term debt to escape the higher yields from short-term
instruments, However, rising short~term rates would discourage investors while
the tightening of wmonetary poli¢y sught to lower the 1ianflatfonary premiums
sought by lenders. In faet, short~term Treasury bills yielded 14,6% in June 1981
and a slighly swaller 13,9% 4in Ottober of last year. Long-term interest rates,
on the other hand, surged by nearly 2 percentage points, reaéhing a peak yield
in September 198!. As recently as this June long-term rates were within one-
half percentage point of that peak despite a virtual é&ollapse of ¢ommodity
inflation. Measured in terms of purchasing power, long-term interest rates had
the highest yields during June 1982 of any time iIn rhe post-depression era.
Clearly, this dramatic increase in real rates of interest extended the duration
of this receession and increased unemployment. Why did real rates of interest
stay so high for so long?

The Treasury Department suggests that the volatilfcy of meney growth pre-
served high ratea., 1 have observed no signiffcant &hange in that volatility in
the past few months. Yet, interest rates now are deélining sharply. Other eto—
nomiste argue that 1inflaticnary expeétations had not been broken uatil reéent
weeks. That ie an especially disturbing argument, for GSU and other forelasters
have been projecting a 5 to 6% inflatfonary &limate In the next sgseveral years
for most of this year. Why should we not be belfeved unti{l July and then beéome
strongly believed since then?

In a lecture 1 was honored to give in &elebration of Haverford College's
sesquicentennial, I cbserved that King Canute discovered two things about the
tides. First he could not control them. Second, he é&ould not ignore them.
Moat of the economie atudies whiih maintain that economid polities have little
ability to alter the business cycle are based upon dimensionless behavior in an
inetlitutionless economit world. Most statistical tests of the theory of poliéy
neutrality draw their observations from real world behavior. Not surprisingly,
they show that carefully selected poliéy ¢an influence the business &yele,
althongh fine tuning of the tycle may not be possible. Business &y&les tannot
be controlled but they can be influended.

Multi~year expenditures and tax policies not only deny the neéessity to
engage i{n cyclical poliey intervention, but they also ignore any distortiona
being created by underlyfng cyclical forces. A multi-year tax redultion at a
time when real rates of interest already were rising sharply was almost &ertain
to generate destablli{zing ¢redit market pressures. (The lLaffer é&urve atrgumeat
that 1improved tax incentives would lead to inéreased eéonomit adtivity that
insured only a momentary uneed to iIntrease barrowing must be relegated to that
dimensionless economic neverland.)
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Can {t always be appropriate to redute tax disintentives even where the
alternative {8 increased disincentives created from borrowing? If so, we should
finance our entire expenditures program through borrowings. Without any taxes
we would eliminate all sheltering activity and all eubterranean economi& beha-
vior, except to the extent that state taxes justified suth dehavior. Of &ourse,
even with currently falling interest rates, Interest expensea alone would be
increased by more than $%80 billion in the next fiacal year under suéh a
financing program. Furthermore, few economic models would {ndicate that
interest ratee could remain unchanged under such a drastic financing rule. If
total debt financing of government expenditures is 80 absurd as to be ruled
inappropriate out of hand, then their must be an optimal financing rule for
government expenditures. It 16 not reasonable to detlare that deficite do not
matter and then maintain that flscal prudence requires a balsnced budget
amendment, With such confusion over the financing of government, appropriate
finance rules will be athieved only by acéident.

Let me establish a basis for an optimum fimancing rule. When real interest
rates are falling, an increase in government deficits may be justified without
{ntensifyi{ng distortions in the eéonomy. 1In the exper{ment propcsed by Keynes,
real intereet rates remained unchanged both before and after governments used
deficit financing. 1If those tonditions prevailed in the 1970s, the Keynesian
prescription would not have c¢reated the degree of economlé distortion that in
fact it did ecreate, As real interest rates currently are falling moderately
(remember, underlying inflation rates are declining nearly as rapildly as market
faterest rates) the need to rescind the tax reduction in 1983 to redute the bur~
den of government deficits is less compelling, On the other hand, real rates of
fntereat were increasing sharply before tat enhancements were enaéted this year.
As that taxing program reduced the credit market distortions created by
inappropriate financing, real {nterest rates responded favorably to that attion,

Although the above discussion is about aggregate dudget tondition, 2 atrong
argument can be advanced toward reduding government é¢apital expenditures during
a period of rising real rates of interest juest as private deféisions have been
forced to diverge from its optimum expansion paths. The level of defense expen~
ditures and the speed of defense buildup cannot &tontfnue to be excluded from
economis evaluation. In the last two years, the projected growth of real
defense expenditures has Increased even as real interest rates, and therefore
the economic burdens created by federal government borrowings, also continued to
expand. Of course, economi¢s should not be the only factor dictating defense
expenditures. However, an {ncrease in the growth rate of real resourzes
diverted to defense even as the burdens of government borrowings are inten-
sifying must be defended in terms of why those purthases are even more com-—
pelling now than they were in a less distorting economic environment.

Although the recent decline in resl rates of {nterest makes the 1issue of a
government deficit less compelling, the magnitude of projected defi&lts, $§165
billion in FY 1983 and %150 billion in FY 1984, and the failure of those defi=-
cits to significantly decline as economi¢ activity expands strongly suggests
that interest rates cannot remaln under downward pressure for any significant
length of time. That is why 1 feel that a slowing in rhe growth of defense
spending must be addressed. 1In place of a move to reséind the third year of the
marginal tax rate reductione, eome of whiéh have Incentives toward inéreased
savings and work effort, 1 feel a wore produttive approath to revenue enhan~
cement 1a the reconsideration of excise tax intreases, Some means of reduéing
conaumption expenditures while reducing interest rate pressures through defiéirc
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reduction 1s especially compelling becanse of the high concentration of etanomie
activity currently in consumer spending, {If tonsumption is further adjusted to
separate consumer investments in furniture, automobiles and other durables from
actual consumption of the services provided by those durables, the exhaustion of
nondurable goods and service expenditures, the ratie of this adjusted é&on-
sumption to adjusted GNP would be even more distorted.) Can there ever be an
economically more desirable time to ralse gasoline excise taxes than now? The
pricing and production of natural gas currently is so econfused that the {mme-
diate price decountrel subject to a windfall profits tax would soon rationallze
production in that industry, raise natural gas prices less dramatically than the
currently evolving process of decontrol, and significantly add to government
revenues,

I would now 1like to ¢onclude by speclifically responding to the questions
posed.

A significant upturn in the economy will not be apparent until the first
half of 1983, FEconomie activiry should grow about 41/2% in the first half of the
year before slowing to a 31/2% growth path in the seeond half, Interest rates
should again begin rising soon after the beginning of the year, especilally as
coneumey spending in anticipation of further reductione in tax liabilities will
provide some thrust to econcmlc growth. I currently believe the prime rate will
not fall below 11% and may be trending modestly upward during the second half of
1983 if no excise Etaxes are enacted to reduce prajected government defi2its,
Long—term 1nterest rates probably will plateau during the first half of 1983
near current levels. A dramati{c increase in interest rates in 1983 currently
appears to be unlikely. However, the interest sensitive portions of the etonomy
clearly will not receive significant stimulus from sharp deilines 1in veal rates
of dinterest. Only housing Is expected to show aany signiffcant response,
although galns there may be relatively robust. Our current projections are for
housing starts to average 1.3 million in the first half of 1983 and then atte=~
lerate to 1.5 million in the second half, Starts are expected to be in the 1,6
million range in 1984, Automobiles are expected to expand to a 9.3 million
sales rate 1in 1983 and a 10 million sales rate in 1984, although moderation of
relative prices will be more important in reaching those levels of actfivity than
any significant decline 1n interest rates.

According to this current ocutleok, unemployment rates probably will peak
alightly in exéess of 10.5% with the peak occurring about the end of 1982, Of
course, 1f fourth quarter GNP shows less strength than the 1.0% maximum pro-
jected here, unemployment rates ¢ould riae further. An 11% unemployment rate is
not out of the realm of possibility. We currently project that unemployment
vates will remain above 9.5% at the end of 1983 and fall to only 8.5% by the end
of 1984, Our forecasting process does not go beyond that period, but a return
to 7.47% does not appear to be likely until the latest months of 1985 or beyond.

As mentioned above, I clearly believe that the growth of government spending
gshould continue to slow, with more <onsideratfon being given to slowing the
build-ups in defense spending than has oécurred in the past. Further attempts
to reduce the deflci{t are appropriate because real rates of interest, while
declining, remain historfcally high. 1 would prefer the use of excise taxes,
especially on energy consumption. Of course, the social security i{ssue must de
addresgsed. Glven current economic ¢onditionse, current benefit formulas, and
current tax provisions, the next Congress will face a negative éash pesition in
the social security funds,
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Monetary policy probably has been too restrictive in the past, when short-
term interest rates remained significantly above long~term iInterest rates long
after recession began. Now that the yfeld ¢urve has begun to show more mormal
upward sloping characteristics, monetary policy no longer can be signifiéantly
criticized. While inflation has been substantially restrailned, the Federal
Reserve should not end its objective of gradually squeezing all {nflationary
forcese from the economy. A return to controlling intevest rates {8 not
appropriate, but I belleve that consideration about the structure of interest
rates may provide healthier monetary guidelines than a pure money growth formula
can achieve, For example, declining short-term interest rates while long-term
rates are rising may indicate that monetary peliey 12 too restrictive (or it may
reflect excessive deficit financing). Monetary policy currently appears to be
appropriate for the prevailing conditions in an economy still suffering from
some Iinflationary pressures.

I hope these comments will stimulate some thoughts concerning poliey objec~
tives that prudently can be pursued to ilmprove the health of the nation's eco-
nomy . As wmy Project has done extensive work in analyzing inflationary
conditions, I have taken the liberty to append the latest informatfon we ean
generate on consumer and producer price movements. I hope this information will
help your deliberations. Thank you,
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Index S.4A.
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CPI DETAIL
Auvg. Aug. 12 mos. Sept. Oct,
(Est.) (Actual) to Aug. (Est.) (Prod.)
0.6 0.3 —- 0.2 0.0
0.4 0.2 5.9 0.2 0.2
0.2 -0.3 3.6 -0,1 0.1
(=0.0) (-0.7) 2.9 (-0.4) (=0.1)
0.1 0.2 EN] 0.2 0.0
-0,3 -1.2 3.8 -0.2 -0.0
0.2 0.0 1.5 0.3 0.1
~0.3 -2.8 1.9 ~2.8 -1.0
1.5 0.2 2.4 0.9 0.2
-0.2 =-0.4 -4,0 -0.4 -0.2
0.3 0.2 2.6 0.0 0.1
0.0 0.7 4.7 0.3 0.3
©6 (0.0 5D (@3 (0.4
(0.2 (0.4) (4.3 (0.4) (0.3)
.3 0.1 4.1 0.2 0.4
0.3 1.2 1.6 1.7 0.7
-0.7 -0.4 -3.0 -0.2 -0.5
0.5 0.4 9.2 1.2 1.7
0.5 0.3 9.9 0.6 0.8
0.1 -0.7 3.8 0.2 0.1
0.9 0.1 5.6 0.6 0.8
0,0 0.1 3.5 -1.9 0.9
1.0 0,7 14,1 0,1 0.2
0.4 -0.2 6.2 0.2 0.2
0.5 0.6 B.6 0,2 -0.9
0.8 0.5 7.5 0.7 0.7
0.4 0.5 10.1 -1.4 -4.7
0.4 0.6 12.1 1.0 0.1
0.3 0.6 5.1 0.4 0.3
0.8 0.2 8.0 0.2 0.2
1.0 1.0 11,6 0.% 1.1
0.5 0.7 8.6 2.4 0.3
0.3 9.2 5.6 0.3 0.2
W4 0.2 3.9 0.4 .3
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EXTENDED CPT1 PROJECTIONS
(NOT SEASONALLY ADJUSTED)

Cupulative Changes Dec. 1980- Dec, 1981~ Deé, 1980~ Dez. 1981~ Deé. 19
(Not Annual Rates) Oct. 1981 Oet. 1982 Dec. 1981 Det. 1982 Ded. 19
Index of All Items 8.3 4.0 8.9 4,3 5.5
Food & Baverages 4.2 3.5 4.3 4.4 S.6
(Food at Home) 3.1 (2.8) (3.0 (3.9 .7)
Cereals 6,4 2.8 7.4 L2 4,5
Meats 0.3 44 -0.8 6.1 6.3
Dairy 2.8 1.2 3,2 2.6 4.4
Fruits & Vegetables 1.7 1.6 a,1 2.2 5.6
Sugar -6.8 4.l -7.0 b.6 6.5
Fate § Oils 6.6 -1.7 3.7 =-2.3 5.3
Nonalcoholic Beverage 2,4 2.8 1.8 4,3 6.5
Other 7.5 3.3 8.4 4.2 5.9
{Food Away From Home} (6.7) (4,4) (1.2) (5.2) {5.6)
{Aleoholie) 5.1 (4.8) (5.8) (5.1) {5.3)
Other Comoditiee 6.5 3.5 6.8 4,2 5.8
Apparel 3.5 2.5 2.7 2.0 2.6
Energy (commodities) 10,7 ~3.2 10.6 -2.8 5.3
Tobacco 6.9 8.4 7.6 9.1 7.6
Medical 9.7 B.2 11.3 9.7 9.3
Furnighings 5.8 2.5 6.1 2.9 &.1
Home (putrchase) 2,0 7.8 1,2 B.% 8.2
New Care 4.3 ~0.1 6.8 1.9 5.3
Used Care 1B.7 B.3 20.3 9.3 6.6
Entertainment 6.3 4.7 7.1 5.3 5.0
Setrvires 1.9 4.6 13.0 4.7 5.1
Rent 7.0 5.8 8.5 7.3 7.5
Mortgage Interest 19,0 ~2.0 20,0 4.6 -3.7
Energy 14.9 13.5 14.7 12.6 10.7
Other Bousshold 9.3 5.0 10.7 5.8 6.8
Transportation 9.9 5.2 11.1 6.1 7.4
Medical 10.7 9.5 12.7 11.3 11.0
Other 8.6 6.8 9.4 7.5 7.0
Index Less Home and Mortgage 7.8 4.2 B.5 5.2 6.4
Index on Rental Equivalent 7.7 .6 .5 5.5 .5

|
|
|
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PRICE CHANGES BY STAGE OF PROCESSING

September September Oct.
(estimated) {actual) % Change {estimated)
% Change % Change  9/81-9/82 % Change
¥R SR NSA S SR s
finished Goods 0.1 0.3 -0.4 -0.1 3.6 0.8 0.8
Consumer Finished 0.1 0.3 -0.2 -0.1 3.3 n.6 0.4
Consumer Foods 0,1 -0.4 0.0 -0.% 1.4 -0.6 n.1
Consumer Nonfoods 0.1 0.5 -0.2 0.1 4.9 1.0 0.4
Capital Equipment -0,2 0. -0.7 -0.4 5.4 1.5 0.2
Intermediate Goods 0.5 0.6 -0.1 0.0 0.3 .1 0.2
Foodstuffs -0.9 -1.7 -0,9 -1.8 -2.1 0,7 -0.7
Industrials 4.6 0.8 -0.1 0.1 0.4 0.2 0.2
Crude Materials 0.8 -0.8  -L3 -L5 -4 -ld -07
Crude Foods -1.8 -2.8 -3.1 -3.8 -4.1 -3.0 2.2
Other Crude
Materials 0.1 0.5 0.7 1.0 -2.4 0.4 0.7

Next Release Nate: Thursday, November 18, 1982
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ESTIMATEN PRICE CHANGES BY SECTOR

Sept. {est) Sept. {act) 1 Change Oct. {est)
% Change % Change 9/81-9/82 % Change

Total Index 0.0 -0.3 13 0.1
Food -0.8 1.0 -L1 -L.2
Farm Product -0.9 -3.1 -6.7 2.2
Processed Foods -0.8 0.0 1.9 -0.7
Industrial Commodities 0.3 -0.2 1.8 0.4
Textile 0.3 -0.0 1.4 0.2
Leather 0.2 0.6 1.2 0.4
Fuels -0.2 -0.6 -0.2 -0.1
Chemicals 0.2 -0.1 -0.6 0.8
Rubber 0.0 -Q0.1 3.2 0.4
Lumber 1.8 -0.5 -2,2 -0.3
Paper 0.1 0.0 4.1 0.0
Metals 0.8 0.5 -1.0 0.1
Machinery 0.2 0.2 4.6 0.3
furniture 0.8 0.1 3.3 0.5
Nonmetallic Materials 0.2 o1 2.4 0.1
Transportation -1.2 -2.% 5.7 2.3
Miscellaneous 3.1 2.9 5.0 0.6

PERCENTAGE PRICE CHANGES, INNUSTRIAL COMMODITIES, UNARJUSTED

Index {hange

Unchanged Decreased Increased Est. Act.
Dctober 1982 3% 16% 11% 0.4 ---
September 78% 10% 12% 0.3 -0.2
August 1982 72 18 10 0.1 0.1
July 1982 76 12 12 .6 G.7
June 1982 74 16 10 0.4 0.4
May 1982 76 16 3 0.1 -0.1
April 1982 72 15 13 -0,2 -0.8
March 1982 74 16 10 0.1 -0
February 1982 €5 24 11 0.1 -0.1
January 1982 70 20 10 0.1 0.5
December 1981 71 20 9 0.2 0.3
November 1981 77 19 4 0.1 0.1
October 1981 72 18 10 0.5 0.5
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EXTENKDED PP1 PROJECTIONS
SECTOR PRICES

{Not Seasonally Adjusted)

Cumulative Changes Dec. 1980- Dec. 1981- Dec. 1979- Dec. 1980- Dec. 1981- Oec, 1982.
{Not Annual Rates) Sept 1981 Sept 1982 Dec, 1980 Dec. 1981 Nec. 1982 Nec. 1983
Inu... of AT
Tommodities 5.4 1.3 12.5 5.3 2.0 5.1
Fam Prices -4.3 1.6 9.5 -6.2 1.6 4.7
Farm Products -8.4 -2,0 9.4 -11.6 -3.1 5.8
Processed Foods -1.¢ 3.4 9.7 -3.1 4.0 4.1
Industrial Commodities 1.8 1.3 13.2 8.2 2.1 5.2
Textiles 7.1 0.4 10,0 6.8 0.8 3.4
Leather 1.2 1.9 3.1 1,5 2,3 4.3
fuels 13.4 -0.2 26,2 14.1 0.6 5.0
Chemfcals 9.1 0,2 12.6 8.8 0.5 5.3
Rubber & Plastics 6.3 2.5 B.5 6.7 1 5.6
Lumber -5.0 -1.2 3.2 -4.7 1.3 7.4
Pulp & Paper 4.8 2.9 10.8 9.5 .7 6.3
Metals 5.1 -0.4 6.2 4,4 0.5 $.7
Machinery 7.8 3.3 1.8 8,9 4,2 4,9
Furniture 4.2 2.8 8.5 5.1 7 3.5
Non-Metallic Materials 7.6 2.4 12,2 7.7 2.7 5.9
ransportation 9.0 1.6 14.7 1.0 2.7 5.0
Miscellaneous Products 1.2 5.3 16.7 0.9 5.6 4.6
STAGES OF PROQCESSING
{Not Seasonally Adjusted)
Finished Goods 6.6 2.3 11.8 7.1 3.3 5.4
Consumer Finjshed Goods 6.3 2.8 1,9 6.5 3.0 5.2
Consumer Foods 1.9 2.2 7.5 1.4 1.5 5.3
Consumer Nonfoods 7.9 3.1 14,2 8.5 3.6 5.2
Capttal Equipment 8.2 3.5 11.4 9.2 4.3 6.0
Intermediate Goods 6.0 0.6 12.8 6.0 1.2 4.8
Intermediate Foods -11.4 0.8 16,1 -12,9 -0.6 7.4
—~ermediate Industrials 7.2 0.6 12.4 7.3 1.3 4.6
‘Crude Materials -1.1 0.3 12.8 -3.7 0.6 1.7
Crude Foodstuffs -3.5 1.3 8.6 -14,0 0,2 6.3
Crude Nonfoods 10.5 -0.5 19,1 10.3 1.0 9.2
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Representative Revss. They have, indeed, been useful. Thank you.
Finally, Mr. Sinai.

STATEMENT OF ALLEN SINAI, SENIOR VICE PRESIDENT,
DATA RESOURCES, INC., LEXINGTON, MASS.

Mr. Sivarn Thank you, Mr, Chairman.

It is nice to be here again, I recall that the last time I was here in
January I was quite gloomy. I suspect that my remarks today will be
more optimistic than the panel of colleagues, although they are, I
would say, cautiously optimistic,

I think the patterns of recession are giving way to patterns that
foreshadow an economic expansion. Despite the fact that we really
have almost no immediate signs of an imminent end to the long down-
turns that we have been suffering through, the necessary preconditions
for an upturn.are emerging, and these are, most importantly, & funda-
mental turn in the financial markets during this past July, sparked by
the dawning realization that inflation rates are permanently down to
midsingle digits or below. When I say permanently I mean as far as
our forecasting goes, which is for a few years. A tilting away from the
original loose fiscal-tight money policy mix of Reaganomics to a
tighter fiscal-easier money configuration also is a major factor.

Since midyear short-term interest rates have dropped by 5 to 6 per-
centage points, bond yields are down about 300 basis points, the stock
market has risen by over 30 percent, and the critical process of relique-
fication for the financial positions of households, businesses, and
financial institutions is really underway.

Borrowing costs for businesses are much reduced, down 414 to 6
percentage points in the prime and commercial paper rates, and long-
term corporate bond yields for top quality debt are down 3 percent-
age points. The volume of new issues for corporate bonds was around
$39 billion, at an annual rate, in the summer quarter, evidence that
a restructuring of debt maturities to a longer term is in process.

Mortgage rates are down 3 to 5 percentage points in terms of stated
rates, and this reduces the average monthly loan repayment burden
by $150 to $200 for the typical 80 percent long-term loan on $60,000
of borrowing.

Consumer loan rates have dropped as well, by 1 to 3 percentage
points. That reduces the monthly payments on auto loans by $15 to
$25. Not a lot of money, but it is a move in the right direction.

The stock market surge has increased household net worth, by our
estimates, $120 billion 1n real terms, or almost 3 percent. If these
patterns in the financial markets are sustained, the pressure on the
financial positions in the private sector of our economy should ease
up, then flow through to raise spending and housing, consumption,
and business capita? outlays eventually.

Another important factor is that the Federal Reserve is now acting
to sustain this fundamental turn in the financial markets, having
relaxed in its slavish pursuit of monetarism, and for good reason.
M, has really been a poor proxy for nominal GNP, which is the
ultimate target of the Federal Reserve, and an imperfect indicator
for monetary policy, at least during the past year.
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Greater demand for precautionary money balances and increased
liguidity preference in a period of exceptional uncertainty has raised
M, without a corresponding rise in GNP. And the changes in deposi-
tory ingtruments makes the measure of transactions balances in the
economy very, very difficult.

And so, under these circumstances the central bank has acted
prudently and correctly in temporarily departing from its monetary
growth targets since following them rigidly would only prolong the
recession, as was the case mn January and April of this year.

What makes me encouraged, cautiously encouraged at this point
in what otherwise is a very grim picture for the economy at this
moment, of time, 1s that these patterns of behavior in the financial
markets are really very familiar, and they always have preceded
economic recovery, And they are not just indicators; they actually
have cause and etfect impacts on the economy although with variable
lags.
Until midyear the patterns of financial market behaviov, these
patterns that I've deseribed, hadn’t yet begun to appear, and that
reazlly meant that the economy could not begin to recover without
those basic preconditions in the financial markets having existed.
But now the patterns have started. We've never had a recovery with-
out most or zll of them in place. It has occasionally happened that
once the conditions have turned we have not had a recovery, but that
really has been quite rare.

The problem is that the lags between when these patterns emerge
and a broad-based improvement in economie activity occurs can be
quite long. The average length of time clapsed between the turn in
the finaneial markets and recovery for all business-cycle episodes since
1953 is about 9 months. The variance has been 4 to 15 months. In this
particular episode the transition from recession to recovery is likely
to be painfully slow and probably 2 to perhaps as much as 6 months
more before spending responds enough to lower interest rates, the
stock markets and the tax cuts to really give us what you would call
a significant or meaningful recovery,

The traditional lags are there, which is one reason for these delays.
There 1s another problem special to this episode, and that is the un-
usually severe fallout of failures and joblessness and deteriorated
finanecial positions from this unprecedented downturn.

I think Mr. Dalio really has described the very negative potential
of those possible risks.

The third risk s the possibility of debt deflation, should we have
prices actually falling, something Trving Fisher talked about in the
thirties. And you really can’t dismiss that either. Prices go down so
fast. profit margins are squeezed, and a number of businesses can’t pay
their debts and then banks go under as well. T think basically most of
that is behind us now and already has happened.

So in coming months we would expect these financial market pat-
terns to continue, and I'm going to identify them and highlight them
as the big part of my remarks because I think these really haven’t
been touched upon by most of the other panelists.

We would expect further declines of short- and long-term interest
rates in this transition.
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We would expect continuing moves by the Federal Reserve to sup-
port an easier tone in financial markets. This is likely and indeed nec-
essary, and I read Chairman Volcker as saying that monetary policy
will now encourage a recovery until one is clearly in view, and that’s
the next time the Federal Reserve will have to then reassess the policy.
But I think they are going to accommodate the recovery until it’s ac-
tually there and all of us can agree that it’s there before they might
then think about turning another way.,

The third risk, reliquefication by households, businesses, and finan-
cial institutions, is in process and will oceur over the next year to re-
store deteriorated balance sheets, and as that happens, then stronger
spending patterns will evolve.

This includes reducing debt service ratios as outstanding debt is
repaid, and lower interest rates impact on balance sheets.

This includes a sizable reintermediation of funds to depository in-
gtitutions from the new lower interest rates and new deposit instru-
ments that have now been created.

This ineludes improvement in affordability parameters for consum-
ers because monthly loan repayments will go down and incomes will
rise from the lagged effects of the tax cut,

This includes improving business cash flow relative to expenditures
because business will be spending less in the next ¢ to 9 months, but
their cash flow will jump up because inflation rates are lower and
because of the tux cuts of last year.

And the stronger stock market will help businesses to really re-
structure their debt and to get more equity financing and to lower
leverage.

It will also improve sentiment and confidence, eventually more
than offsetting the negative effects on consumption from the psycho-
logical impact of high joblessness.

And then these bankruptey problems should, although they remain,
fade somewhat in the next 6 to 9 months as well,

So, we are cautiously optimistic on the beginning of a recovery
for the economy late in the fourth quarter, with a numerical predic-
tion on real GNP that I would not conclude has really shown a signifi-
cant recovery, 2 to 214 percent. Really, the first quarter of a good
recovery will be the hgrst quarter of next year. We now think the
profile of recovery will take on a traditional cast, with housing ac-
tivity and increased consumption the leaders, then inventory accu-
mulation and rising employment. Business capital spending will be
late, as always, because utilization rates will be low and businesses
won’t believe the sales are there permanently until they have been
there for quite a long time,

Improved affordability of big ticket items from lower interest rates
and rising income will help move the economy higher in autos and
housing. %t really doesn’t take much of an improvement in those two
categories to get some greater growth,

For 1983 as a whole we are forecasting a 3-percent increase in real
GNP. We think the growth rate will be uneven. There will inevitably
be another bump up in interest rates because the Fed will have to
come to grips in the first half with the monetary aggregates and their
relation to policy. But we don’t think the blip upward in interest
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rates will be sufficient to turn and push the economy into another
recession or depression in 1983 or 1984.

Now for policy. Policy has really gotten us here and policy has to
get us out of the particular problems in the economy. In fairness to
policy, it also has, especially monetary policy, given us a magnificent
improvement on inflation. The rest of the theory is that interest rates
go down, purchasing power rises, and then we get a recovery. And
we’ve got to wait to see that. But that fundamental break in inflation
and in inflation expectations, as is now being shown in the financial
markets, is not something to take lightly. That is a very fundamental
key to eventual recovery and not having a depression.

For policy, the mix of polic:i' and size of the Federal budget deficits
will continue, of course, to play a critical role in the prospects for
a sustainable recovery. To assure a sustained recovery, both fiscal and
monetary policy will have to continue tilting toward a tighter fiscal-
easier money mix. This will require further reductions of Federal
spending in the fiscal year 1984 budget; that is, the administration
should not propose anything less than some very tough budget medi-
cine in January, and in particular, they will have to tackle entitle-
ments and military outlays and the growth in those areas, because that
is the only place now for big savings in the budget.

Shoulcf they fail to present a budget that really attacks those two
areas in a serious way, then the financial markets will send them back
to the drawing boards just as they did with President Carter and with
President Reagan a year ago.

You know, the financial markets are really neutral; they’re bipar-
tisan. No matter what party presents a loose fiscal policy to the finan-
cial markets, back to the drawing board the party president will go if
it is too loose of a budget.

The Federal Reserve must continue to compensate for any budget
tightening by promoting monetary growth somewhat above the upper
range of 1ts target limits. Indeed, I think the Federal Reserve will
make a fundamental change in policy now that it has realized the folly
of slavishly following M,. It will be if they look more at those
targets in the economy, Inflation, and unemployment that they are
ultimately shooting at. In fact, I don’t even understand why they use
M,, M,, or M,, because I think there is enough information content in
the economy in the monthly data and real GNP and what we see in
inflation and what we know about unemployment to guide policy
through those, which are really their ultimate targets. I would wish
they would stop using the monetary aggregates and go to those ele-
ments in the economy that they really are shooting for.

So this is very critical, and one way or another the Federal Reserve
will have to continue to be more accommodating over the next year or
two to sustain the kind of recovery that we see in our forecast.

Joblessness—you asked about the unemployment rates. Qur current
forecast of the peak is 1014 percent. I thought that was a terrible num-
ber: it now sounds wildly optimistic here today. We would expect that
before the end of the year, and really after that there will be only a
cautious pace of rehiring because corporations will be slow to rehire
after having been devastated so much in this downturn. We are
projecting unemployment rates above 9 percent throughout 1983 and
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in excess of 8 percent until the end of 1984, Like Mr. Ratajczak, we do
not see an end or a 7.4 percent unemployment rate until late 1985.

We do think productivity should show an above average cyclical
upturn, and that may be a sleeper in lowering unit labor costs and pro-
viding us with very low inflation rates over the next year.

The interest sensitive sectors that you asked about, such as housing,
automobiles, and capital formation, should respond favorably to the
lower interest rates, althonugh it lags, and improve financial market
conditions and rise gradually from the current depressed levels.

However, the rebounds in these areas will be much less and the levels
ultimately reach much lower than the previous peaksin 1979 and 1980.
We show housing at 1.38 million units in 1983, 1.65 million units in
1984. Those are good increases. That will help the growth rates. But
it is far below the level of activity in 1979. '

We forecast auto sales of 9 million units by mid-1983 and almost 10
million for the year 1984, but that is far below the 10.6 million unit
pace of 1979.

Business capital formation really will not respond until late 1983,
and the first good year we see is 1984,

Indeed, 1984 locks to us to be the first basically excellent year for
the economy, with broad-based improvement throughout. We really
will have rather slow growth until that point.

For the approach of policy, which you also asked about, I've indi-
cated the mixes, Continuing to tilt the mix toward tighter fiscal-easier
money is quite critical. I would encourage the Federal Reserve not to
worry about the monetary aggregate so much and to permit 614 per-
cent growth in M,. That would not be horrible; that will not reignite
inflation expectations when there is so much slack now in the economy.
It will take us a long time to reignite inflation, which is now funda-
mentally broken down in much lower levels.

But tilting the mix of policy toward a tigher fiscal and easier
money approach alone is no longer sufficient, beeguse we have so much
fallout of failures and joblessness, I think now—and this is a change
of mind—the tax cut scheduled for 1983 should be permitted to take
effect. I had really been opposed to that before, but I believe now we
have so much slack in the economy that we really have to have that
kind of Keynesian stimulus on July 1, 1983, to keep the expansion
going. That makes biting the bullet on Federal Government spending
again, in particular entitlements and military spending, very, very
essential in helping to keep our expansion going, and, of course, the
role of the Federal Reserve as well,

The major task of policy now should turn to insuring expansion
without reigniting inflation. This has always been an impossible task.
But it is true. We unfortunately now have the opportunity once again
to deal with that problem, and I would, I guess, sﬁare a view that sug-
gests that it would be better to grow slowly at first if one can grow
slowly without causing a stall; 1t would be better to have a gradual
expansion at first, which would then permit the supply-side potential
output growth in later years to perhaps keep distgnce with the in-
crease in aggregate demand.

But I would favor not getting us approaching full employment
potential too fast. I think we really have to start looking for new
kinds of ways that government, business, and labor can work together
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to prevent a resurgence of wage costs. It is essential that inflation rates
stay low for a sustained recovery. And then we are going to need spe-
cific programs to absorb pockets of unemployment that will be left
even after the economy recovers,

If you look at the composition of unemployment, it's clear we’ll get
a reabsorption of the generally well-trained workers. But the economy
hag been so shaken up by the last 3 years, we are having such a change
in where growth is and where growth isn’t, such a change in our tradi-
tional industrial structure, that we are going to have a lot of lack of
reabsorption of workers in heavy industry, and they are not going to
work well in high tech. And we're going to have problems with re-
gard to minority groups and with this new structure of the economy
in terms of reabsorbing workers.

The Fed will have to come to grips with whether to continue the
new Fed policy. That really was appropriate if the goal was to break
inflation, It is no longer appropriate; that automatic reaction to the
monetary aggregates 1s no longer appropriate since inflation is no
longer public enemy No. 1; unemployment is.

I think we are secing the Fed make that shift now away from the
new Fed policy of October 1979, T would regard it in its current form
as temporary, but I believe they will make a permanent change and
we will not be back in any form whatsoever to this very quick tighten-
ing of monetary policy anytime we have a hint or a little bubble of
growth in the economy. If we do, then I would be a lot more pessimistic
than our numbers now show,

[The prepared statement of Mr. Sinai follows:]
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PREPARED STATEMENT OF ALLEN SiNar*®

L Iatroduction and Summary

The patterns of recession are giving way to patterns that foreshadow an economic
expansion, Despite, as yet, few immediate signs of an imminent end to the long downturn
of the U.S. economy, the necessary preconditions for an upturn are emerging. Most
importantly, a fundamental turn in the financial markets this past July is laying the
groundwork for recovery, The catalysts for this turn have been the dawning realization
that inflation rates are permanently down to mid-single digits or below and a tilting away
from the original "lcose fiscal-tight money" policy mix of Reaganamics to a "tighter
fiscal-easier money" configuration.

Since midyear, short-term interest rates have dropped from five to six percentage points,
bond yields are down about 300 basis points, the stock market has risen by over 30%, and
the critical process of reliquefication for the financial positions of households, businesses,
and financial institutions is underway. Borrowing costs for business are much reduced,
ranging from &-% 1o 6 percentage point declines in the prime and comnmercial paper rates
to near 3 percentage point reductions in long-term corporate bond yields. The volume of
new issues for corporate bonds rose 10 an estimated $39 billion annual rate in the summer
quarter, evidence that a restructuring of debt maturities to a longer term ts in process.
Mortgage rates have dropped from three to five percentage points, reducing average
ronthly loan repayment burdens by $150 to $200. Consumer loan rates are lower by one
to three percentage points, reducing the monthly payments on a typical auto loan by $15
to $25. The swck market surge has increased hausehold net worth by an estimnated 4120
billion in real terms, or almost 5%. If sustained, these changes should considerably ease
the pressure on the financial positions of households, business, and financial institutions,
then flow through to raise spending on housing, consumption and business capital outlays,

In addition, the Federal Reserve is now acting to sustain the fundamental turn in the
financial markets, relaxing its slavish purswt of monetarism and for good reason. M| has
been a poor proxy for nominal GNP, the wtimate target of the Federat Reserve, and an
imperfect indicator for monetary policy during the past year. A greater demand for
precautionary inoney balances, or increased liquidity preference, in a period of
exceptional uncertainty has raised M1 without a corresponding rise in GNP, And,
numercus changes in depository instruments have made the measurement of transactions
nalances in the U.S. economy extremely difficult, Under these circumstances, the central
bank has acted prudently in tempararily departing from its monetary growth targets since
a rigid pursuit of them could only continue to profong the recession, as was the case in
January and April of this year.

The recent patterns of behavior in the financial markets are quite farmuliar and always
have preceded econmmnic recovery, providing justification for cautious optimism about the
future performance of the U.S. economy, especially in 1983 and 1984, Until midyear,
these patterns of financial market behavior had not yet begun ta aspear, casting doubr on
the ability of the economy to mount a meaningful recovery despite the personal inceine
tax cuts of July 1. But now the fundamental financial market behavior that s
precondition for expansion has moved inte place, aided by the modest easing in Federal
Reserve pelicy. No recovery has ever occurred without most or all of these firancial
market underpinnings in place. The necessary turn in financial market conditions has
sometimes occurred, however, without a corresponding recovery in the econoiny.

*Senior Vice President, [Data _R"e_{c;urces, inc. The research assistance of Michael Zvelyn
ang Andrew Lin is gratefully acknowledged.
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Unfortunately, the lags between the emergence of these patterns and a broad-based
improvement in economic activity can be quite long. The average length of time that has
elapsed between a turn in the financial markets and recovery for all episodes since 1953 is
approximately 9 months, with a variance of 4 to 15 months. In this particular episode, the
transition from recession to recovery is likely to be painfully slow, with two and perhaps
as much as six more months to go, and still considerable risks that no meaningful or
sustained recovery will occur prior to mid-1983. One reason is the traditional lags that
occur before spending responds to lower interest rates, an improvement in the stock
market, and tax cuts. Another is special to this episode: the unusually severe fallout of
failures, joblessness, and deteriorated financial positions from the unprecedented
downturn in the U.S, and world economies since 1979, A third risk arises as a side effect
from the major success so far against inflation, the process of debt deflation originally
described by Irving Fisher, where declining prices squeeze profit margins, reduce the
value of asset collateral, and raise the burden of debt enough to create exceptionally high
risks of bankruptcies for debtors, Thus, despite the encoucaging signs from the financial
markets, no immediate recovery is likely to appear. Instead, some further bottoming out,
then a gradual upturn is the most probable pattern.

With historical patterns as a guide, what can be expected in coming months? First,
further declines of short- and long-term interest rates shouid occur in the transition fro.n
recession to recovery, the result of a depressed economy, low single-digit rates of
inflation, and an increased velocity of money because of reliquefication by the private
sector, Second, continuing moves by the Federal Reserve to support an easier tone in
financial markets are likely and indeed necessary, even though money growth and levels
may be at upper target limits or above them. Third, a major reliquefication by
households, business, and financial institutions will occur to restore severely deteriorated
liguidity and balance sheet positions, Fourth, debt service ratios will be reduced as
households and firms pay down outstanding debt and the effects of lower interest rates
impact on balance sheets. Fifth, a sizeabie reintermediation of funds to depository
institutions should result from the new lower plateau of interest rates and the
establishment of new deposit instruments that will be more competitive with money
market mutual funds, Sixth, affordability parameters for consumers should gradually
become more favorable to purchases of durable goods, as monthly auto and mortgage loan
repayments drop and incomes rise from the tax cuts. Seventh, business cash flow should
improve relative te outlays with corporate treasurers maving quickly to restructure debt
maturities to a longer term. The stronger stock market will permit business firms to
reduce leverage through meore equity financing, leading to stronger balance sheets,
Eighth, lower inflation and a stronger stock market will improve sentiment and
confidence, eventually more than offsetting the negative effects on consumption from
high joblessness. Ninth, the pressures which have given rise to a rising tide of
bankruptcies, commercial bank failures, and shakeup of thrifts will gradually subside as
debt service burdens become less onerous and the private sector reliquefies. These
patterns in the financial markets and rising real income will bring increased housing and
consumer spending, a greater pace for retail sales, increased orders, production, and
tinaily rises in employment.

The personal income tax cuts of mid-summer should provide more stimulus to consumption
over the next six months, although households will reman cautious because of high
joblessness and strong savings incentives. In retrospect, the munirmal impact of the tax
cuts on consumer spending in July and August should have been no real surprise,
Contemporary theories of consumer behavior almost universally suggest lags in spending
of at least several months behind changes in real disposable income. [n addition, until
recently financial market conditions were not conducive to a more rapid pace of spending.
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Major incentives to save in the form of high real aftertax returns on saving and
disincentives to borrow from high real aftertax costs of mortgage and consumer loans
deterred borrowing and spending, Over a 5% decline in the real net worth of households
between 1981:2 and 1982:2 also limited the response to the tax cuts, with falling home and
stock prices the major causes for the reduction. Rising joblessness slowed the growth of
income and the macro risk of potential joblessness restrained household spending. Indeed,
these factors still remain to limit and delay the response of consumption to the October
1981 and July 1982 tax reductions, but will gradually be overcome by the easier financial
markets.

The prospects for economic recovery thus are now considerably enhanced, with the likely
profile of expansion to be of a traditional variety. Rises in housing activity, retail sales,
and consumption activity should lead the recovery. Sharp rises in military spending will
provide a sizeable stimujus. Then, increased production for sale and inventories will
oceur, eventually tending to raise employment, The business sector shouid join the
expansion late, as is typically the case, with capital spending not rising much until
reliquefication is almost complete, sales steadily rising, and capacity utilization rates
much higher,

The question marks now must focus upon 1) the lags between the fundamental turn in the
financial inarkets this summer and timing of its impacts on the economy; 2) whether the
feedback effects of failure fallout and joblessness on confidence and spending will more
than offset the stimulus of the lower interest rates, stronger stack market and July 1
personal tax cuts; and 3) the choice of policies to sustain expansion without reigniting
inflation.

Some specific conclusions are:

The U.S. economy should begin an upturn yet in the fourth quarter, although
anemic, with sustained but uneven growth to come during subsequent quarters, The
profile of the recovery now is likely to take on a traditional cast, with increased
housing activity and consumption leading the upturn, then inventary accumulation,
and rising employment. Business capital spending will not rise until well after the
expansion is under way, in response to permanently higher sales, rising utilization
rates, and improved corporate financial positions, The greater affordability of big-
ticket items from lower jnterest rates and rising income will help move the
economy higher, as will the impacts of the tax cuts on consumption in general.

Real economic growth is forecast at 2 to 2%% in the fourth quarter, rising to a
3-1/2 or 4% rate of growth early in 1983, then accelerating during the second half
of next year with the third stage of the personal income tax cuts. Real economic
growth for 1983 is projected at 3%, with the largest rises occurring in residential
construction, consumption, and military spending. The economy will grow
uneveniy, however, accelerating the pace of expansion during the second half of
1983 and in 1984, By then, the expansion should be broad-based, with almost all
areas of the U,S. economy participating, and good-sized rises in sales, production,
and employment. However, the expansion is expected to be considerably weaker
than the typical postwar experience, The slack generated in the economy by the
recessions of 1980 and 1381-82 will still leave a large gap between actual and
potential GNP in 1984, however.

The mix of economic policy and size of the federal budget deficits will continue to
play a critical role in the prospects for recovery and its sustainability. Indeed, it is
the policy errors of the past, embodied in the budget impasse of earlier this year
and slavish pursuit of monetarism by the Federal Reserve, that brought the
economy 1o the brink of a major collapse. To assure a sustained recovery, both
{iscal and monetary policy will have to continue tiiting toward a tighter fiscal-
easier money mix. This will require further reductions of federal spending in the
F Y 1984 budget, including entitiements and military outlays.
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The Federal Reserve must continue to compensate for any budget tightening by
promoting monetary growth at or somewhat above the upper range of its target
limits. A fundamental change in the approach o policy by the Federal Reserve is
probably required, given that the monetary aggregates M1 and M2 will continue to
give false readings on the economy and inflation in the new deregulated
environment and with so many changes in monetary and near-money financial
instruments. Indeed, it would probably be better for the central bank to focus
directly on its ultimare targets of real economic growth, inflation, and
unempleyment rather than an inmtermediate proxy such as MIl, M2, or M3,
Sufficient monthly data are now available on the perfarmance of the economy,
inflation, and unemployment to make unnecessary the focusing of monetary policy
exclusively on the monetary aggregates.

The liklihood that another series of rises of interest rates will occur o abort an
economic recovery in 1983 15 much diminished now given the permanently lower
rates of wage and price inflation in place, new tilt of monetary policy, and
reliquefication in process for the private sector. Nevertheless, the New Fed Policy
suggests that interest rates will rise again during the first half of [983, in response
to the forecasted expansion. Current DRI forecasts show another 100 to |30 basis
point declines in short-term interest rates during the fourth quarter and a [00 basis
point reduction of bond yields. A prime rate at |1%, federal funds rate of 8%, and
7% rate on Treasury bills should be the troughs. Subsequently, interest rates are
forecast to decline, on average, falling toward a new lower plateau of inflation but
not without occasional upward spikes. Record federal hudget deficits prop interest
rates by about 140 basis points in 1983 and 1984, suggesting that a further
tightening of the budget is desirable.

Joblessness will ermerge over the next year as the most troublesome public policy
problem, an inevitable fallout from the breaking of the debilitating double-digit
inflation of the 1970s with a sustained tight monetary policy. Indeed, the current
unemployment rate of 10.1% understates the problem. Adding 1.6 million
discouraged workers to the 11.3 million unemployed and including 2.6 million part-
ume employees who fiormally work full-time brings the jobless total to £5.5 million
persons or 14,1% of the labor force, an awesome figure, This record joblessness for
the postwar period is curtailing growth in jncome and consumption and offsetting
the positive impacts from the July | tax cuts,

A peak approaching 10-1/2% for the unemployment rate is likely in coming months,
and even higher rates cannot be ruled out if the recovery is very anemic. Once
recovery 1s in place, a cautious pace of rehiring will likely be followed with the
unemployment rate remaining well above 9% throughout 1933 and in excess of 8%
for 1984. Productivity growth should show an above average cyclical upturn,
reflecting the increased output obtained with a smaller work force and the usual
efficiency gains for the early stages of recovery,

Interest-sensitive sectors of the economy such as housing, automobiles, and capital
formation should respond favorably 1o lower interest rates and improved financial
market conditions, rising gradually from the current depressed levels. However,
still relatively high real and real aftertax interest rates will limit the rebounds in
these and retated areas. The DRI projections for housing show 1.38 million units in
1983 and 1.65 in 984, levels below the activity reached durirg 1979, Auto saies
are forecast at 9 miltion units by mid-1983, up from the current 7.7 million units
but far below the 10.6 million unit pace of 1979. Business capital formation will
respond only slowly to the more favorable financial conditions despite the tax
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stimulus of ACRS, given stuggisn sales growth, relatively nigh interest rates, ana
low rates of capacity utilization. No sharp increase in business capital spending is
projected until 1984, when a 7.1 rise is expected in real terms.

The religuefication process will be more substantial than in 197576, as the private
sector adiusts to a new disinflationary environment. The severe downturn, now
most easily understood by observing the complete busitiess cycle history since 1972,
has resulted in so much sfack in the U.S. economy that the adds have risen on a
lower profile of inflation and interest rates than previously had appeared possidle.
In such an environment, spending and the deinand for funds must reimain weak, with
lower rates of inflation reinforcing an increasing amount of slack in the markets
for money and credit. With a major reliquelication by the private sector, even the
prospective large federal budget deficits for fiscal years (982 and 198% niight be
absorbed without any resurgence of Interest rates,

The mix of economic policy is being tilted toward a more appropriate track f{or
expansion then previously was the case. A {urther tighten.ng of the budge: znd
casing of monetary policy is essential to a sustained revival of the interest
sensitive areas of the economy and for continuing expansion. But, tilting the mux
of policy toward 4 tighter fiscal and easier money alone is no longer sufficient
given the downward momentum from the unprecedented, for the postwar perioo,
fallout of failures and joblessness. For this reasan and given the enormous slack in
the economy, the tax cuts scheduled for 1983 should be per-nitted to take =ffect
and not be postpaned, But "biting the bullet" on federal gaverminent spending, in
particular  entitlements and military spending, is essential. Should the
Aoministration fail to tackle these issues in the FY|984 budget, the financial
mdrkets will again react in {amiliar negative [ashion, with large rises of interest
rates threatening the recovery.

The major task of policy now is to insure expansian without reigriting nftation,
This invalves inducing |} gradual growth in the econumy without causing 1t o stali
2} a new collaberation between business, government, and labor 1o prevent a
resacgence of wage costss and 3) specific programs ta absord pockets ot
unempioyment that will be left even after the economy recovers. The Tederal
Reserve will have to coine to grips with whether to cantinue the New Fed Policy,
now that the back of inflation has been vroken. That policy was designed as a
major  anti-inflausn tool, Sut no longer may be needed in what now s
tfundamentally a disinflationary environment,

Most likely, by 198%, the major parameters of the economy wilt be moving in the
directions set by the goals for economic performance, withaut any major reaccelerarion
ot inflation. Tne auads cverwheiming favor econemic recovery next yedr and in 1984
within a backdrop of a chronically weak economy, in {its and starts to be sure, but, an
average, showing steady linprovement.

Success on infiation is tor sure. The role of the federa] goverminent is being wh.ttleq
cown. But the custs of the intlatuon Linprovement, including jans, the potential for hugh
interest rates because of large deficits, and chronic weakness 10 ceria.n areas and sactors,
will be sizable. The "wild card” is the fallout on wages, inllation, interest rates, saviny,
and productivity from ihe dees downturn of !98G-82. (£ all gresks right, there wiil 2e
considerabie success in the langer rur, despite the shaky start in the short run,
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. Patterns of Recession - The Current Situation

Patterns of recession have been place since late 1979. The current business cycle
downturn, perhaps best viewed over the full perspective of the last few years, is the most
severe since the 1930s. In the UU.S., the real growth of the economy has been near zero
since early 1979; retail sales, in real terms, have dropped 1.2% per quarter; industrial
production has declined by 2.8% per period; business fixed investment, in real terms, a
major target for improvement from the Reaganomics polices, has declined by 1.1% per
quarter; and employment has only risen 0.5% per period.

Tabie |
Recent U.5. Economic Performance
{Percent chg., cpd. annual growth rate from 1979:1 1o 1982:3)

Real GNP 0.
Implicit GNP Deflator a.
-1
-2

Retail Sales (1972 dollars)
Industrial Production
Business Fixed

Investment (1972 dollars) -1
Employment (Household Survey} O.

U - ar NN

The series of downturns since 979 is unprecedented for the postwar period, probably the
modern-day counterpart to a depression. Aftertax corporate profits wiil be down over
30% in 1982 compared with 1979. Numerous industriss and areas of the country are
essentially in depression, Corporate bankruptcies and failures of financial institutions are
the most numerous since the 1930s. Joblessness is at record levels for the postwar period,
with over 15 million persons working less than desired. Not since the 1930s have there
been three successive years of recession; in this case, 1980 and }981-82.

Chart L Chart 2 Chart 3
New Car Sales-Total Retail Sales Federal Reserve Industrial Productio:
(Miltions of Units, SAAR} {Biilions of 1972 Dollars, SAAR) Index - Total (SA, 1967 = 1.0)
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Chart 5
Housing Starts
{Millions of Units, SAAR)
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Indeed, not only the U.5., but the rest-of-the-world as well has been suffering through a
period of stagnation and rising unermployment as the cure for too high inflation.

Most of the industrialized world has shown little or no economic growth since early 1979,
relatively high rates of inflation, and essentially unchanged employment. Real output in
the United Kingdom and Canada actually has declined, on average, since the first quarter
of 1979. Employment has been falling in the United Kingdom and Germany. Inflation
rates have averaged in double-digits for the United Kingdom, [taly, France, and Canada.
The best performance has been for Japan, where the growth in real GNP has averaged
3.6% a quarter with a relatively low inflation rate of 5.7% per period. But, by historical
comparison, even this performance is deteriorated compared with earlier periods,

Table 2
Economic Performance in the Rest-of-the-World Since 1979
{Percent chg., cpd. annual growth rate from 1979:1 to 1982:3)

Consumer .

Price Industrial Employed

Real GNP  Index Productron Persons
United Kingdom -0.1 13.5 -2.5 -2.8
Germany ¢.9 5.6 -0.2 -0.2
Italy 1.3 19.1 0.2 n.7
France 1.6 12.7 0.3 0.3
Japan kN 5.7 4.6 2.4
Canada ~0.2 10.9 -2.9 0.7
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The U.S. is exhibiting a large tradecff between unempioyment and inflation, in an
apparent re-emergence of the Phillips curve. In the U.S., the unemployment rate nas
risen from 5.9% in late 1979 to a current rate of 19.1% at the same time that inflatton
rates have declined from 15 to 17%, at annual rates, to the current 4.9% vear-to-date for
the CPI-U. The United Kingdom, France and Canada have higher unemployment rates
now compared with early 1979, and lower inflation rates. But inflation of the Consumer
Price Index is now higher in Gerrnany, Italy and Japan, along with the uneinployment rate.
Thus, the U.S. appears to be exhibiting a relatively greater benefit on inflation {rom
excess slack and stagnation than in most other countries, @ major reason for continuing
strength of the dollar, However, it is clear that joblessness has emerged now as a
worldwide problem, a major fallout of the restrictive monetary policies followed by the
WS, central bank to throttle back inflation in this country.

Tabie 3
World Economic Performance: 1979:1 to 1982:3
29:1 20:1 81:1
Unemployment  Rea) Lons ymer Unemo|pyneat  Res) Consumsr Unemo | oyment  Real Consuner
Rate GNP Price Rate G4P Prite Rate P Price
(x} %} [ndec (1) B3] 21 tndex 1%} g) %) tndes (%}
Jnited Kingdom §.1 -3.8 12.6 5.2 =3.5 9.5 8.3 L2 9.2
Germany 4.0 2.3 4.5 1.5 7.5 $.0 4.5 2.2 6.9
[taly 7.5 5.1 16.3 2T 8.2 27.8 1.6 13 22.0
France 5.6 2.5 9.5 8.0 2.0 16.7 6.9 -0.5 13.1
Javan 2.3 5.3 ~1.3 2.1 8.7 ar 2.4 2. 4.5
Canaga 7.8 3.0 3.8 5 1.0 3.8 T 5.9 13.8
£231 B2:2 Latest
Unemployment  Resl Consumer Unemplayment  Real Consumer Unemplayment  Real Consumer
Rate GNP Price ate GNP Price Qate GNP pPrice
i3] X Ingex 19) i ) Ingex (%) It %) Indee i5) |
United Kyagdam 1.0 a1 6.2 1.2 =32 ar 2.7 2.8 8.5 i
Gerany 6.2 0.9 3.4 3 1.0 a? (X 0.l 549 t
[taly 9.2 5.9 16.5 9.0 -5.4 12.4 9.5 =43 25.2 :
France 4.2 -C.9 12.4 3.4 2.4 12.0 4.4 1.2 5.7 .
Japan 2.4 4.0 2.9 2.4 5.1 6.7 2.4 AT 4.5 i
Canagcs a.6 -8.9 10.8 1.2 -3.2 11.3 2.3 0.6 8.1 J

It should be noted that the current performance for the U.S. economy and financial
markets is the result of sweeping changes in monetary and fiscal policies, new
institutionai arrangements and regulations, emerging new trends in labor markets, new
technology, a changing political structure, and impacts from what now are tightly
interrelated international economies. First, the current long and deep downturn is o a
large extent the result of an historic attempt by the U.S. central baak to contain a
severe, Gebilitating inflation. The 1970s were characterized by the worst intlation record
since early in this century, including wartime periods, with prices, as measured by the
Wholesale Price Index, rising 9.4% per annum for the decade. Without action to limit the
runawdy inflation of the 1973s, the result, both economically and politically, might have
been a disaster. The New Fed Policy of Qctober 1979 constituted a major shift in the
structure of the 11.5, economy, with the potential for uncharted effects since throughout
modern American history the role of the central bank had been to stabilize financial
markets and to rmoderate {luctuations of interest rates. The new approach to monetary
policy created an unprecedented volatility for interest rates and permitted new, historic
high ievels that changed the pattern of behavior in the U,S. economy ta a inore velatiie
pattern with stagnant real economic growth, The Federal Reserve has been supported by
the Administration in its efforts to reduce inflation, unusuai for the L.S. where in most

instances considerable pressure has been applied to eacourage an easing of monetary
policy,
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Second, massive shifts in federal tax and spending policy have been instituted. Huge
reductions in personal taxes were legislated in [931 for the next five years, with most of
the stimulus set to occur from 1983 to 1985. A majar shifr in spending priorities from
nondefense to the military is in process, but with overall growth in federal spending
moving lower. The recent tax increases of $98.3 billion legislated in the Tax Equity and
Fiscal Responsibility Act of 1982 will only olfset about one-fifth of the tax reductions in
the original Economic Recovery Tax Act of 1981, thus not disturb the basic new thrust
toward lower taxation by the federal government. The tax and spending changes of the
Reagan Administration are without precedent in the postwar period, qualitatively and
quantitatively different from any other time in modern economic history.

Third, deregulation, enhanced competition, and a changing institutional frarnewark for
collective bargaining are impacting on price and wage-setting practices. The airline,
trucking, and financial industries all have been deregulated in recent years, helping to
lower prices and wages faster and enhancing saving through much higher returns to savers,

Fourth, a new computer technelogy is revolutionizing decision-making and information
processing, both for business and households. New methods of information processing and
retrieval, a changing technology for financial transactions, and widespread use of smail
cornputers should make possible a leap tn productivity growth during the 1980s.

Fifth, more tightly interwoven international economic and financial systers are quickly
transritting impulses from country to country, truly opening the world economy. These
changes are the most massive in 30 years, so that the shakup in the U.S. econormy anc
financial markets that has resulted should be no surprise.

The downturns of 1980 and 1981-82 have brought depression to numerous industries and
geographical areas of the Li.S.. At least L3 industries are operating at the most depressed
tevels of activity for the postwar period or at capacity utilization rates of less than 50%.
Whole sectors of the economy are under extreme pressure, inciuding small business, the
thraft industey, and state and local government. The unemployment rate exceeds 19% in
19 states, in contrast with the previcus peak month for unemployment, May 1975, when 8
states had double-digit unemployment rates. Much of the Midwest {autos, agriculture,
farm equipment, retailers, steel, and trucking), West {building materials, copper, farest
products, lead and zinc, mining, real estate and hotebuilding, retailers) and South
{agriculture, real estate and homebuilding, retailers, small businesses, trucking) are v a
state of depression. The financial strain from high interest rates and weak balance sheets
has created 3 “wave of bankrupicies' for American business, which has been suffering
from the greatest deterjoration in financial position of the postwar era. Falling real net
worth for households, principally from declining equity in homes, refinanc:ng difficulues,
and record home foreclosure and loan delinquency rates have strained consumers,
contributing to a weak spending response to the July | personal incomne tax cuts. And
now, the lengthy period of stagnation for so many of the world econa:nies, «ontinuing
disinflation, increased joblessness, high interest rates, and low export edrnings dre
threatening the viability of rany countries. The debt problems of the LDCs and some
advanced countries provide chiliing prospects for commercial banks as a result.

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



234

Table & Table §
Uremployment Rates by State "Casualty” List of Sectors, Industries,
(Percent) States, and Countries
Carrant Unsaplomest Ratesil] Uneaployeent Rates in May, 1975 Lndustries Sectors
Hichiganer s Arizone r”A Agriculurs Smal) Business
Alsbae® 1%.2 Rnode Is1end 12.3 Agrizuiture Machinery Martoage Fimance - Treoct
Wett Virginiy 11,7 Michigim 12,3 Air Tranypors Ctare and Lanal SpeerTent
Mis1igsippi® 12.5 Migsachusetts 1.6 utos
Dhigrn 12.3 Florida 1.4 Euildlng Mate1als
washington 12.7 Hon Jersey il.3 Lopper
1111nols 12.1 Delmvare 10.2 Forest Producty
South CaroTina 1.7 Heive 10.2 Lead a3 I:nc N
Tennesses 1.6 Migcellanequs Metatz and Winvag
Xamtocky 1.2 Real Estote and ometwi'd g
Indiann® 1.1 Retarlers
Pennsyl vansaer 10.9 §\u1 .
Lovisiann® 10.9 Trucking
Wigconsin® w4
Rhode T5lmng 10.4
Wevnda* 10.2 -
Qregan 0.4 Srates and Latest .aamelsynert 2ate, %
Hev Maxico* 10.1
Arizona 10.0
Rate
(1) As of July 1382, otherwita: LIET 13 LIt B
*As of Auvgust 1942 Michigan Penngy vanty
At of Stptwmber 1962 oro
SMirals
Adl s
uest
g hirgten
RISDOOS 'R
Nevads
Qregan
New Mexico
Avizana
Norsheast.
anoce lsland L4
:Luf‘t'xas
drgeating
Bran’
{reie a
Nexice South szrep
Prry Areerar s
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A major beneficial fallout of the most recent business cycle episode has been the breaking
of the severe inflation that plagued the U.S. economy during the 1970s,
monetary policies of the central bank are almost solely responsibie for the improvement.
Essentially, the battle against inflation by the Federal Reserve has been waged as a three-
stage process. First, the institution of the New Fed Policy permitted interest rates to
rise high enough to break the back of a speculative inflation that was rampant throughout
the Western World. The sharply higher costs of inventory financing and the attractiveness
of high-yielding financial assets broke the speculative fervor in precious metais and basic
commodities. Speculation in bonds and stocks also was undercut. The high interest rates
strengthened the U.S. dollar and weakened the rest-of-the-worid economies, leading to an
oil glut and downward pressure on crude oil and energy prices. Speculation in housing and
real estate also was subjected to severe pressure, with high financing costs depressing

etffective prices to squeeze the 1%70s bubble of shelter inflation.

The diminuition of inflation from this cause and deep recession in Spring 1980 helped set
the stage for exceptional downward pressures on wages, especially in the cyclically
sensitive industries such as autoes, steel, construction, and trucking. Indeed, the pressure
on wages from rising unemployment, givebacks and concessions has constituted the secorid
stage of the battle against inflation, since wage costs are the major cost-side factor in
prices. No lasting improvement on inflation could be pessible without a major downward
turn on wages to limit rises in unit labor costs during the next cyctlical upturn,

The final stage for the Federal Reserve in containing inflation permanently most likely
will be to permit only a gradual recovery of the economy so that the forces of excess
demand will not quickly be unleashed to bring about a sharp reacceleration of inflation.
This was the mistake of central bank policy in [977-1979 when the gains on inflation from
the severe recession of 1973-75 could have been propelled forward if monetary palicy had

not been so accommodative.
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Table 6
Sources of Improvement in the Consumer Price Index
Contribution
Annusl Percent Chan to 5lowdown
e, T Nov. AT (Percentage
Dec. 80 Aggust 82 points)
CPL AN 1tems 12.9 5.1 7.8
Food and Beverages 10.0 3.4 1.2
Energy 27.4 8.8 2.1
Gasnline 5.1 -8.3 2.6
Heating Fuels 37.0 7.9 0.4.
Electricity and Gas 15.3 6.3 0.3
Home Ownership 18.1 B.5 2.5
Homes Prices 13.6 b.4 Q0.7
finance, Yaxes, Insurince 25.4 5.8 2.5
ATl Other 2.0
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[mator fredght transport}

Tewmpters
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Rubber Workers
Ledies Garment Warkera

Electrical Workers
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Table 7
Wage Negotiation Timetable and Settlements
Date Noreers fAesults
Detober
Decemuer 44,500
Jsnuary 55,000 Jan. B2: 9 wage Increase
Jan, 8Y: 71X Increase
Karch 187,859 Mar. 1: %0 specified wige
April §5.05¢ \ncrease, Lowsr starting
Movember 15,000 for mtm employeas.
Jume 55,000
April 55,250 7% Waje increase
My 220,000 19% Vage and denefit Increase over T yrs.
June 66,950
July 150.000 26 ¥age wnd Eene( 1L Incrense ovar 3 yri.
September 828,000 Fard-UAW, early agreement
Octaber 109,00 Mo specified wige Incredse

State and Local

Cast af Mying incredses
Aelayed, Mew mpidyeets st
at B%% of standucd rate

BovernmAts Al Yeur 1,500,000
Buflding Trades Al Yeor 750,000 21 Kage and benefit facrease aver 3 yra.(wlthough most
contracts are for less than Jyrs,|

Food & Commercis)

Tuparstars All Year 40,000 8-10% Wage and benwfit incredse over J yry.
1983

Steelworkers Mugust 45,000
Communications Norxers

(teiephane] Aqgust 149,950

b
Table §

Wages, Productivity, and Unit Labor Casts:
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History and Forecast

Growth in
Compensation Growth in

Per Your Growth n Unit Labor

Indax Productivity Costs

(%CH) {XCH) {4CH)
1960 4.3 0.8 3.4
1961 3,2 3.0 a.3
1962 3.9 .5 0.3
1962 3.5 1.3 0.3
1964 4,5 1.9 0.6
1985 3.4 3.1 0.3
1966 6.0 2.5 3.4
1967 5.5 1.9 3.5
1968 7.5 3.2 4.1
1969 6.6 -0.2 6.8
1970 6.9 1.3 6,7
1871 6.6 3.3 3.1
1972 6.7 3.7 2.9
1973 T.5 2.4 &1
1974 9.4 -2.% 12.2
1975 9.6 2.0 T4
1976 8.1 3.2 4.3
197 7.6 2.3 5.3
1978 8.6 0.6 9.2
1979 9.3 -1.3 10.3
198D 10.3 -89 11.2
1951 2.6 1.4 4.7
1982 7.0 -0.2 7.3
1083 6.% 2.0 4.3
19902 7.0 1.8 5.0
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The costs of so much progress apainst inflation have been great, however. [n particular,
the fallout includes a record level of joblessness, with the 14.1% unemployment rate the
highest in the U.S. since the 14.6% of 1940, The record joblessness is no douot
contriduiing to the sharp deceleration of inflation, hut alse is prolonging the recession by
holding down the growth of income and consumption spending.

Chart 6
Unempioyment Rate
{Percent)

Economy-wide slack exceeds that of any other time in the postwar period, with real
output far short of potential, a $196.5 billion shortfall in the third quarter or gap of
11.7%. The All Manufacturing factory utilization rate, at 69.1% during Seprember, is
almost at the previous postwar low of 63.0% set in March 1975, and would be iower except
that company after company has shut down plants. The primacy processing and marerials
sectors do show the lowest utilization rates of the postwar period.

Chart 7
Reat GNP vs, Potentiat Reat GNP
{1960 to 1982:3)
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An unprecedented number of business bankruptcies for the postwar period, failures of 25
commercial banks, and a shakeout of thrift institutions has been another fallout of the
tough policy against inflation,

Table 9
Business Failures Since 1925
Fazilure Rate
Wpmoer of Per 10,000
Yoar Failures Ltsted Concares
192% 21,24 10
1926 21,713 101
1927 23,146
1928 23,842 105
1929 22,902 1t
1530 25,355 122
1930 28,285 133
1932 31,822 154
1933 19,859 100
1538 12,091 61
1935 12,248 62
193 9,60
1937 9,490 4%
1938 12,83 61
1939 14,768 7
1940 13,619 61
1941 11,848 55
12 9,805 a5
3 kX244 16
1544 1,222 7
1945 b
1946 1,129 5
1987 3,4M 1
1948 5,250 20
1949 9,246 E
1950 9,162 u
1951 8,058 n
1952 7,611 29
1953 6,352 a3
1954 11,086 42
195§ 10,%6¢ 42
1956 12,686 &8
1957 13,733 52
1958 12, 56
1959 18,053 52
1 15,445 7
1961 17,075 54
1962 15,782 6L
1963 14,374 56
1964 13,501 53
1965 13,514 53
1986 13,061 §2
1987 12,384 42
1958 9,636 39
% 9,154 37
1970 10,148 “
1971 10,326 a2
1972 9,566 38
1573 9,348 3
1574 9,915 38
1875 1,432 4
1976 9,629 35
1977 7,919 28
tars 6,619 74
1979 7,8 28
1980 1,742 42
1981 17,040 62
1982+ 19,17 86
*Preliminary
*Tg Date
Source: Dun & Bradstreet
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Through September Dun & Bradstreet show a total of 19,170 failures in the [J.5. economy,
the highest figure since 1332 and certain to produce for this vear a volume of
bankruptcies seen in the 1920s. Although the failure rate remains well below that of the
Great Depression and is a conseguence of the long downturn, it is now also a cause of the
proionged recession and failure of the economy to recover. The large number of business
failures has created exceptional credit risks for U.S, commercial banks, making [ending
policies cautious and imposing further restraint, Other businesses are engaged in a major
series of cutbacks, designed to preserve viability., The 25 failures of commercial banks
that have been recorded are the greatest number in the postwar period. And, dozens of
thrift institutions have been forcefully merged or acquired, in a major consolidation of the
thrift sector,

Economic weakness has been exported by the U.S. to the international ecanomies through
the high and volatile interest rates of the past few years, with similiar preblems of slow
growth, joblessness, business and bank failures in the rest-of-the-world. Indeed, whole
countries now face problems assoctated with repaying outstanding debt under conditions
where export earnings are sharply lower, 100 weak to cover existing debt service and loan
repayment schedules. As a result, the underpinnings of the international financial system
are threatened, with potential default and credit risks to the banks throughout the world.
The IMF and IBRD have not yet really come to grips with this problem, a major risk to
sustainable recovery if sharp rises of interest rates occur again.

Currently, there are few definitive signs of any recovery in the United States and
world economies. The recent evidence shows very little change in retail sales and’
consumption for the third quarter, with the increases of September primarily due to auto
sales that may not recur during Octaber. Industrial production continued to slide and
inventory-to-sales rattos, in both nominal and real terms, were higher in August. Given
that the inventory accumulation was involuntary, business must still decumulate
inventories before restoring the lean ratios that are now necessary. Growth in income has
slowed from the large increase that occurred early this summer with the tax cuts and
increased Social Security payments. The weakness for income is the result of rising
joblessness, lower wages and salaries, and a still weak economy, suggesting a limited
rebound in consumption spending for yet another month or two. Emplovment is little
changed since June and unemployment is now 11.3 miilion persons. Consumer sentiment,
although rising somewhat lately, remains relatively weak. Finally, after four consecutive
months of rises, the Composite Index of Leading Indicators dropped in August by 0.9%.

The recent evidence does contain some hints of a potential recovery, however. Retail
sales have risen in 4 out of the past 6 months. Housing starts rose in Seprember and are
now 1,146,000, 264,000 units above the 882,000 unit trough in April. Consumer spending,
in real terms, rose $7.5 billion during September, mare than doubie the amounts in July
and August. The lower inflation for producer prices and almost’ certain further
deceleration in the CPI-U over the next few months augurs well for real purchasing power
and subsequent rises in consumer spending. The most apt description for the current state
of the economy is a prolonged bottoming-out in transition from recession to recovery.
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Table 10
Recent Evidence on the Economy
1982 19a2
Sep. Aug. Jul. Jun, May  Apr. Mar, 143] 1] "“E"
Demands
-;;2;“ Sales - Total
{Bi1s, of §, S4) @s.5 28,6 84.4 83.0 0.2 88,3 87,2 89,2 8%.t 26.7
Ed 1.0 -1.0 1.6 =21 2.9 1.2 0.2 0.} 2.8 9.1
WH 13.2 1.2 20.9  -31.3  40.7 5.5 -2.4 9.5 11.5 D.&
KCHYA latest* 1.9 0.7 2.5 0.9 5.2 2.4 1.3 1.7 2,8 1.9
{First Domastic
auts Sales - Total Ten Days)
Mils. of Units, SAAR) 7.4 B.Y 2.6 2.3 7.0 2.2 1.7 7.5 3.9
$CH - 62,1 65.5 .35.0 376.2 14,7 -24.) a2
LCHYA ~24,0  -TL0 -10,3 2.5 -14.2 -6.3  -18.1
dpusing Starts - Total
iMils, of Units, SAAR) 1,007 1.195 0.p02 1.066 0.882 0.93) 0,952 0.920
ICH -87.9 2630.! 85,4 @715 -47.7 16,4 1a.5 289
WHYA 5.9 19 -13.2  -9.0 -32.2 -20.4 ~18.0  -14.2
“aw Orders for Durable Goods
‘Bils. of $, SAAR)
ki -4.1 2.5 -1.5 0.6 -2.1 2.0 -2.2 -1.3
%CH -39.3 35.2  -16.8 -1 2.8 7.3 4.8 “5.0
TCHYA ~13.5  -12.7 2142 134 )8 22 -12.1 -4.0
Personal Consumbtion Expandtitures
Bils. of 4, Sal 1937.9 1973.4 1954.T7 19640 1934,8 1922.4 19278 1919.2
ICH 9.2 121 0.5 12.8 B0 36 £.1 7.6
ACHYA §.9 6.7 &.8 .7 6.7 E.0 T 6.6
Prpguciion and Inventovies:
0.y 0 -0 -]l -0 BIC S|
0.9 -4.2 -§.2 120 ~9.6 -6.6 -11.7
-9.9 -9.3 -B.2 -1.7 & ~3.6 ~6.6

layentory-to-Seies Rattos -
Mingfactoring and Trade (%1)

Roming| 1.520  1.480 1,482 1.462 1.516 1,500
H 7.7 6.4 174 -9 116 .72
TCHYA 5.7 4.9 5.4 3. 8. 5.7
Aeal 1.783 1.3 L' LM8 1.7 1,752
LH iu 3.0 2242 4351 18 60
TCHYA 6.4 15 4.1 18 6.9 5.9
Incomes
Personal Disposanle Income
X 0.2 2.0 0.1 0.3 t.0 0.3 1.6 0.7
XCH 2.9 26.9 1.7 s 13.1 4.0 6.7 3.0
b LY 7.0 1.7 7.3 B.0 B.1 7.5 .8 B.1
N3A Saving Rate
i2ercent) 7.1 6.9 5.7 5.8 6.7 * £
XCHYA 12,7 9.5 8.8 15.1 s 1.8 2l.?
Prices:
"."il‘s Sales Price for
Existinp Sinale-Family
Homes {$1,000, NSA) 69.5 n. n.? 9.3 A9, 1 1.1 69.3
H ~2.9  -L7 183 35 =299 .23 =76
SLHYA ~1.1 -1.8 0.6 3.1 11.1 6.9 5.7
Consumer Price [ndex -
AT! Urban Consumers
1, 0.3 0.6 1.0 1.0 0.2 -0.3 1 ot
XER 3.3 P25 B - S P ) 3.0 -3 2.6 32
YR 5.9 6.5 1 6.7 5.6 6.7 5.8 T.E
Produce* Price Indes -
Frrished Goods
¥ -0.1 0.4 0.6 Lo . .1 .o 1.8 2.2 3.7
UH -1.7 2.5 21 12.8 -0.9 .9 -1.7 5.% a8 2,8
ALHYA 37 .0 ERAE 3.0 3.3 4.2 3.9 1.1 .
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Table 10 (Continued)

1982

Seo.

Employment and Utitization:
EmpTovment -
Housenofd Survay
(N#1s, of Pargons, SA) 99.7
XCH .

Py -0.5

nesployment fate
[Percant) 0.1

Zapacity Utilization -
Mynufacturing - Total
[Parcent} 59.1
TLHYA -11.8

Yaney And Finance:

_________________ Latast

Cammercial end [ndustrizl

Loans at Large Weskly

Seporting Commercial Sanks

9ils, of 5, S4) 222,0 218.8
9.9 19

«CH -5
“CHYA 17.0 6.0
Mpnay 1)
12ilg. of §, SR} 464.9 60.7
UH 1.5 155
YLHYA ra 8.8

Threg-Monih Treasury
2ib) Bate (Ogrcent) 245 7.97

dverage Yield on New
Tssums of Yigh-Grade
Corporats Sands

iPmrcant) 11.09 12.78

Standard § Poor'y

Stock Price Inpea -

Comgos1te 500 122.43
WH 2754
£CHIN 3.5

Sentiment and Expectations:

Zonsumer Sentiment [ndex -

Y, of Mighigan Survey 0.493
“CH 100.4
weva 5.2

fendpr Performance -

Zomoanies Reporting

S1ausr 2aliverias
fPercent .0
WHYR 7.9

Leading Tndicators:

Leagi~g [ngigcators
Zompasite [ndex

Avg, Jul. Jun. May

2.8 9.3 2.5 9.5

59.6 65.9 69.2 70.
~12.6 12,4 -12.2 -12.

215.6 2145 2tLé  210.3
6.2 5.1 M.6 2.5
15.4 16.3 18.0 18.

486.2 45,3 4514 4515
.9 -0.3 -0.3 -2.4
5.6 5.1 5.4 5.2

8.6 11.35 12.47 12.0%

13.682 15,66 15.51 14,39

109.65 109.38 109.70 116.35
3.0 1.4 <RD.7 0.4
-15.4 15,3 170 117

0.6%4 0.658 0.657 0.67%
RT3 ST BT I R Yo

-0 3.0 38.0 30.0
7 -19.6 -20.2 .42.3

-0.9 1.2 0.5 n,
-10.5 15.0 5.8 10,
-4.1 =3.7 5.1 B

~bw

[*3] ™me quarterly inventory-ta-s<ales ratios are averages of the

wanthly dat3,

Apr.

0.8
-11.3

452.8

4.2

t2.1

15.5¢

116.21
8.3
~13.5

* 8y of October &, 1982; Three Month Treasury BS11 Rateas of October 15;

Carporate Igsues Rate as of Octoper 13

Mar.

9.0

n.e
-10.3

14,61

110.84
-32.3
-16.8

9.629
-56.9
-6.8

3.9
-32,7

99.8
1
9

aa

b8
neow

1.5
-12.3

15.2%

114.2
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Why is there still no recovery? There are two reasons for the failure of the i.5. economy
to recover so far in 1982. First, the budget impasse earlier this year helped sustain a
gridlock of high interest rates which pushed the economy lower. In retrospect, the failure
to tighten the budget until mid-year and tight monetary policy until that time were
egregious policy errors that undoubtedly prevented a recovery from occuring sooner. The
high interest rates and deteriorated balance sheets that resulted severely damaged the
economic and financial system,

Second, the tax cuts were quite small and not fully reflected in withholding schedules, and
were offset by rises in tax receipts from other sources. Federal personal tax receipts fell
only $6.2 billion in 1982:3 instead of the expected $25 to $28 billion. Third, the high.
interest rates, depressed net worth, and increased risks of bankruptcy and joblessness for
households limited the response of consumption. In other periods when consumers have
responded quickly to tax reductions, e.g., in 1963-65, financial market conditions were,
more supportive,

What is the impact of the tax cuts so far? The data through September show only modest
increases of real consumer spending in July and August. The marginal consumption out of
increased real disposable income was only 22.3% in July. By the end of August there was
a cumulative rise in this ratio to 55.3%. Then, in September it was over 100%. For the
third quarter, the ratio was 57.8%, below the likely 70% to 80% of increased real
disposable income that will eventually be spent. The response would have been even
smaller had the growth in income more fully reflected the axpected reductions in taxes.
However, the data for September indicate a $7.5 billion rise in real consumption
expenditures compared with the $3.1 billion increases in each of Julv and August,
suggestive of an accelerating response of consumption to the tax reductions. It is safe to
say that the full brunt of the July | tax cuts has yet to occur, with only a relatively small
impact during the third quarter.

This result points up again that a necessary ingredient before a recovery can begin must
be a break to lower interest rates. In the [973-75 downturn, interest rates only broke
sharply lower in October 1974, The recovery began six months later. In Spring 1980,
interest rates began to drop sharply in April. The expansion began three months later, in
July.

Table 11 shows that sharp declines for interest rates have occurred since midyear, with
reductions of 5 to 6 percentage points in short-term interest rates and about 3 percentage
points for long-term rates. This pattern is familiar as is the surge of stock prices that has
followed. With the rate declines not so sharp as in Spring 1980, longer lags can be
expected before an upturn, But the reductions are consistent with the qualitative
patterns of late 1974, early 1975 and Spring 198G, suggesting that the first essential
precondition for expansion is now well in place.

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



243

Tabte 11
Interest Rate Behavior [n Spring 1980 and Summer 1982
Interest Aate Behavtor In Spring 1980 Interesc Behaviar Since Mid-1982
Chanqe thange
472/82- 322402 -
47280 57780 6/18/BD /18780 reee 8/6/82 10/15/82 16215782
Short-term:
J-month Treasury Bills 14.80 9.67 -8,31 12.52 10.35 7.45 -5.07
Feoeral Funds 19.39 12.96 =10.49 10.63 9,38 -4.82
90-Day {Ds 17.97 11.10 -9.80 11.85 9.40 -5.80
9)-Day furodelinrs 15.60 12.96 -10.61 12,63 16,13 =5.BR
y Commercial Paper 17.22 11.07 -8.25 10.75 B.25 -6.2%
s avg. tost of funas 21.80 14.04 -12.36 11.50 9.86 -5.64
20.00 17.50 -8, 15.00 12.00 -4.50
ity 15.04 12.70 u.n -1.33 16,37 15.6% 13.54 -2.83
10-¥r. WL.S. Govt, 12.62 10.08 5.51 =311 14,39 13.87 11.15 -3.24
20-vr, U.S. Govt. 12.83 10.132 9.5% -2.84 13,98 13.46 10.95 -3.01
Bond Ruyer 1ndex 3.4 7.1 7.5% -1.89 12.58 11.87 9.28 -3.13
MOrtgages:
Bew Commitaent 15.34 16.23 13.25 -3.09 17.00 16.25 14,50 -2.50

I Patterns of Recovery and Prospects for the U.S. Economy

The patterns of recovery begin even as a recession is still in progress. The motion of a
typical business cycle includes a late response by the business sector in recession after
sales and orders have been declining for quite some time. Most typically, declining profits
and rising interest rates also lead to a substantial deterioration in the financial positions
of corporations, with rising risks of bankruptcy and an overwhelming necessity to restore
balance sheet strength and liquidity before a new upturn can begin, Inventories are
decumuiated, capital outlays cut back, and employment reduced in the business sector
downturn, usually about halfway or three-quarters to the end of recession, The restraint
on business uses of funds for spending on goods, services, and employment is then feit
throughout the rest of the economy, extending and intensifying the downturn that
previously began with weakness in other sectors., This late business sector response is the
reason why the unemployment rate rises beyond the end of recession for anywhere from
one to three months, In addition, the reduced growth in wages and salaries at this stage
of the downturn causes sluggish growth of income and a weak pace of spending on
consumption goods, which serves to prolong the recession,

Same time during the Jatter stages of a recession, underpinnings of relief in the financial
markets begin to occur. Typically, the central bank sparks declines of interest rates in
order to stimulate renewed economic growth or accommodates fiscal stimulus designed to
revive the economy, In the early stages of recession, declines of tnterest rates most
typically arise from weak final demands, a diminuition of inflation, and reductions of
credit demands, But at some point an easing by the Federal Reserve has always been a
necessary ingredient to any incipient recovery, although with lags still occurring before
the expansion actually takes hold.
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For recovery to occur it is necessary for the familiar patteras :n financial markers to
occur. What are these patterns? First, short- and long-term interest rates must deciine
(Table L1}). This has occurred.

Second, the Federal Reserve must ease on monetary policy to sustain the lower interest
rates, reliquefy the banking system, and encourage the repair of deteriorated balance
sheets. This now also has happened with the most recent tilting of monetary policy away
from slavish adherence to the monetary aggregates and a more eclectic approach that
depends on general economic and financial market condinuons,

Third, the stock market must enter the early stages of a bull muarket, since improved
stock prices not only help sentiment and consumer spending but also serve 1o raise wealth
and spending, although with lags. An improved stock market is a boen to corporate
finance, opening another source of iong-term funding which permits a restructuring of
balance sheets and reduces the cost of capital. This process, tog, is now in effect, with
over a 30% rise in the S&P 500 common stock index since mid-August and an approximate
$129 billion increase in the market value of household net warth, in constant dollars.

Fourth, reductions of interest rates affect affordability parameters for househalds,
lowering the monthly mortgage loan and consumer loan repayment burdens as well as
reducing the aftertax cost of borrowing. These effects always have been important ‘o
consumer purchases of big ticket items, with some of the largest respanses in consumer
spending on autos and houses occurring once the loan repayment burdens have declined.
Price declines for these items alse can enhance affardabulity, along with rising disposable
income. In this episade, a combination of all three has begun with the 3 to 5 percentage
point reductions in mortgage rates since July and [ to 3 percentage points drog in
consumer Joan rates, stability in auto prices, falling prices for real estate, and rising
disposatre income from the personal tax cuts.

Fifth, the process of reliquefication must be occurring before households resume a rapid
pace of sperding. The rebuilding of balance sheets, paying off of indebtedness, ana
accumulation of financial assets is the mirror image in the flow-of-funds af the increased
saving that occurs during recession. Each sector inust go through this process, although
for business a longer period of time 15 required. In ary case, the corperate sector is the
tast to respond in an upturn, needing sufficient tirme to retiquefy before additional
spending comes about. One problem with the downturn of Spring 198G is that it dia not
last long enough to permut a full reliquefication for the various sectars in the economy, so
that the appropriate preconditions for a sustaired recovery were not established.

Other patterns inctude much lower inflation rates, cising real incomes, and most typicaily
private sector absorption of large federal budget deficits without a substantial increases
of interest rates. All of these processes are in place now. 5o long as the Federal Reserve
remains more accommodative, there is no reason why the patterns of recovery in the
financial markets cannot evojve to an economic upturn. Thus, the outlook for the U.S.
economy hds taken a significant turn for the better.
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Table 12
Data Resources Forecast of the U.S. Economy CONTROL102682

1982 1% 19t tears
m w N [ m I ' 1 1981 1982 1342 195-( T 1985
ts Compooants
Mﬂinns m" Dollars ~ SAAR
Total fonsumption,, - 14895 2026.3 2058.4 2111.¢ 2181,/ 2212.5 2265.& 232).% 1643.1 1970.7 2138.6 2)%0.68 25|
Sonres. Fiazd trvestment. 1.6 3.6 3357 3411 L2 2.8 5.6 W7 5.1 364 8.0 3959 4
Res. Fisad Tnvestment. 97.4 107.3 115.8 4 1379 1050 a4 & 1830
Invantory [nvestaent. 0.5 6.2 5.1 3 UMY 0.4 -1a 2 K2
#et Exporis 13,2 18.6 2.6 2 10,2 26,1 2.5 J 0189
Federal Sur 252,5 220.1 272.5 .9 J08.5 228.9 255.4 Q 32,8
State wd Local Sovt. 392.6 391 &D1.2 A 432.2 36,0 389.7 ? %8
Gepss Wational Produc 3091.4 3149.7 3222.7 3289.1 3315 W.i’ 3653.4 3642.9 2937,/ X070.4 3336.9 3897.5 4D%6.B
Redl Gwe (1972 Dn]'lari' 1491.2 14B4.8 1501.7 1512.8 1629.3 1546.9 1562.9 1579.7 1502.6 1479.8 1522.5 1549.9 1652.%
Prices #d Wagws  Annual Rates of Change
1nplicit Price Daflator. .. 5.0 5.6 6.0 s 5.7 6 6.2 5.8 9.4 6.1 5.6 6.1 8.6
CP1 = A1 Urban Consumers. 1.6 2.7 5.8 5.7 5.9 5.9 6.5 5.2 103 6.1 5.3 6.1 6.4
Progucer Price Tndex = F|niim EM‘ 6.5 2.6 40 .6 5.6 6.1 1.¢ 6.9 9.3 1.9 43 6.4 .2
Conpansation per Hour, 6.4 6.9 7.0 6.4 1.0 8.B 7.7 6.9 9.5 I 6.8 7.2 B.0
Caore Inflation. 1.6 N2 6.B 6.5 6.2 6.0 5.9 5.9 9.0 %8 6.4 5,2 5.1
Production and Dther Koy Muasures

ladystrial Praduction (1967=)_000). .38 L2y A LA -.IEB 1,49 .52? L.543 .609 L. 392

Annual Rate of Chamod.,, -3.7 1.6 7.6 6.7 10.2 5.8 2.6 1.8
wausing Starts (M3]. umt;] totle tllag 226 323 0 I‘.Pl 1, 531 ..5?] L.837 ..100 t.DAd
Getall Pale Lor Sales TMAT. Uﬂﬂﬂ 1.7 .8 8.l B.4 8.9 2.5 9.8 3.5 7.8
Jnamolopsent Rate (%). 10.3  10.2 9.9 9 l $.2 X3 1.6 3.6
federai Budget Surplos w173.3 =163.5 -347.6 ~169.4 ~160.1 -182.9 -145.0 -60.0 -182.2

Woney and Interest Rates

Monty Sugply (M-lb.i . ..eieaiiian 455.. #87.3 ‘?1 B 475.0 4830 494.% 499.0 408, 436.: 16? J 498, 519.8 S46.D

1 Change, 4th-Qtr, 10 4th-Qtr, 3.5 10,6 2.8 6.9 10.1 1.5 5.0 5.0 5.9 5. 8.0
Hew AA Coep. Utility Rate [9)..... S5.02 12.58 13 10 12,92 1218 12,37 12.57 11.89 14.25 15 ]3 2.4 11.5% 10.M
New Hi rade Corp, Boad Rate’ I8 1409 TI.62 32,17 11,99 1l.4 1L.75 11.98 11.15 11.8 11.07 10.4B
€ederat Funds Rate (%), 1101 9.20 10.17 10.22 9.18 9.8% 17.06 9.48 286 9.3 9.9
Peime Rate [€). 14.72 11,72 12,482 12.3 11.59 12,51 12.94 12,18 12,23 12.15 12,29

Incomes  Billinns of Dallars

Personal (ncom......o.uerass 2997.9 2636.8 2683.5 2744 5 25‘15 ll m9 0 2953.1 3025.3 2415.B 2574.4 2784.6 ID6T.4 136456
Pesl Disposable [ncome {$Ch). 2.3 1.7 1.5 2.8 i1 3.5 2.5 1.3 30 4.2 3.2
Saving Rate [8).., 6.9 6.6 6.3 6.1 ’.2 .3 7.2 7.9 6.4 6.7 6.8 7.2 7.0
Prof its 8efore Tax, 1709 177.9 1849 193.2 204.1 21T.B 229.8 240.1 232.1 174.0 200.0 246.5 232.8
Srofits After Tax, 118.5 119.8 120.1 125.1 13,8 140.1 147.3 1538 150.9 117.¢ 129.3 157.8 tIT.2
Company Profits. 3.6 87.2 93, 97.7 103.6 120.8 112.2 116.4 107.2 69.8 101.3 119.7 1359

Faur-Qtr Fﬂ!n\ C'ﬂll’ ~115 372 3. o6 10,7 271 0.4 192 2.5 -16.3 12,9 I8 169

GComposition of M. GNP Annual Rates of Change

Grass Yationnl Product, 2.1 3.a LBy 4.5 a.r ¢.2 l‘.? =1.5 .9 1.9
Finel Sales.. 2.9 2.0 2.8 4.2 4.1 3.6 1.0 0.4 R .9
Total consm on, 11 2.6 3.1 4.0 3.9 1.3 1.B 1.0 4 3
Yorres. Fi1¢0 Tnuestapnt. 1.5 0.3 1.2 6.8 .7 7.9 8.0 L5 -4 A 7.3
Equioment 8.1 3.6 5.6 10.0 9.9 10.1 %.6 2.4 73 .6 a5
Honres. Canstriction, =147 9.5 7.8 0B 2.6 30 37 63 1.B .1 4.2
Aes. Flaed [nvestment. 49.5 32,7 19.0 6.3 2.1 127 1.3 4.9 .94 .? 43
Exports. -0.9 4.0 1.5 4.0 6.3 5.1 §.7 0.5 4.3 .5 5.1
IMPOTLE . vuivennian 7 S 2.8 2.2 7.2 5.0 5.9 1.2 2.2 1. -6 5.7
Federa) Goveroment .4 %1 -l.8 0.0 5.1 L1 0.6 6.2 3.7 7 .9 4.2
State and Local Govermadnts ......... =0.7 0.9 4.3 1.3 -11 -2.2 9.2 0.0 0.8 -LO 3Ly
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Table 13
.S, Economic Prospects: CONTROL 102682

Actual Estlaxe
1%L %2 1%3 1 185
Major econambe bndteators:
Grde aationsl poouct (parcent change. fourlh guar var fowrth auerter]:
Current dollars . . . . . 9.4 9.4 4.9 10.0 n.a w.%
Constamt {{972) ol . . . . o0 L0 v i e e, -0,3 9.7 4.1 3.9 8 1.5
O defbator (DRreeal change, FOwth quarter over fourth quarter). 9.8 8.6 5.0 5.9 6.2 6.8
Conpyuer Pricy Indwx (pyrcenl change, fowrth quarter ower fourth
arREr ) L) a L e e l2.s .6 4.5 5.8 6.1 6.8
Wmmp| opaani rate (perceat, fourth guarter) 2.5 8.4 10.3 9.4 8.1 7.8
Annwil economic aspmptions:
Grofs netiong) sroducts
Cyrrent dol)arst
Aot .. 2938 »wa m 398 4087
Percent chan: 1.5 s 8.? 0.8 10.¢
Constant (1972] dollars:
AmOUAt L Ll i 1563 L] 1523 159 114
Percent Zhange, WIT Grer jear 1.9 -5 .¢ 4.1 a9
e,
Fersana] incomw . . 2415 251 (32 1067 3365
Nages and LIlria lam 1555 1617 1M 20z¢
Corporate grofsts 2/ (24 m w00 ur 2@
Price Tewul:
@t def \aor:
Lol {1972-100}, 4nnval awerigm 1%.8 2005 2191 232.5 LY
Percent change, ywar ovr sear 9.4 [ $.6 5.1 6.6
Comuner Frice [ndes |/:
Lewe) {19074100] , wnnual average .4 2,1 04,5 2.0 K9
Percent change, pear orwer vear 0.3 6.1 53 [ 6.4
Unaeploment rate:
Tolal, anwd] amtage . 7.6 9.6 8.7 8.6 18
TMured, anawl duerdge . . . . L L 3.5 9 L] 17 3.2
Federal pay raise, Octoder [percent ) 37!
Civilvan e . . 7.0 5.0 5.0
MRy o e B.9 7.6 5.5
tntereat rate, ey Teessuwry bilis (percent) 4/ .0 10.% 9.0 8.8 ,
Deflcre (hLh, oidy. of $'5), 0.0 “H2.2 .57 BN ~122.¢

CP1 for urbun Wige earnery and clevicy] workers. Tuo versions of the [P) are aow publeshad. The 'ndee shown hary |5 that curtently ubad, o5
riquired by lam, In calculating qulomatic cost-oF-11ving tnoreyses for 1nogued Federal orogrwma.

Eacludes the diract accounting affect of the Administralions deprecistion aroposal om bysimesy incomu. altlough ab1 cateqar|es of economse
asmptions do reflect the wegnawlc tmpact of LNIS propotai .

This Indicator eatures nwhploment onder State ceqular UNABBIOMMERE LALUCdnCe 41 § PErCantage of COstred mmpl o et under et progres.
[t dom not Inciude vecIprents of ertended beaefsts onder that progres.

Pay raises tecome effectiw 1nOctober of wach yyur -« the Firgk ment™ of the Fiscal year. s, the dctoter L98) pay ravve will set rew pay
tcoles that i) o ' e(fect during f1scal year 19B2,

Aweroge rate on hev 1sturd vithin myriod. The projections assume tmat interest rates decl ine with the rate oF 1€ Istion and inflgtionary
tapecialions, Thesy projections do not vepresent § Forecast of interest rirres,

Source:  Qudget of the United Steter Gowerrment, Fracel Tear_1903. Office of Mecageaent and Budaet, fetrwry 1942, 00, 2-5. 2-7. 947,
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The patterns of recovery are ingrained in the DRI {orecast, although with stiil a residue of
restraint on the upturn since a gradual recovery is likely to be a goal of policy. Relatively
high nominal and real interest rates, although down substantially frdm previous peaks, will
restrain the recovery in interest sensitive sectors sufficiently to keep the expansion to
about half the pace experienced in the typical postwar recovery.
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The DRI forecast of the [1.S. economy shows a continuing bottoming-out of the recession
for another month or two, then meaningful recovery late this year. Real GNP stould rise
from 2 to 2-1/2% in the fourth quarter, then accelerate to a 3 or 4% pace of growth in
early 1983, picking up speed in the second half of next year as the last stage of the
personal income tax cuts takes effect. The full impacts of the lower interest rates ang
impraved stock market of this summer should impact toward the end of the year and
through most of 1983, provided any upward spike that might aceur for interest rates is
only moderate and quickly erased. The profile of the recovery is mairly a traditional one,
with rises of housing starts and consumption spending [eading the way, increased
inventories contributing to growth in the first half of 1983, and a strong pace of military
spending providing support throughout. Real economic growth is projected at 3% for
1983, although with only a moderate pace of expansion until the second half, 1984 is the
first really good year for the economy since 1978, with real GNP up 4.4%.

The Federat Reserve is assumed to accommodate a recovery until it is in place, then
tighten up somewhat, bringing rises of interest rates in the first half of 1983, Another
rond of declines this quarter from 100 to 150 basis points for short-term interest rates
and 100 basis points in bond yields insures that a recovery will take place. The prime rate
is forecast at L1%, 30-day Treasury bills at 6-1/2 to 7%, and the federal funds rate at 3%
before the end of this quarter. Long-term bond yields continue to decline, reflecting the
realization of investors that inflation rates are now down into rmid-single digits rather
than the 8 or 3% previously discounted into bond prices. The large deficits of {383 and
1984, estimated at from $130 to $16l billion, prop interest rates some 100 basis points
higher than would otherwise be the case, but an assumed heavy reliquefication by the
private sector helps the deficit to be absorbed without further rises of interest rates.
Also, the apparently permanent disinflationary environment is of major help in keeping
bond yields lower. The stock market is projected to cantinue rising, with the Dow Jones
surging into the 1100 to 1200 area over the next year.

These financial market patterns serve to promote a mending of detericrated balance
sheets for households and business. The banking sectar benefits from the lessening credit
risks. The rest-of-the world also is a beneficiary, with lower interest rates abroad
possible without major harm to foreign currencies, thus easing pressure on the world
economies. With some recovery in basic commodity prices, the export earnings of LDC's
move higher. Lower interest rates the world over make the burden of debt service and
loan repayments somewhat easier for these countries, lessening the potential for a dire
crisis of defaults by foreign counties.

The interest sensitive areas in the U.S. economy, housing, autos, and business capital
formation, all show modest rises compared with other periods of recovery. U.S. auto
sales, both domestic and tmported, rise to 8.8 million units in 1983, a large increase over
this year, but far below the 10.6 million umts of 1979. Housing starts mave over 30%
higher in 1983, reaching 1.38 million units, but also remain far below previous peaks such
as the 2 million units of 1378, Business capital formation is slow to respond to the
ymproving economy with no real prospects for a revival until the second half of 1983,
Indeed, it is not until 1984 that a recovery-like pace occurs for real nonresidential fixed
investment. The U.S. trade balance remains negative through the rest of this year and
tnto 1983, before the effects of a weakening dollar cause a reversai. Even then, there is
still a slight negative balance on foreign account.

The outlook for interest rates shows a “down," "up,* then "down," pattern, with lower
interest rates, on average, progressively over the forecast horizon. Interest rates are
lower a year from now than currently and also for most of | 984, The reasons are:
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Table 14
History and Forecast of Key Interest Rates
{Percent)

Federal Fundy..........
3-Montn Treasury Bills,,
3 Month lommercial Paper
J-Hpatn D,
Prime 3ank Lo

Government Jonds, 14,45 )2.10 1305 10.%@ 12,07 12.69 9.4 {0,049 11,51 14,24 1317 057 9.m
Long-Term:
AUesl bty oo, 16,78 6,17 15,02 i2.5% 1310 12,92 12.if 12,37 13.04 1625 15,13 (12,64 11.59
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Critical Factors in the Interest Rate Forecast
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A stagnant economy, with weak real economic growth and rising unemployment
well into autumn, press interest rates lower,

Inflation rates move back down toward the new lower plateau established earlier
this year and act to keep short- and long-term interest rates lower until near year
end, More and more, reductions in expected rates of inflation should help the
financial markets.

The monetary policy stance of the Federal Reserve holds to a relatively tight
position so long as the economy does not drop into yet a longer, deeper recession
than the severe downturn already in place, and until the sharp declines of inflation
are permanent. But the easier tack for monetary policy taken recently should hold
well into the fourth quarter even if M1 is somewhat above target.

Monetary growth remains essentially under control through the rest of the year,
with periodic bulges only transitory in the weak economic environment. The
January and April bulges in M1 turned out to be a transitory occurrence, the
expected summer spike in M1 was a nonevent, and surges this fall will be
temporary with the economy so weak. The aggregates, although more broadly
defined, become important again in the first half of (983,

A resilient dollar, losing only a modest amount of its gains as interest rates work
lower, is a positive facior helping to keep U.S. inflation and interest rates down.

Total credit demands in the private sector ease with the economy in a fuil-fledged
recession this year; there is no big resurgence until 1984, Reliquefication and high
savings propensities permit a relatively comfartable absorption of Treasury deficit
financing this year.

Pressure on the banking system should be lessened for the rest of the year and
during 1983 as business loan demand eases, helping to keep short-term interest
rates down,

The federal budget deficit and Treasury financing will be at record levels, the
biggest negative for the financial markets under the New Fed Policy, but offset to
a significant extent by lower rates of inflation, increased velocity growth, and
reliquefication by the private sector.

Continuing low inflation rates are a possible escape valve from the potential clash
between big deficits, heavy Treasury financing and the restraint of the central bank in
1983 and 1984, with surprisingly low monetary growth an increasingly possible outcome.

The salient qualitative features of the financial forecasts include: 1) declining nominal
interest rates, on average, throughout the forecast horizon; 2) historically high nominal,
real, and real aftertax returns on savings and costs of borrowing; 3) weak private sector
credit dermands, especially by business; 4) a gradual, but steady and extended,
reliquefication by the private sector; 5) no caving in by the Federal Reserve on achieving
sustained lower growth in the monetary aggregate; and 6} a floor under nominal and real
interest rates set by huge federal budget deficits, dereguiation of deposit and loan rate
ceilings, high-cost funding for lending institutions, and risk premia in interest rates from
volatility in the financial markets,

Federal Reserve policy has definitely eased with 1) a lower discount rate despite Ml
above the upper target limit; 2) a wave of bankruptcies threatening a full-fledged
depression; 3) cracks in the domestic and international financial system; &) a tighter fiscal

policy track for the Administration and Congress; and 5) the low single-digit inflation
rates now in place.
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The temporary abandonment of M1 as a guide to policy makes sense since that measure
for money is now so distorted by the effects of seasonal factors, increased liquidity
preference, and changes in deposit instruments. Currently, M1 is $9.7 billion above its
upper bound and M2 exceeds by 512.3 billion its upper bound, However, M2 as well is
undoubtedly distorted, with proceeds of tax cuts flowing into this monetary aggreate ar?d
bulging it higher. For the central bank to automatically tighten monetary policy in
rasponse to excessive growth in these aggregates when the economy has not yet recovered
would be to repeat the mistakes of earlier this year when policy was tightened in Janvuary
and April in response 1o transitory changes in the monetary aggregates, In retrospect, the
effect of this type of monetarism was to prolong the worldwide recession.

Table 16
Monetary Aggregates: Actual and Targeted
1907
Latest S Awa.  delv dum  May  der.  Nas  Fen.  dar
Nl
Lower Bonnd 446.9% 445310 441 B9 143,98 ar,nr 447 'R 411 .76 480 N4 A9.1 %3962

dctual Monthly Lavel 462,70 46080  45R.7n 450, AS[ .40 4§] .54 AST.AR Q4RI £47,30 449 41

Upp=r Baurt 159,07 88K, 12 54,7 452.7] FLLIS] 440, 7] 494 11 AN 14770 A8, 70
o

Lveer Souad 1,987.38 1 888 11 1,RF@0N 3700 1 k{7 @s?,07 | 941,|A  g3a,17 ].&7% 0t
Actual Monthly Loval 1,084,80  04K 30 1,423,440 1,917,090 1,R97.51 | ,R90,0 | GRS, TN RIT,MM mA],0

lanar Sount 1,942,537 1,978,597 1,016,47 1.901,B7 1,999.72 | Q74.7A 1,%81,7)  7ATAA M1

€ar 17110 o ‘9A% A, tarqets are a4 fnllows:
uenr 1] TAFARTAA nrawti ©ATAI2 4. Uapar qemeth arerS S4
Laues ' IArnatod arouwth eato:A . ARes qrnuth Fate:d O

The resulting policy course for the Federal Reserve thus will become more eclectic, with
a flexible "upper limit" monetarism the goal,

" Chart 8
M1 and [ts Targets:
"Upper Limit Monetarism"
{Billions of Dollars, SA)

¥ T T
1980 1881 142 1185 19B4

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



251

The "straying from monetarism” of the Federal Reserve has clarified itself more recently,
The easing of monetary policy through the temporary abandonment of M appears to have
been guite modest, with the federal funds rate still trading above 9% and bank reserves
and the monetary base actually dropping for the week ending October 13, The central
bank is being most vociferous about its adherence to long-run goals of moderate monetary
growth and low inflation rates, although hinting that M| may be abandoned as the vehicle
by which these goals are to be achieved, For the moment, direct indicators of the
economy, inflation, and unemployment will provide the central bank with the necessary
information upon which to base policy. These, after all, are the ultimate targets of the
Federal Reserve. M2, M3 and various credit aggregates will be more closely followed. Of
course, once the recovery is in place, the central bank will again have to face up to how
the monetary aggregates are behaving, perhaps becoming more restrictive if the various
aggregates, including M1, are still above target. The "forgiveness" on interest rates now
to get recovery going is very likely to mean rises somewhere down the road, once an
expansion is in place, unless inflation rates stay quite low.

As for inflation, the back of the price-wage-price spiral of 1965-80 is broken. Inflation
rates are primarily down in low single digits, with the key to sustained improvement. the
performance on wages and productivity growth in 1982 and 1983. The exceptional turn for
inflation rates to lower leveis is also having a major impact on inflation expectations,
with investors in the financial market sensing the fundamentally low pace for inflation
now for several years. The permantly lower expected rate of inflation now being
discounted into the financial markets is a major reason for the huge rallies since mid-

summer.
Chart 9 Chart 10
Consumer Price Index - Consumer Price Index
All Urban: History and Forecast INTERIM!IO!I9 vs. CONTROL 122480
{Percent Change)
(1] 1R FINTERGM (D

T
CONTROLIZ2M0 - - - - - -

The prospects suggest that no quick reacceleration of inflation rates is likely. The
reasons includes

Philips curve tradecff in process on unemployment and inflation— tremendous
downward pressure on wages

record slack in economy—in labor and capital markets, with actual real GNP far
short of potential

anti-inflation paolicy bias

food, oil, energy, and shelter costs under control

productivity growth to rebound.
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nflation rates, and rising joblessness wiil be

Table 17
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Major Euwropean Economies

{Seasonally Adjusted at Annual Rates)

International

low real economic growth, relatively low i

For the international economies, no recover
major characteristics.
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The energy outlook is quite positive for the next few years, Low growth in demand should
prevent any rise, in reai terms, for oil prices until 1984, There will be much less inflation
in energy prices, except for natural gas.

Table 19
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Corporate profits should rebound in 1983 and 1984 after three consecutive years of
declines, but levels will still be chronically low.

Table 20
Profits: Economy, Sector, Industry
(% chg.)*
1980 1981 1am2 1983
Econowy:
Corporate Profits Safore-Tax -0 -4,3 ~25.5 13.8
Lorporate Profits After-Tax 4.4 4.4 -22.5 9.5
Company Profits L2 2.3 +18.0 18.6
Sector:
Auto Related NM L} 120.3
Ut11itfes and Communications 9.3 17,5 1.9
Financial 1.6 6.4 15.8
Niscellaneous Services 5.8 10.5 17.1
Consumer-Househo1d 12.1 &4 1.7
Food end Beverages 5.2 16.3 12.8
Technalogy Related 13.% ~2.1 12.0
Retai] Stores -2.5 7.5 14,6
Miscetlaneous Manufecturing 6.5 8.7 18.5
011 Related 1.1 -8.9 9.7
Specialty Wuchinery -§.8 15.0 110
Primary Processing Nanufacturing -1.5 9.7 0.8
Construction Related -21.8 -26.9 43.0
Metals and Wining 184 -45.3 166.9
Transportation L. L] L]
Industry:
Auto Related
Auto Accessories -30.7 16.6 -28.7 20.5
Tire and Rubber -51.4 200.1 -50.8 21.1
Autooabiles L] 8.2 L} 502.9
Utilitsias and Commmications
as 13.7 2.3 7.2 10.4
Electric Companies 141 1.4 6.6 7.9
Telecommunications 5.7 16.4 5.7 L3
Financial
Swa2)1 Losns 9.2 -39 3.9 20.0
Banks. 1.8 5. -1.4 3.0
Swings & Loans -56.8 L -13.8 L]
Miscellaneaus Services
Restayrants 18.5 3.5 13.1
Publislring 2.2 10.1 0.7 15.8
Ratto-TY Broadcasting 0.0 9.0 -1.0 15.0
\ilﬂu!ni Machines L Food Services =2.0 ~22.1 -18,1 23.7
Hotel & Mote! 3.2 14,7 -18.5 9
Cansumer-Housano 1d
Medical Suppties & Equipwent 12,2 16.4 8.4 5.5
Tobacca 19.4 10.1 1.7 10.5
Cosmatics 5.1 -2.3 2.0 1.7
Orugs. 1.9 5.0 0.3 1.7
Soaps 9.1 5.5 -0.6 10.8
*Sector and Industry Ranked Relative to 1987
Source: I Industry Financist Service
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Despite this cautious optimism on the outlook for the economy, there remains major
hurdles to a potential recovery, First, consumers may continue spending very little out of
the tax cuts and increase saving considerably, given still strong incentives to save through
high interest rates, disincentives to borrow because of high real aftertax borrowing costs,
and high unemployment,

Chart 11
Real Aftertax Return on
Savings vs. Real Aftertax
Cost of Borrowing {Percent)}

ATy AR T
e ]
1L ey - Autes -

-4 T ¥

Second, the mix of economic policy will be a critical ingredient to whether a recovery can
be sustained, A "tighter fiscal-easier money" configuration is better than the original
"loose fiscal-tight money” pelicy mix of Reaganomics. This means that the budget must
be tightened in January 1983, when the FY1984 budget is presented to Congress. Since
further increases of taxes would be detrimental to sustaining the recovery, the most
important remaining possibilities are in reducing spending. The 10% tax cuts for next July
are important to the expansion, thus the Administration and Congress will have to tackle
the entitlements programs as well as the burgeoning expenditures for the military. Tilting
the budget toward a tighter configuration with a compensating ease in monetary policy
will produce lower interest rates and stimulate interest sensitive areas of the economy,
although not necessarily raising overall real GNP,

Table 21 shows the impact on the economy and its major parameters of shifting the mix of
policy to a tighter fiscal-easier money configuration.
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Third, the potential remains for a clash between worse federal budget deficits and
monetary policy in 1983 and 1984, Although most previous years of large deficits have
been associated with declining interest rates, a nonaccommodative Federal Reserve policy
would suggest the potential for sharply higher interest rates given such large deficits.
The key is how much of the new debt is bought by the Federal Reserve, a major buyer in
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most years of heavy Treasury financing (Tables 22, 23).
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Table 21
"Tighter Fiscal-Easier Monetary™ Policy Mix:

$119.1 Billion Package of Higher Taxes, Lower Expenditures

and M1 Growth at Upper Targeted Limits

{Changes relative to baseline simulation "High Deficits"}®

Tours
bl i pt 2
) G
{# o) & 21 2.1
W12 Defiett
M1s, o ®llars, tA) ».a n.s U
Treviory Dot Lanms
L (MMls, of @)es} «37.9 -8
Tratsory 9411 Loty (8} -1.0 -3.2
M= [gtoe Rate o Corp. Bandy OF) 1.0 «1.1
V.5, dovt. Bomo Ratg (£) .2 «1.1
Worigage Comsttment Mate {S) .8 1.0
O Pricy Deftater 0.2 =B.1
T .4 s
Orarp Togamni Tite K
Mousing Starty e .. o
(Mg, of mita) [ N3 [
Bustnasy 71nett IowmttBurt
A‘i:!;: o T dellery, 3AMR) i 1.7
P.\E.“'! E:..""'; A 24 .3 .
Lerg T i3l 2 llw"n
(9418, of 72 m)lars, JAAR) a? 0.8 1.1

rasigant Ky 13 Msmad 1o W  C-ante tetuction In Ta Pasgrsl
Sudgrt daficit thet meathes 32D, l blm- By fiizal LIM. Sprnding reductions
o 7.0 Mt and risen (n taxes ot JS21 BSM1Men are recow -~
sppraved. The Federal Lacerve peouides the 7aserve) MLRITETy to un. Ri te Sts
s DD Shrget Vimity of 53K, SE, ang 4,55 for J0e2, I943, o
Biphter €55caT-anstier maripry poticy nin 94 439w to vn..u the mul rite
€ IRf1st1mn 15 percentagr points By 1882:4, &4 tha Tatlonal gapettation ta the
Thinger W mlicy,



257

. Table 22

Deficit and Interest Rates: Histary and Forecast
u.S.
Govt,
New Bond

(%) £) tssue  Rate (X)

{$ Bils.) Deficit Treasury Corporate &0 Year

NIA Aelative Bin Bond Constant

Deficit to GNP Rate Rate (%] Maturity

1950 9.250 3.2 1.20 NA NA
1951 §.500 2.0 1,52 3.04 NA
1952 -31.625 -1.1 1.72 3.10 NA
1953 -7.075 -1.9 1.89 3,42 NA
195¢ -6.075 -1.7 0.94 2.90 2.64
1955 4.500 1.1 1,73 3.37 2,90
1856 5.975 1.4 2.63 J.68 3.18
1957 2,225 Q0.5 3.22 4,45 3,54
1958 »10.37% -2.3 1.77 4.02 3.48
1959 -1.125 «0.2 3,39 4.77 4.13
1960 3,025 0.6 2.88 £.58 4.06
1961 -3.875 -0.7 2,35 4.42 3.92
1562 -4.228 -0.7 2.77 4.23 3.99
1363 0.250 0.0 3.16 8,25 4.05
1364 -3.27% -0.5 3.55 4,40 4.19
1965 0,52% 0.1 3.95 4.54 4.2?
1366 -1. -0.2 4.85 5.84 4.77
1967 -13.175 -1.6 4.30 5.77 5.01
1968 -6.075 «0.7 5.33 6.48 5.45
1969 8.42%5 Q.9 6,66 7.68 6.33
1970 -12.425 «1.3 6.9 4.50 6.86
1971 -22.025 -2.0 4.33 7.36 6.12
1572 -16,800 -1.4 4.07 7.16 6.01
1973 -5,575 -0.4 7.03 7.6% 7.12
1974 -11.52% -0.8 7.83 8.96 8.05
1975 -§9.300 «4.,5 5.77 9.01 8.19
1976 -53,100 -1.1 4,97 8.33 7.86
1977 ~-45,850 -2.4 5.27 a,06 7.67
1978 -2%.475 -1.4 7.19 8.88 5.48
1879 -16.100 -0.7 10,07 9.86 9.33
1980 -61.375 -2.3 11,43 12.47 11,39
1981 -59.97% -2.0 14.03 15.01 13,72
1982 -137.703 -4.5 10.48 14.17 13.00
1983 -159.680 -4.8 8.94 11.21 11.07
1984 -151,200 -4.1 9,39 10.94 10.65
1985 -140.255% -3.4 10.30 10.79 10.27
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Fourth, the potential of a prolonged downturn from the fallout of failures and joblessness
cannot be minimized. Both are a cause now as well as a consequence of the current long
downturn of the economy, with potentially uncharted impacts on spending since so great a
failure fallout has not previously occured in the postwar period.

Fifth, should inflation actually decline, a process of deflation rather than disinflation, the
potential for the debt deflation envisioned by Irving Fisher will be enhanced. Already, a
considerable number of bankruptcies have arisen because of profit squeezes engendered by
lower prices and still high costs, both financial and real. Widespread declines of prices
could bring about a crash, simiiar to the process that occurred in the 1930s,

Finally, the international economic and financial system problem cannot be minimized,
especially since the mechanism for imposing austerity on countries in trouble has not yet
been established through the IMF and IBRD.

Table 2&
Country Risk Threatens the International Financial System
Country Dedt owed (3 e 1n 1 Yaar Experts Short-term Debt as
Mlg. End of or Less 1982F Percent of Exports
1961) (3 BSla.)* {$ Mis.)

Argentina .0 11,8 (4% 11 107.2
Srazi) 1.0 18.6 (35% 28 6.4
Chile 10.5 4.2 (0% ] M0
Eatt Germany 11.0 6.0 (54.5% a 75.0
Mexrican §7.0 27,9 {#9%) 33 84,5
Peru 5.0 3.0 {60% 5.5 54.5
Poland 15.0 10.0 {b7% 4.0 250.0
Millpines 10.2 8.7 {565 9.0 §1.0
Rowanis 4.5 2.5 (56%) §.0 $0.0
South Kerea 2.0 11.6(58% 2.0 36.3
Yerezue ln 26.0 15.% (61% 11.0 4.5
Yugos lavia 10.8 .0 (B4, 10.8 64.8
*Source: Morgan Gusranty Trust, New York Times, INF
**Percent of owed

These risks all add up to a minefield for the economy in coming months and the necessity
for a delicate application of policy in order to sustain an economic expansion,
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iv. Role of Economic Policy and the Policy Choices

Essentially, Reaganomics and the Federal Reserve policies since 1979 have produced the
results and current position of the economy and financial markets. Now, it is a new twist
of economic policy over the last six months that is restoring the health of the economy.
Just as policy brought about a deep recession of the U.S. economy, 50 will policy be an
essential ingredient to sustained recovery, The tilting of the "loose fiscal-tight monetacy"”
policy mix put in place during 1981 toward a "tighter budget-easier monetary" policy
configuration is @ major catalyst for the recent improvements of financial markets and
eventual recovery of the economy. It will be necessary for a continued tilting of policy in
this direction in the months ahead, This will be an important way to sustain lower
interest rates, revive the interest rate sensitive depressed industries and areas of the U.5.
ecanomy, reverse the prolonged downturn, and to build a base for sustained expansion.

The implication is that the Federal Government must come up with serious new proposals
to cut expenditures or raise revenues for FY 1984 and FY198), Without further reductions
in transfer payments, in particular entitlements, and a retreat on the military budget, now
set to rise at near 7% annual rates, in real terms, a necessary tightening of the budget
will be hard to achieve, Lower interest rates should shave 45 to ${0 billion from previous
estimates of outlays. But without sizeable reductions in military expenditures and new
formulas to reduce the pace of rises in entitlements programs, the federal budget deficit
appears set for NIA deficits of 5150 to $170 billion, The DRI full employment budget
model shows a major swing to stimulus in [983 as a result of the current fiscal programs.

Additional increases in taxes are still a possibility or postponement of the 10% tax hike
scheduied for July 1, 19383, but unless the economy is rising much more rapidly than
currently appears, reducing the personal income tax reductions legislated for 1983 should
not be attempted,

The best optian lies in a somewhat more accommodative stance of monetary policy than
had previously been envisioned by the Federal Reserve, The lower interest rates and
stronger expansion that would arise from pursuit of a more ftlexible “upper [imit"
monetarism would make absorption of the deficit easier and actually encourage a lower
federal budget deficit, Through lower interest rates and a stronger expansion, tax
receipts would rise, easing the defict problem until’a mare gradual approach to reducing
expenditures could impact. M1 growth as high as §-1/2% could be permitted without
damage to the economy or a major reacceleration of inflation.

The key to getting through the next few years without a major failure of policy lies in the
infiation patterns that emerge in the recovery, Should inflation rates hold in fow single
digits, then the central bank can permit an easier monetary policy, stimulating real
economic growth and helping to himit the deficit. If there is a relatively quick
reacceleration of inflation, the economy would be thrawn back into a stop-go
configuration, facing the same insoluble dilemmas as before. Thus, the focus for policy in
coming months should swing back to methods by which wage and price inflation can be
prevented from reaccelerating at all with so much slack in the economy.

Incomes policies, a TIP, and guidelines remain alternatives worth considering especially
given the current siack in the economy. Tax incentives to restrain wage costs, as a
"disinflationary” shock, is my own favorite. Micro-oriented policies to hold down wage
and price inflation in the backdrop of a gradually recovering economy need to be
examined, e.g., a reduction in minimum wages.
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There appears to be no other choice than to encourage only a gradual recovery in the
economy so that inflation rates will remain low and productivity growth move sharply
higher. A large amount of slack in labor markets may well produce a much greater
cyclical upswing in productivity growth than is currently expected. This, along with
continuing downward pressure on wages, would reduce unit labor costs substantially and
permit a long, sustained period of reduced inflation to be in effect. Interest rates could
then remain stable for quite some time, permitting a very strong economic expansion
toward the mid-1980s. By that time business capital formation would be on-stream again,
with supply-side benefits aiding to promote sustained expansion. A gradual expansion has
many virtues with the single drawback of sustained high levels of unemployment, Over
the longer run, however, unemployment ratas might average lower if inflation and interest
rates were sustained at relatively low and stable levels for a couple of years.

Y. Concluding Comments

The U.S. economy is headed for a recovery because a fundamental turn in the financial
markets is underway. The uncertainties now focus upon !) the lags between the turn in
the financial markets this summer and the timing of its impacts on the economy: 2}
whether the feedback effects of failure fallout and joblessness on confidence and spending
would mere than offset the stimulus of the lower interest rates, stronger stock market,
and July 1 personal income tax cuts; and 3) the choice of policies to sustain expansion
without reigniting inflation. A major reacceleration of inflation would cause any new
expansion to be aborted, so must be avoided,

So far, the process since the sharp declines of interest rates began in midsummer appears
quite familiar. Large reductions in short- and long-term interest rates preceded a major
stock market rally by cne to two months. Housing activity and retail sales are beginning
to move higher. Balance sheets are being refiquetied, borrowing costs are down, and net
worth positions are strengthening. Past experience suggests that impacts on the economy
should appear by year end and into early 1983 sa long as the Federal Reserve provides
accommodation through current ievels of interest rates or somewhat lawer interest rates.
Subsequently, the pace of inflation will be the key to whether the expansion can be
sustained, A reacceleration of inflation would bring sizeable rises of interest rates and an
aborting of the expansion. Sustained low inflation rates in mid-single digits or below
would permit expansion to continue, albeit uneven, but steady throughout the next two
years.

The major risks to recovery inciude the huge fallout of business failures, financial
institution difficulties, joblessness, and international financial market repercussions of the
long downturn in the LLS. economy, 3ince the recessions of the past three years were
brought about by high interest rates, the particular deterioration in financial positions of
institytions in the United States and abroad is dangerous to a potential recovery. A
continuing rash of failures, credit losses for financial institutions, foreclosures in the
household sector, and default by foreign countries could bring about a mini-version of the
1930s. However, now that the Federal Reserve has begun to accommodate a recovery,
the odds on such an event must be assessed at less than several months ago.

The major policy problem for the United States and world economies will most certainly
be joblessness. The emerging trends are similiar thoughout the world, generally lower
inflation rates and rising unemployment. Of course, this tradeoff has always been a major
policy dilemma for the modern industrialized world. But now, a new opportunity affords
itself 1o devise policies to sustain expansion without reaccelerating inflation,

The early years of growth will be relatively easy, since slack in most economies is so
great and the downward momentum on inflation so pronounced. But the trick will be to
devise macroeconomic and microeconomic policies to accelerate the growth in supply,
maderate effective demand, and reduce the core of costs that prop inflation rates, A
first necessity is for a restrained expansion in the economy, one that fully permits a
complete
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reliquefication of the private sector and increases in potential output that are not far
behind the rises in the real economy. A second pillar of policy will be continued monetary
restraint in the form of gradual targeted reductions in the permissable growth for nominal
GNP. A third necessity is for a continuing tightening of the federal budget, certainly in
spending and perhaps also through raising taxes. Reductions in the indexed entitiement
programs are absolutely necessary, the military budget must grow more slowly, and
personal income taxes should not be indexed in 1985 and beyond. The costs controls often
used in the private sector need to be applied, in a sustained manner, to the public sector.

Finally, another look at wage-price incomes policies is in order. Tax incentives to lower
wage costs would produce a disinflationary shock and promote declines in both
unemployment and inflation. Microeconomic policies that impact on labor markets and
reduce laber costs are another possibility. Lowering the minimum wage is a policy that
deserves new consideration. ‘

Will Reaganomics succeed? Table 25 shows the scorecard-to-date, a rather dismal picture
of the state of the economy compared with early 1981. The only good grade is on
inflation; in virtually every other area the Reaganomics program has not yet succeeded in
achieving its goals.

Table 25
Reaganomics: The Scorecard to Date
Chyg. Since
1981:1 1982:3F 1961:1
or (% Chg, or
Latest percentoge points)
The Econcmy
Real GWP
(Bits. of 72 $s} 1,58 1,481.3 ~26.5; -1.8%
Growth Rate 7.9 0.8
tadystrial Production
Growth Rate a.3 5.9 -14.2; 4.9
1nflation
[mplicit 5P Deflator
¥ Cha. 10.% 6.2 =37
CPI-

¥ Cheg, .7 1.3 5.4
Unemployment Rate 7.4 10.1 2.7
#oney and Interast Ratms

M) % Chg.) 10.3 10.8%" 0.5
Prime Loan Rate (%} 20,2 12.0 -8.2
New High-Grade Corp.
Bond Rate (X} 11,5 12.8 =0.7
Stack Market
5P 500 132.97 134,44 f.1z
Federal Government
Nondefense Purchases
(Bi1s. of 72%'s) 36.9 33.7 -3.2; -8.7%
Growth Rats (X} 0.8 20.9
Defense Purchases
(Bils. of 22%'s) .0 8.8 7.8; 11,08
Growth Rate (%} 3.2 2.3
Federal Spending/Real GNP
[Percent ) 23.0 2.7 1.7
Deficit (NIA)

(8ils, of $} =39.7 -147.7 -l08.3
*1681:1 15 first guarter or Firsk month; £9A2:2 refers to the latest month available
or third quarter estimate,
=*Sepltembar estimate

However, the bottom-line is the finish in 1984, not the start in 1981 or 1982. By then, the
DRI forecast shows the major parameters of economic performance moving in the right
direction, although not fully successful. There is more room for optimism now that at any
other time in the past two or three years, if only the policymakers stay on the current
track and external shocks do not interfere with the turn in the econminy that now appears
to be in prospect.
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Representative Reuss. Thank you, Mr, Sinai, and thanks to all the
members of the panel.

TUNEMPLOYMENT OUTLOOK

1t is a depressing tale on unemployment that you all have to tell
us. The most optimistic of the five witnesses, Mr. Sinai, says that
unemployment is terrible and it's getting worse. He points out that
the current rate of 10.1 percent understates the problem and that
it actually is something like 14.1 percent. Mr. Sinai further points
out that it is going to get worse, and very much worse, if the recovery
is anemic.

Is there any member of the panel who thinks Mr, Sinai is being
too pessimistic about unemployment ?

FOURTH QUARTER GNP GROWTIL

Let’s Jook then for a moment at what is being advertised as a ray
of hope; namely, the fact that gross national produet in the third
quarter didn’t go down; it barely went up by a hair, aceording to
today’s preliminary estimate. But the reason it didn’t go down is that
inventories were very considerably increased. In other words, the
business world believed the Reagan udministration when it said that
prosperity is just around the corner and a roaring boom is going
to happen and then they got ready for it, but now they are stuck
with excessive inventories, What does that portend for the fourth
quarter in terms of growth?

Mr. Evans. I think that real GNP will be down approximately
2 percent in the fourth quarter, I think we’ll basically have little
change in final sales, just as we did this quarter, but that inventory
investment will be reduced substantially.

INVENTORY INVESTMENT

Representative ReTss. Aren’t business and industry, having shown
remarkable faith in Mr. Reagan, increasing inventories in the third
quarter, going to believe him when he says that the stock market
improvement signifies that recovery is at hand ? And aren’t they going
to increase their inventory even more waiting for the new boom !

I’m trying to get some ray of hope out of this mess.

Mr. Evans, Well, I think they have pretty much given up. Three
months ago when I traveled around the Midwest and talked to clients
they were more optimistic than I was, I think in the past 3 months,
with no improvement at all in sales in the third quarter, they have
become more pessimistic. We see this in the sharp turn in new orders;
we see this in the sharp reduction in the Commerce Department survey
of business anticipations.

I think most businessmen are now saying for the first time we're
going to let somebody else go first, we're just going to retrench and
wait for some other sector to lead us out of the slump that we are in
and then maybe we will start thinking about expanding,
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CONSUMER SPENDING

Representative Reuss. Turning to a related point, Mr. Ratajczak
made an interesting point when he testified & moment ago that con-
sumption is at a postwar hif{h relative to gross national product.

Mr. Ratarczak. Well, at least in terms of post-Korean conflict.

Representative Reuss. Post-Korean, right. The last quarter century.

Mr. Rarasczak. Last 35 years. )

Representative Reuss. I'm trying to bring this into focus. Obviously
the poor 14 million unemployed aren’t adding to consumption; the
people who are working in the lower middle class are not adding
appreciably to consumption. Could it be that the big buying spree one
reads about on Rodeo Drive in Beverly Hills and the great increase in
imports of luxury goods, Mercedes and what not, means that Mr.
Stockman’s Trojan Horse proposition is now coming true? Namely,
that with large discretionary income being put in the pockets of the
top 5 percent of income receivers they are now spending it in a very,
very rapid fashion, and that that answers the mystery of why, when
all 18 gloom, consumer expenditures apparently are at a post-Korean
war record high in terms of GNP ¢

Mr. Ratasczax. Well, we have noticed for some time that there has
been a split consumer market. The high end and the low end have both
shown some strength, the low people going to the discount houses, the
high end going into the boutiques, with the middle of the range shaw-
ing considerable weakness. Lately, however, the high end has started to
go to the high end discount houses. So that we are, in fact, starting to
see a little bit of convergence there.

Some of the luxury items, such as boats and planes, are deeply
depressed, although there is no question that the home entertainment
produets, the personal computers are well above projections at the cur-
rent time, and they do get into the consumption stream.

Mr. Bator, May I say something about that, Mr. Chairman. I
haven’t looked at the figures, but one reason why real consumption in
relation to the real gross national product is up is because the real
gross national produect is down, because the other components of the
gross national product are down. Business fixed investment is miser-
able; so is residential investment; net exports are down. The major
reason why the .consumption-gross national product ratio is up is be-
cause the economy is in miserable shape. The built-in counter-cyclical
increase in the budget deficit during a recession—a consequence of
the decrease in tax collections and the incrcase in unemployment com-
pensation, et cetera—cushions the decline in personal disposable in-
come. That in turn helps contain the decline in personal consumption.

CAPPING THE 1983 TAX CUT

Representative Reuss. You can keep the mike, because I want to
turn to a point you made which follows from the progression of our
thinking.

You've made the recommendation that the third-year tax cut, the
10 percent due next July 1, 1983, be accelerated to January 1, You ob-
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viously make that recommendation with the realization that there
will be a lame duck session of Congress. If a certain configuration in
the voting patterns appear, the Democrats are likely to be less supine
than they have been, and conceive of themselves as people who have
some sort of a duty to get unemplovment down and not let the terrible
situation which you all have painted come to pass.

You’ve recommended the acceleration of the July 1, 10 percent tax
cut to January 1. Would not your recommendation, which I find econ-
omically attractive, be even better if you provided that there should
be a cap on the tax cuts, so that while the full benefits go to the aver-
age person, inconme remplents making more than §50,000 should have
the tax cut leveled off so that they don’t get an inordinate addition to
the big tax cuts they got in the early years? In the 1981 tax act those
with income over $50,000 got a big reduction in the capital gains tax
right away, and a huge reduction in the top bracket, from 70 to 50 per-
cent, right away, Wouldn’t the billions of dollars that such a cap
would realize in revenues be an excellent signal that Congress was
sertous about getting the out-year budget deficits under somewhat bet-
ter control ¥

Sure, you may say yes, but that attack on out-year deficits depends
on “hat you do about spending and a number of other things. But
here is an opportunity in this lame duck session to not only bring
to focus more demand via aecelerating the tax cut now when it is
needed, but an opportunity to get the out-year budget in better shape,

Would you accept the Reuss gloss on either proposition?

Mr. Baror. If it were entirely a question of fair income distribu-
tion, I would like it, Mr. Chairman, especially in the light of what
the Reagan-Volcker inflation-curing recession, and the 1981-1982
Federal tax and expenditure changes have done to the distribution
of real income. Moreover, a tax reduction aimed at middle and lower
income-groups would induce a little more extra consumption spend-
ing, and that is the purpose of advancing the effective date to Janu-
ary 1. However, is the Congress likely to adopt a complicated tax
measure during late November, as distinct from a simple measure?
Advancing the effective date of the personal income tax cuts now
scheduled to go into effect on July 1, 1983, so as to make the effective
date January 1, seems to me a relatneiv simple act. I would not I
think want to lose the macroeconomic stimulus because the Congress
got bogged down in a debate on tax structure and tax reform.

MIX OF FISCAL AND MONETARY POLICY

Representative Rrrss. Mr. Sinai, your relatively less depressing
view of things than your colleagues at the table was due to bits of
hope which you obtain from two recent events. You said that the
fiscal-monetary policy mix, which was atrocious, with a very loose
fiscal policy and a very tight monetary policy, appears to have been
improved. Your evidence of that, which I find unexceptionahle, is
that on the fiscal side Congress, led by Republican Senator Dole, did
put a $98 billion revenue ralsing tax measure on the books, and on
the monetary side the Federal Reserve is obviously easing up on its
super tight monetarist fetishism. Everybody concedes that.
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My question to you js this. In neither the field of supply-side fiscal
policy, with which the tax increase is associated, nor in the field of
monetary policy, with which the retreat from monetarism is associ-
ated, has the perpetrator admitted that they have been doing wrong
and showed the slightest sign of permanent attitude improvement.

For example, President Reagan keeps saying he won’t yield an
inch on military expenditure or on taxes. The Fed persists in stating
that there has been no change, that the rule under which they have
been operating, which has been “though shalt loock at the monetary
aggregates and the monetary aggregates alone,” is still their rule of
life. So I just ask you, doesn’t your relatively less gloomy projection
encompass a permanent change of attitude, whether self-generated or
enforced by outside forces on the part of the perpetrators of the super
easy fiscal-super tight monetary policy mix?

Mr. Sivan Yes, 1 think actions do speak louder than words, and
1 have watched very carefully the President’s stance on the loose
fiscal issue. I recall back in January, I had some very chilling words
for this committee, that if they stayed on the same policy track, that
is the President and the Chairman of the Fed, that they were risking
an unprecedented collapse, unprecedented for the postwar period,
and those were very gloomy and chilling words.

We did go through 6 months of that, Unfortunately the compro-
mise, the tilt of policy to u tighter fiscal-easier monetary policy stance
didn’t come until midyear. I think that is one of the reasons why we
are still mired in a no-recovery stage of growth,

But T do think actions speak londer than words, and the President
did make a major turn and very publicly supported the higher taxes,
and that is significant, because I don’t think he can really reverse field
again after having reversed field once within a very short time on that
issue.

So, I think he is going to be a proponent of tighter budgets, bal-
anced budgets, and really mean that quite seriously for coming months.
He may say that he doesn’t want to cut military spending and he
doesn’t want to postpone the tax inerease, but I do think the Congress
has to be very tough on the military spending side. As an economist
and as a layman it is kind of inconceivable to me that there are not
efficiencies to be gained in a military budget that’s going to grow at
T percent in real terms for the next 3 years. And I do think the Con-
gress has to stand up and take a very strong stand on that, because
that is an area that can be cut. It can be cut without compromising
our national defense,

Now, as for Chairman Volcker, too, his actions speak louder than
words, T don’t think the central bank wants to preside over another
Great Depression, or major depression, and the Fed has eased, despite
what they say, and I think they will remain aecommodating. So there
is really a permanent change in their positions. But why?

If you really look at the economic world, there are a couple of funda-
mental facts of life that make it easter for both the President and
Chairman Volcker to take a new stance. It is that inflation rates—
we really have broken the back of that horrible inflation of 1965-80.
You know, we have so much slack in the economy now and in the
labor markets there is virtwally no way to reignite inflation fast
in the next several years, and in that kind of world the tilting of
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policy priorities really does change, and I think that has now hit
home to the Fed. They have basically mastered the inflation battle
and they now have much more leeway to be accommodative and we
think they will essentially follow that path. And that’s part of the
relative optimism on our part here today. ‘

Representative Retss. You've been a valued adviser of us all for
a Jong time, and I think what I hear you say to us in the Congress is
that we’ve made a good start in telling the Federal Reserve, “Don’t
just look at the monetary aggregates. That’s what has been ruining
us,” And in telling the revenue authorities, *You've got to collect
<ome more taxes, otherwise the budget deficit is way out of control.”
Here I refer to Congressman Addabbo of New York, chairman of
the Subcommittee on Defense of the Appropriations Committee, who
vows that in the lame duck session he will move meaningtully with
measures to reduce the rate of increase in military spending.

So those are things that Congress has been doing. I take it what
you are saying is that Congress has not been doing all that bad and
that you encourage us to attempt more of the same.

Mr, Sixar. Yes; absolutely. The budget impasse was g failure to
compromise on the budget and a monetary poliey, and it's like all solu-
tions, every side has to give a little bit, and I think you really must stay
on that track. Just as proof of it, if vou recall, the financial markets
turned so negative just after the President’s program was passed in the
summer of 1981, and then the financial markets really did deteriorate,
looking at those large deficits in the face of the new Fed policy, which
would not accommodate them.

Notice how well the financial markets reacted the next day after the
President made his speech and Clongress supported it. In fact, there
was bipartisan support of that tax increase. And notice how the finan-
clal markets and stock markets have responded to the tilting of policy
in the other direction in the summer,

Investors really do know something about the processes by which
healing takes place, and I think the President actually can justifiably
take some solace in the positive reaction of the financial markets to
these moves. I would encourage you to stay on that same track of
keeping the budget tight and easing up some more monetary policy,

Representative Reuss, Congressman Mitchell.

WAGE AND PRICE RESTRAINT

Representative MrrciieLr. Thank you, Mr, Chairman.

I appreciate hearing from all of you, and I must confess that with
the first four witnesses I could not help but think of a bit of seripture
that said: “Is there no balm in Gilead; is no physician there?” And
then when we get down to Mr. Sinai, he offers us a balm, which is
probably just a little bit better than Vasoline or some sort. I must
confess that I share your pessimism.

Mr. Bator and Mr. Sinai both alluded to the necessity for some kind
of wage restraint, and that may well be required. I’m not sure that it is.
But on the other hand, in my epinion prices were abnormally high
even before this enormous inflation set in. Why is it that you do not
argue for some kind of price restraint also? It seems to me that these
two are inexorably linked. Why should we just fall on one side, on
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wages, rather than looking at the essential linkage? Would you recom-
mend some kind of a price restraint ?

Mr. Sixan. Well, my own feeling has been that tax-based incomes
policies would be helpful. If we would put that on the wage side we
would reduce one of the major cost-push clements in inflation, That
plus increased productivity growth would lower unit Iabor costs and
price inflation would fall sufficiently so we would get real wage growth
for most people.

The cost-push phenomenon is part of the terrible inflation of 1965-
80. That's really perhaps the major reason for that.

Representative MrtcuerL. I think I mentioned that in my humble
opinion prices were significantly high even before the inflationary
spiral set in, and, therefore, it would seem to me to be incumbent on
all of us to think about restraining both ends in some fashion.

Mr, Bator, do yor have a comment, sir?

Mr. Bartor. Yes, sir. Prices, relative prices, play a very important
signaling role in the eeconomy. Much of the jump in the speed of in-
flation during 1972-75, and 1979-80, was caused by the big increases
in the price of oil, food, and other raw materials, The fact that
QOPEC increased the price of oil was not a good thing for us; it was a
very bad thing for us. But since there was nothing we could do to stop
them, it was very important that that increase in the real economic
cost of o1l to the United States be reflected in the final energy prices
faced by American businesses and consumers. For that to happen,
with other prices generally sticky downwards, the entire price level
had to rise. Trying to suppress that kind of transient inflation by con-
trolling prices produces enormous economic inefficiency.

On the other hand, in the absence of any large supply-price shocks
like that, and as long as we make effective use of fiscal and monetary
policy to avoid excess demand and excessively tight labor and goods
markets, the general price level will tend to move in line with normal
unit labor costs. If we can make normal unit labor costs slow down,
the price level will slow down,

In order to slow down normal unit labor costs, one has to shrink the
gap between the rate of increase in money wage rates, and the trend
rate of increase in average labor productivity. The rate of increase in
trend labor productivity can be altered only very gradually and by
small absolute amounts. That leaves wages., There are only two ways
to slow down wage increases. One way 1is to use fiscal and monetary
policy to produce a recession and an awful lot of unemyployment. That
15 what we are doing now. It is a very costly method. The alternative
would be to restrain wages directly by some kind of a wages policy.

Now, why not be fair and put controls on prices also? The danger
is that if we do adopt some kind of price controls as well, as distinct
from very general price oversight, we will interfere with the work-
ing of relative prices. That would soon produce a mess of shortages
and excess supplies, After a year or two, the control system Wouldaﬁe-
come discredited. That’s what we did in 1971-73.

To balance wage restraint in a politically acceptable way, we should
perhaps think about controlling dividends. It's not clear that that
would do very much harm. But I would be very careful about impos-
ing any kind of direct restraint on prices. It might once again dis-
credit the whole scheme.

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



269

Representative MitcneLr. Let me say that T certainly was not en-
visioning or contemplating a kind of a wage-price control fixed in
some bureaucratic setup. You suggested wage restraint, and I'm mere-
ly suggesting price restraint. Perhaps I'mi just being cbstinate this
morning, but as a tyro in this field of econemies T find mvgelf in dis-
agreement with you.

And as an aside, 1 must point out that it's almost un-American to
talk about 6-percent unemployment as being acceptable, but that’s
what we're doing right now.

RELIQUEFICATION

Mr. Dalio, I was faseinated by your testimony. You were even more
grim than the ghost of Hamlet's father in these proceedings. But I
was struck by something. It was really very important. it seems to me,
and that was your siatement that we had to move immediately, we
had to achieve immediate reliquefication, and I think almost every-
body on the panel would agree with that. But how? How do we do
this? If you were captain of the Zitanze, what orders would you give
in order to achieve iminediate reliquefication ?

Mr. Davro. I think one of the things that we have got to recognize—
I would say I would be in agreement and disagreement with Mr.
Sinai. I would be in agreement in that monetary policy has hasically
been myopic in that it looks at aggregates when it is interested in
fighting inflation, and it looks at interest rates when it is interested
in trying to stimulate the economy.

Instead, it would be a good idea if they looked beyond those targets
and pelhaps set levels of cconomie activity and levels of inflation as
targets. And if you did that when the economy was too weak and
inflation, you were oversucceeding your battle with inflation, had a
lower level of inflation, then you might be more inclined to turn
stimulative. In fact, if they had followed those policies they would
have turned stimulative before; they wouldn’t have made the error,
which I think is most fundamental, of perhaps overlooking the decline
in the velocity of money.

Where I would disagree with Mr. Sinai is in the fundamental
tradeoff between inflation and economie activity. When we have high
levels of inflation, that is the primary target, and we find our way
of how we can keep the economy robust while we dispose of inflation,
and now when we dispose of inflation we see how we can stimulate
the economy without rekindling it,

If you turn to chart 4—I think there are some fundamental rela-
tionship here. Chart 4 is at the rear of my prepared statement, Al-
though it has been mentioned that inflation got a goose up because
of the bad harvests and the oil crisis, I should like to point out by
observing chart 6 that there has been a steady increase in the rate
of inflation, from 2 percent in the 1930%s, from 3 percent on average
in the 1960’s, T percent on average in the 1970’s, and then we had the
sharp increase at the appointment of Paul Volcker.

In fact, the level of inflation doesn't necessarily have to reflect
higher oil prices or higher costs, because if money supply were kept
constant, if we lived in & world where people had the same number
of dollars to spend, so to speak, although they would have to be spend-
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ing more dollars for oil, they would have to by constraint, or the re-
striction of the number of dollars. spend Jess money elsewhere, So that
most of the movements in the inflation rate are directly attributable
to movements in the money supply.

The cconomy now is so illiquid—I think that this is one of the most
important things. We all agree that the outlook is essentially for a
flat economy.

What are the implications of a flat cconomy? ITow long can the
economy sustain operating at 70 percent of capacity, or less than 70
percent of capacity, without triggering a bankruptey crisis? What
are the implications?

My numbers show that you would have a 50-percent increase over
the next 6 months in business faillures as a result of a flat economy.
How long can the steel industry operate at 39 percent of capacity
and so on?

In answer to your question, I would say that if I were sitting in
that position I would try to formulate a policy that recognizes that
there is a tradeoff between inflation and rate of economic activity,
and that I would try to set targets for both economic activity and
the inflation rate, and any time the inflation rate fell below those
targets and the economy was weaker I would turn more stimulative.

I would like to add ene point. As far as the Federal Reserve becom-
ing stimulative, there are various degrees to what that could mean;
there are various degrees to becoming stimulufive. I think we have
an economy which is teetering on what I call failure. In other words,
if lenders become more cautious about making loans, and if the flow
of money to those who need it the most is constricted because of the
high fallure rate, you will have a bankruptey crisis which the
economy as a whole can’t avoid.

The Fed has basically taken a posture—you can see it in open
market operations and so on—of turning very modestly stimulative.
By that I mean they will come in the market as net buyers when Fed
funds get down on the order of 91} percent and the like. So they have
turned very, very modestly stimulative, To me the risk is so much
greater of a downturn from these levels than an upturn from these
levels and inflation being rekindled. The fact that there has been
virtually no response to the stimulation that has taken place so far—
if anything, you look at the numbers, there’s weakness—would seem
to indicate to me above all else we have to avoid the possibility of
a sharp decline in economic activities from these levels caused by a
bankruptey crisis.

So if 1 was running monetary policy I would definitely run it with
the hope of trying to avoid that type of error, becoming much more
stimulative.

I also agree that too much attention is being placed on the aggre-
gates and not enough attention on the velocity of money and not
enough attention on credlt, as a whole. So that T would like to see
more attention being given to nominal GNP rather than just simply
the money supply components of that.

Representative Mrrenrie, Mr. Bator seems to be involved in dis-
agreenient, and before you respond—I know that the hour is late,
and I have made copious notes, have many questions—I would like
to raise just one more question in another area after my friend who
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is involved In apparent violent disagreement with you has an
opportunity to speak.

Mr. Bator, weren’t you in disagreement? You seemecd to be in dis-
agreement with several of the things that Mr. Dalio had to say. Or
was I misreading you?

Mr. Baror. 1 liked Mr, Dalio’s conclusion, sir, What he said at the
very beginning troubled me a little. It also shows up in his prepared
statement. And that is the notion that somehow the Fed faces a
terrible dilemma.

In order to support a decent recovery, business balance sheets have
to be—it’s a terrible word—*“reliquefied.” I agree, The Fed's role in
that is to make sure that the supply of money grows fast enough to
keep real interest rates from going up and, in my judgment, fast
enough to make real interest rates go down some more. To support
even a very moderate recovery: 1 point a year improvement in the
unemployment rate, real output has to grow by 4 to 5 percent each
year. With the core inflation stuck, I believe, along that path at, say,
around 5 to 6 percent, total nominal spending would have to grow at
9 to 12 percent. For that, the Fed would have to increase the money
supply a lot faster than by 5 percent a year.

The question is: Will such a faster growth in money supply neces-
sarily rekindle inflation in the sense ot making the core inflation rate
go up again? That is where I disagree with my colleague. There is
no automatic year-by-year connection between money supply growth
and the price level. ‘The current rate of change in the price level is a
function of the recent rate of change of inHation, and tightness in
labor and goods markets. My judgment would be that if, during the
next 3 years, we follow a path of gradual recovery, 4 or 5 percent
real growth a year, and a consequent reduction in the unemployment
rate by a point a year, that then, whereas the underlying rate of
inflation would probably not improve, I doubt that it would get much
worse. It would not get much worse even though money suppty would
be growing at 7 or 8 percent. Of course, if we should get hit by another
big increase in oil prices, all bets would be off.

So, assuming no oil price shock, I would be a good deal more opti-
mistic than Mr, Dalio with respect to the inflation-recovery tradeoff.
Money supply growth fast enough to support real growth of 414 to 5
percent during the next 3 years would not, in my opinion, cause infla-
tion to reaccelcrate.

Representative MircuHELL. Of course, I'm a little discouraged,
though, when you talk about a modest reduction in unemployment.
Because unless this Nation had abandoned all its compassion and
sympathy, a 1-percent reduction in unemployment is going to still
leave us paying out $25 billion to $30 billion for the other 10 percent.
Therefore you are almost building into your fiscal side a permanent
kind of burden that would obvicusly be alleviated or diminished if
we were more vigorous in our pursuit of reducing unemployment.

FEDERAL RESERVE POLICY

Let me just get in one other statement. It seems inevitably threaded
throughout your testimony and the question and answer period that
we come back to that pristine, pure, Promethean entity in Government
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known as the Federal Reserve, And you, Mr. Sinai, have indicated
that you believe the Fed has shifted, will retain that shift and will
sustain a policy that would be supportive of a recovery. Yet, at best,
someone has deseribed Mr, Volcker as being characterized by am-
biguity, At worst he has heen described as being locked into an in-
flexible position. I just have some concern about your optimism,
primarily because it seems to me that you are assuming that this recent
shift was absolutely devoid of any political implications. You know
what T mean,

Mr, Sivar That’s really something I can’t speculate on,

Representative Mitcriern. Well, T think we are forced to speculate
on that.

Mr. Sivan There is a coincidence there, But the faets of the state
of the economy

Representative MircnerL, Well, I'm almost ready to assume that
there is a correlation, but be that as it may.

Mr. Sixan The lack of recovery and the state of the economy and
the improvement on inflation was so great that I think any central
banker—and I think this is more than Chairman Volcker—would
feel a little foolish in pursuing a policy that said “thou shalt decrease
reserves and increase interest rates” when they could see full well what
the state of the world was. Now the fact that it falls 114 months be-
fore the elections may or may not be the reason why they did it. But
the economic facts of life were very clear, and the Federal Reserve
did what a central bank should. It doesn’t want to preside over a
major depression.

The guestion of permanence of that, I think again they will find
out as they study it—and I think they are finding this out already—
that the policy they followed that worked so well to cut inflation rates
down so fast, faster than anyone expected, are just no longer appro-
priate in the kind of economy we now have, and they will find a way
to tilt not fully away from the new Fed policy of October 1979, but
in a direction that will give us a recovery that we can all see. Then
at that point they have another problem to reassess.

Representative MircHeLL. Well, I just hope your speculation is
right. I recall under Chairman Burns, when there was some slight
variation in monetary policy at the prodding of the Congress, and
then at the first epportunity he immediately seized the chance to re-
vert to a money policy that I think was nimieal to the economic
growth of this country.

Maybe you're right.

Mr, Siva1. Well, you know, Congress has the responsibility to keep
offering its views and advice. With regard to monetary policy and fis-
cal policy and the budget, I would enconrage the Congress to take
very forceful stands on what you think is right. It can have an im-
pact, and vou should do it.

Representative MrrcHerL. I thank you, and I thank you for your
faith in Chairman Volcker’s rebornness in monetary policy. I hope
you are right. I have reason to suspect that you are not.

Thank you, Mr. Chairman.

Representative Reuss, Thank you, Mr, Bator, Mr. Dalio, Mr.
Evans, Mr. Ratajezak, and Mr. Sinai. You have, as we expected when
we invited you, contributed enormously to our education and helped
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us in our determination to do a little better in the future, starting
right in the lame duck session.

We now stand in recess.

[ Whereupon, at 12:25 p.m., the committee recessed, to reconvene
at 10 a.m., Wednesday, November 24, 1982.]

[The following information was subsequently supplied for the
record :]
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SHARE THE WORK COALITION

We represent the twenty million unemployed persons of the Free World

Wallace D, Barlow 6210 Massachusstts Ave, Tel: [301) 229-6066
Executive Direcior Washington, D.C. 20016 Cables: Intresecon

PREPARED STATEMENT OF WALLACE D, BARLOW, EXECUTIVE DIRECTOR, SHARE THE WORK
COALITION, FOR THE JOINT ECONOMIC COMMITTEE OF THE UNITED STATES CONCRESS,

Subject: The Unemployment Problem

We are strongly opposed to the many temporary eolutions which have been proposed
for the unemployment problem. We are not dealing with a situation that changes with th
bueinesg cycle. The real need iz for job careers, not for temporary joba.

A summary of our proposal follows:

1l'l‘he simple, cheap eolution to the unemployment problem ie to increase the labor

content of the goods and services we produce. This can best be done by a discriminator:
corporation tax, The rates would be inversely proportional to the labor content of eacl
industry. The industries that employ many humané and very few robote, would enjoy a mu
lower corporation tax.

For sixty-five years, the corporation tax burdem has been carried on rthe backs of
the labor-intenaive Industries. (In 1980, the taxea actually paild were at the rate of 3:
for the labor~intensive industries and only 197 for the capital~intenaive Induatries.)

The Share the Work Coalition now proposea legislationm to TILT THIS TAX IN THE
OPPOSITE DIRECTION! 'The result: The employers, in order to aurvive, would chose more
labor-intenaive modea of production, This CAN be done, without wiping out the "high
technology" industries. The cost? Zero; aince the average corporation tax rate would
remain at 467.°

In the last election wa polled the Pederal candidates, The affirmative vote of tt
respondents was in the high 80's, An adequate number of the winners are pledged to the
support of "TILT",

We respectfully request that thia letter and the attached article, "FEDERAL TAX-
ATION IS TILTED IN FAVOR OF THE CAPITAL INTENSIVE INDUSTRIES" be fnmerted into the
record of your October 15/16 hearinga,

Very truly yours,

gttty S Bansns™

Wallace D, Barlow

Enc: Article presented at the Atlantic Economic Conference onm October 10th, 1982,
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Telephone: (301) 229-6066 e Cables: INTRESECON

2
INTERNATIONAL INSTITUTE \ Managers of Internationul
for Commodity Agreements
RESOURCE ECONCGMICS 7 o
) E%(——- L/ L l 6210 Massachusetts Avenue
Wallace . Barlow, P.E., Director IIRE Wathington, D. C. 20016

FEDERAL TAXATION IS TILTED IN FAVOR OF THE
CAPITAL INTENSIVE INDUSTRIES
By Wallace D. Barlow
For presentation at the Miami Beach Conference
of the
Atlantic Economic Soclety
October 7-10, 1982

Konover Hotel
Miami Beach, Florida

NOT for release to the press before 10 A,M. on October 10th, 1982
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FEDERAL TAXATION IS TILTED IN FAVOR OF THE CAPITAL-INTENSIVE INDUSTRIES

By Wallace D, Barlow
Director, INTERNATIONAL INSTITUTE FOR RESCURCE ECONOMICS

Figure One shows that the corporation rtaxes actually paid by the average
labor-intensive industry in 1980 swounted to a vate of 32.7% of net earnings;
(The statutory rate is 46%). The average capital intemsive Industry paid only
18.8%. We see that the labor-intensive industries are paying almost twice as
mich in corporation taxes as their competitors., Therefore, a million dollars
gpent by a very high labor content industry creates almost six times as many
Job careers as a very low labor content industry. (These data are from the U.S.
Commerce Department and the U,S, Treasury Department.)

This gross discrimination has been going on for sixcy-five years. It started
in 1917, when the War EBxcess Profite Tax granted corporations a deduction of 8%
of their invested capital. (In 1915 the vates of tax were 4% for individuals and
67 for corporations.) Since 1962, there has been a veritable bonanza for the firms
that invest in short-lived equipment. The Kennedy administration incregsed these
subsidies, as did the Nixon administration and the Reagan administration, (President
Reagan’s 1982 Economic Repart to the Congress 1lists Minlng, Motor Vehlcles and
Transportation Equipment as having negative corporation tax rates, These rates
can be as high as 11.3%.)

The cost of these subsidies 1s now approaching thirty billion per year. In
theae years, since 1917, the average labor content of U.S, industry fell from 38Y%
to 27%. (It was 467 1in 1870). Today, the worker is faced with robots having fifteen
timesa the productivity of humans and costing only one-third as much in wage equivalent

Figure Two confirms Figure One. It shows the correlation between the corpor-
ation tax actually paid by typical U.S, industries and the labor content of thege
industries. Both variables are shown as percentages of the maximum. Accordingly,

a verticalline at the center of the page would have the capital-intensive industries
on {te left and the labor-intensive industies on its righc. The coefficient of
correlatcion, (r) = 754,

In 1980, the labor content of U.S. industries varied from 12.7% for O{l and
Gas Extraction to 69.9% for Holding and Other Inveastment Companies. A selective
‘approach, based on labor content, is surely a better approach than the shotgun
spproach of conventional legislatiom.

Let's look at Table One, which shows typical labor contents in the top and
bottom deciles:
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Table One

WAGES AS A PERCENTAGE OF VALUE ADDED IN THE UNITED STATES 1980 1/

Part 4 The Top Decile Typical Labor-Intensive Industries

Industry SIC Number Wages as a % of Yalue Added
Shiip or Boat Building or Repairing 373 56. 4%
Rubber and Plastic Hose and Belting 3041 52.8
Iron and Steel Foundries 332 51.9
Rubber and Plastic Footwear 3021 511
Ordpance apd Accessorics 348 50.8
Alrcraft and Parta 372 50.6
Heaving Mills, Cotten 2211 49.8
Nonferrous Foundries x[ 49.5

Part B The Bottom Declle Typical Capital-Intensive Industries

Itiddetiy SIC Number Wages 29 a 7 of Value Added
Agricultural Chemicals 287 19.6%
Cigarettes 2111 15.5
Petroleuw Refiniog 2911 15.3
Pipelinea, except Natural Gas 46 15.2
Soaps, Cleaners and Teilet Goods 284 14.9
01l and Gas Extraction 13 12.7

1/ “Labor Content of U.S,, Induatries", Share the Work Coalition, 1981

17-871 ¢ 33
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FIGURE ONF

LE AR AR

TILT the U.S. Corporation Tax!

For 65 years the Federal Government has been lilting the corporation tax in favor ot the capital-
intensive industries. A tilt in favor of the fabor-intenstve industries would solve the unemployment
problems of the free world.
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FIGURE TWO
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1 visualize our task as economiats as the improvement of the quality of iife
on this planret. A part of the quality of life is the right to the satisfactions that
come from participating in the production of goods and services. I hold that 40%
uvnemployment among black teen-agers is dangerous, inhuman &nd intolergble. 1In the
Free World there are now twenty-five milljon persons unemployed.

In our poll, taken ir 1976, 82% of the respondents, all candidates for federal
cffice, answered YES to the question, " I believe that the right to employment is a
basic human right." 1In 1980, the same group was pelled. The affirmative vote was
1007%.

In my judgement, the free ehte:prise system will be abandoned within ten years,
unless action is taken to deal with what Samuelson defines as "structural unemploywenc'.
Hls discussion of this problem concludes: "Increasing the fraction employed at what is
defined as feasible full employment would be a powerful way of increaging the gquantity
of labor and would be conducive to growth, (Its social benefits would, of course, out-
weigh its mere growth benefits.)’ Since this was written it has become apparent that
the survival of the free enterprise system itself is at stake.

Under socialiem, an effort is made to share the work, The socialist nations also
try to provide free health insurance and adequate pensions. I suggest that we consider
borrowing the share the work principle without compromising the free enterprise system
and without a loss of efficfency.

In England, in 1538, the concept of using taxation to achieve economlec objectives
was conceived, Our proposal, known as “TILT", is the most radical application of this
principle since 1538, It 13 revolutionary., We propose to TILT THE CORPOPRATION TAX IN
THE OPPOSITE DIRECTION. It is brutally simple and we expect Lt to be highly effective.
The only way to control unemploywent is to INCREASE THE LABOR CONTENT OF GOODS ARD
SERVICES. The most effective way to increase the labor content is to make 1{f worth-
vwhile for the ewployers to adopt more labor Ilntensive modes of operation. Every pro-
posal to buy equipment fits into the following pattern: “We want to apend x dollars
for equipment. This will eliminate y dollars in wagea. The net gain is z dollars.”
When TILT is adopted, z will becowe negative, after taxes, in many instances.

Figure One approximates the proposed effective tax rates at 407 for the capital-
intensive industries and an average of 20% for the labor-intensive induatries. The
actual tax rates would be an inverse fupction of wages as a percentage of value added.
Table III of "Labor Content of U.S, Industries", a booklet publishéd in 1981 by the
Share the Work Cosalirion,lists the labor content of U,S5, industries, theixr SIC number
and our proposed corporation tax rate, The range of the proposed statutory rates is
from 30% to 62%. The degree of tilt would be changed from yesr to year, to provide
the necessary "fine tuning"; also to provide equitable treatment for employers who
may have changed their iabor content during the year,

The cerporation tax would continue to yield about fifty billion per year, but
resources wovld be transferrved from the automated industries to the non-automated,
The impact on the consumer would be that he would pay wore for his cigarettes and
less for his T-shirts.
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It appears that all induatrialized countrxries have a corporation tax. The level
varies from fifty-two percent in the United Kingdom to 30% in Italy. In West Germany
a 1977 law established a range from fifty-aix percent to forty-four percent. In the
United States, the rate for large corporations is 46%. In all industrialized countries
& part of this tax is passed on to the consumer in the form of higher prices. The bal-
ance is passed on to the stockholders in the form of lower dividends,

Table Two gives the latest figures on unewployment for the industrialized natioms,
agdjusted to U,S, concepts. It 18 no coinciderce that the nations ha¥irg the lowest
unemployment, do NOT have investment tax credits.

TABLE TWO
Ik ik

UNEMPLOYMENT RATES IN THE IYNDUSTRYALYZED FREE WORLD

Natien Unemployment Rate in Percent Investment Tax Credit?

Great Britain 13.8% Yes
Canada 11.9 "
United States 9.8 {Average = 8,90%) n
Italy 9.3 o
France 8.7 "
West Germany 7.6 No
Japan 5.7 (Average = b.65%) "

I have discussed this plan with the White House. They showed interest, but
vere concerned about posslble losses of productivity. They are right, in a sense,
since UNIT productivity will fall under any plan for sharing the work untrained
persons will enter the work force. Total production will rise, of course, since
the work force will be larger. I hold that unit productivity is not sacred. The
survival of the free enterprise system is far more important,

The reaction of a friend who represents General Motovs Iin Washington was this:
"This would wipe us out." The U,S, Chamber of Commerce said, " By definition, half
of our memberghip will be opposed". Other persons c¢laim to favor "“tex neutrality’.
These are the real dreamers,

Part Two of my paper deals with the sevenry percent of the work force which is
employed by the service industries, The "tilting" of the corporation tax will surely
benefit these persons. However, a direct approach 1z also suggested, This must involve
the shortening of the work week or the work year. In addition to "flexitime' and the
32 hour week, there has been progress in one plan for shortening the work year. Three
plans have been sugpested for the reform of the antiquated Gregorian Calendar, which
has been a heavy burden for the Western World since 1582. In the 19th Century two plans
were suggested; the equal months plan and the equal quarters plan. (Comte and Armelin
vere the inventors, In the 20th Century, a third plan was suggested. It has equal months
and equal quarters, It would also triple the holidays, thereby reducing the length of
the work year by 5.5%. The detaila are shown on Page 7, an excerpt from "Future Facts',
by Stephen Rosen.

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



Digitized for FRASER
http://fraser.stlouisfed

Ctl [ﬂll ja T %céorm
ﬂ[iﬁca[ Aetion

tﬂ‘ll"}

282

3H 229 Gk
6210 MASSACHUSETTS AYENUIE
WastinaToN, 12, C 20016
Exccutive Dircotor
Wailace D. Burlow

CALENDAR

Calandar Reform

©u what date will Zaater fall peat yeur? On what day of the week
I8 your birthday? For the answers you'll have to coauult your
etleoday. A an wltermodive, however, soveral argtnizations
tectmmend jetilipg these nuestions of timing dnce asd (or all,
They propase 3 variety of reiorms—from mgulanzing the Crego-
¢lan calendar to scrappiog it 3liogether.

The Westen cadendar ia 2 hagd-medown from the sncient
Egypiiany, who adopted a solar caleodss in 4236 me The
Romany had 3 ten-moath system until 45 o, whea [ulius Cacone
remodeled it alter the Egyptun pattecn. Fope Cregory X1U o
vurd &t 3gain in a2 1582 to stabilize the date of the ypring.
€quinox $1itl irregulanities remaun.

One i i that peeves comp s the wide varintion
in e sumber of working days in each conth. First, thers's the
paubksn «f whether the moath hay 24 £g. 30 or 91 davy. Theo e
Puchine must worty abaue how many weekends dheve orv.
Fizally, thets sra the bolidays tn condder. Tha toba! mumber of
working days cun vary a3 much a3 13 percent.

As far back 14 1845, the French paulasopher Comtn propassd
what i bow known a5 the Intcrnational Fixed Caiendar. Ho
tuggested o year divided into 13 monthe, aach exactly 38 daye
long; the extra month, Sol, wauld be 1queessd betwesn jube and
July, To make a taval of 36 dayx, an excracalendar holiday, with
86 designgtion s to month or day, wouid oceut aiter December
28. In leap veur thare would be 2 cecond extracalendar ieat. The
firt duy of ‘tvery month wouid Always be 3 Sunday, and the last
4 Suterday. Cadartunately, Comte’s year woulild not divide evenly
into quartirs, 3 majnr deswhack from & Lusinest view poiat.

The World Calendar, deMsed Ly the French astronomer
Armeliv in 484, keepa the 13-month system and equalizes the
quatters. Every quarier hos g1 duye: January, Apal July snd
Octaber have 31 duyy, and all other mouths have g0, The provi.
slons for a 355th Jay and leap veur resemble Comte's cslendar.
Although during 1lie 1304, 47 Dativas endured the coneept of
the Warld Calendar, no acSon was Gaken. Two securring eriti-
wisma have bevn that cach month speos parts of Gve different
zdsl.udndamma[lgim quarter heging on « difarent

Y.

An Americaa indystnial enginess, Wallace Barlowe, has 6z,
tended tho ides of the dor day ints »g Jend,
days. He conceives of @ working month of a8 days: every manah
beging on Monday, and theee are oo bolidays {exeept Satumiays
uid Sundays ) in thia period. Al holidayx are gathered together
Lnta & serics of extracalendar festivaly at the end of cach month,
The Christmas holiday, for instaoce, begins on Saturday, Decem.
ber 27, and runy through the 38th and five extucalendar fease
days. The total work year is shuctrned by 14 days, but Durlow
segues produetvity wul actiully ingeeasz because there are oo
“bruken weeks” {midwees holidays). This is the eqmvalent of
reducing the workweck te 39 lovn.

Excarpt from

A st step to calendar teform in the United States waa the
passuge of tha Mapday haliday bill. Polls show avee go percent of
the papulauon seppott this changs, The Calendac Reform Faun-
davon, which endorse the Baziow Calendar, sdvocates sthing a
Bued Jate foe Easter, and chunging Christmay and Thardsgving

THE BARLOW CALENDAR

MITIWITIFIS]S
1[2|3|4|5({6|7

8| §{10|11[12]13}14

15116 (17 [18]|19]|20] 21
22{23|24|25|26(|27 |23

sty NI (3 I 1atm,
aicrpd ot U 23 61 Apod 19 Lanar Jundey

The Efra- cademtsr Oers

s g
Pepape—
ity v B
oy 2. Maleras. s § Dy
[ oy e
A, TR I e Bovter patoy

Ly $om, 3 11w S e Do 4 44 THA.
Ay 1, 2 31 e 200 -
ity 20, o ved 3410

ot Z00, 399, 110 X0, et 2379,

The Barfow Caienda Ned 13 momens o 2F deve dech and a serfes oF eETne
aanndar Malivara N woutd NIt at the erd Of $8¢H @OAIN,

30 they too are Manday bolidays. The Vaticap's scumenical coun-
ol bas voted averwhelmingly ot to oppose & fixed dule for
Easter ot a perpetual calendar,

“The cosz uf actomphsliing this cofendar refar iy subnansially
wil,” the Calendar Reform Foundation reparts. “The savings in the
cost uf wrcounting opeciesaas alone will approximate St § Mlca:
however. a5 Maunce hMactedinck wrote, ‘Al svery croitwgt on
the toad Uit leads W the futues . . each progromive spant B

opposed by 3 thowsaad men appolnted t0 gukrd the past "~

"ruture Facta™ by Stephen Rosen
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The latter ptan has been adopted, in part, by the Soviet Union and Brazil
Such a shortening of the work year could create eighteen million jobs in the Free
World, of which six million would be created in the United 3tates.

From time to time bills are introduced into the U,5, Congress which would
finance a study of these calendar reform proposals. The supporters of such bills
have noted 2 strong inverse correlation between the number of holidays in the
nations of the industrialized Frce World and the levels of unemployment. For
example, the United States has 16 holidays, (including the two week sunaner vacation)
and 9.8% unemployment. West Cermany has 27 holidays and 7.6% unemployment. Sweden
hags 29 holidays and 3. 5% unemployment.

May I conclude with a brief cost-benefit amalysis:

1. The present system is costing about twenty-six billion per year in unemployment
benefits and five billion in investment tax credits. We are therefore squandering
thirty-one billion per year to destroy the work ethic and to create a caste system
in America. Children are conceived for the purpose of qualifying for ADC, (aid to
Dependent Children). They are beorn and raised on welfare. Upon maturity, they accept
public service employment and become mewbers of a parasitic caste.

II. My plan would cost a {ew dollars for administration, That is all. It would sub-
stantially increase the overall demand for labor in a controlled manner. It would
preserve, or rather restore, the dignity of the individual and rescue the free ent-
erprise system. It would greatly improve the gquality of life in America.

IT1. All of ua must adjust to a new set of f(acts:

A. A way has been found to define and measure the labor content of economic
activities,

B, A book showing the labor content of U.S. industries has been published
and will be updated, as neccessary.

C. A method has been available to the Western Democracies since 1975 for
establishing and maintaining a firm control over the levels of unemployment

D. The refusal of governments to accept and use this technigue wmust be
countered by the votes of the workers and all other vaters to deny power
to such governments.

I have kept this presentation brief, with the hope that I may have some good
constructive criticism. Thank you.
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THE UNEMPLOYMENT CRISIS AND POLICIES FOR
ECONOMIC RECOVERY

WEDNESDAY, NOVEMBER 24, 19082

Concress OF THE U NITED STATES,
Jorxt Economic COMMITTEE,
Washington, D.C.

The committee met, pursnant to recess, at 10 a.m., in room 2128,
Rayburn House Office Building, Hon, Henry S. Reuss (chairman of
the committee) presiding.

Present: Representatives Reuss, Wylie, and Kemp; and Senator
Proxmire.

Also present: James K. Galbraith, executive director; Bruce R.
Bartlett, deputy director; Richard F. Kaufman, assistant director-
general counsel ; Charles H. Bradford, assistant director; Betty Mad-
dox, assistant director for administration; and Mark R. Policinski,
professional staff member.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative Reuss. The Joint Economic Committee will be in
order for a hearing on monetary policy.

I might welcome back our Republican member, Representative
Wylie, and Senator Proxmire will also be here. We are delighted to
have you this morning.

I am happy and sad to be presiding over what will probably be my
last occasion to voice my appreciation to Paul Volcker. You know how
much I value our friendship and how splendid a public servant you
are. You have served well for this country.

We meet today because our committee is disturbed about the conduect
of the economic policy, monetary policy in particular, and its respon-
sibility for the unemployment and recession that we are now in,

Interest rates have frequently been intolerably high in recent years.
I recall two bouts of over 20 percent prime rates since January 1981.
Interest rates have also been excessively volatile. They have jumped
around much more after the great change in monetary policy in
October 1979 than they did before.

Finally, the course of the monetary aggregates has been enough to
drive a market watcher to distraction.

The chart shows [indicating] the growth ranges and actual behavior
of M, in 1981 and 1982. The Reagan administration in its February 18,
1981, Program for Economic Recovery called for—growth rates of
money and credit . . steadily reduced from the 1980 levels to one-
half those levels by 1986, The Federal Reserve agreed. But the actual
result for M; was to he consistently under the target in 1981 and con-

(285)
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sistently over the target in 1982, It has been some years, in short, since
the Federal Reserve has been able to throw its fast one over the plate.

FIVE PROPOSED REFORMS

In an effort to see whether Congress may not more adequately dis-
charge its constitutional monetary respensibilities, I wrote Chairman
Volcker a week ago proposing five reforms in Federal Reserve prac-
tice which, if adopted by the Federal Reserve, could help produce
2 healthy economy. Fach one of these reforms could, I emphasized,
llJe- adopted by the Federal Reserve without any change in existing

aw.

With respect to the first reform, the chart at my right [indicating]
is helpful. At the highest level are the national goals—maximum em-
ployment, production, and purchasing power, as stated in the 1946
Employment Act, and then the “full employment and production,
price stability, 1978."”

CONGRESS NEEDS FED FORECAST

Presently, the Federal Reserve in its monetary policy reports sets
forth—not its estimates of what the level of GNP, employment, un-
employment, inflation shonld be-—the range of forecasts of the 12
individual members of the Federal Open Market Committee. This
gives us no basis for comparing the objectives and goals of the Federal
Reserve System with those of the President and the Congress.

We would not accept from the administration a set of estimates
of these very important goals, which consisted of the separate guesses
of President Reagan, Treasury Secretary Regan, Mr. Stockman, Mr.
Baldrige, and several others. I have felt aggrieved that we have had
o accept disparate views from the Fed.

We would be better served by a single composite forecast of the
Federal Open Market Committee. I am sure, on a motion of the Chair-
man, they could get together on a single forecast so we can see the
relationship between that forecast and the forecast of the President
and the Congress. We could then, if necessary, adjust our own actions
or adopt appropriate policy guidelines,

That is the first area.

A CREDIT TARGET

Second, we need a proper aggregate for credit, including the full
array of lenders and II)Jorrowers, rather than restricting ourselves to
bank credit as we do now.

1 have set forth a number of things——credit by mortgage compa-
nies, et cetera—which seem to us to be part of this vital intermediate
target and, indeed, one specifically set forth in the law. I would hope
that the Fed would not continue to ignore nonbank credit, because it
is so important.

LONG-TERM INTEREST RATES

The third element has to do with long term interest rates. These, as
the schematic chart shows [indicating], are not quite an overall, over-
arching goal, like the top of the box, nor are they quite an intermedi-
ate target like monetary and credit aggregates are,
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In fact, they partake of both, and earnestly do we plead with the
Federal Reserve to give us what they think are a set of long term in-
terest rates, particularly, which will be conducive to meeting your
goals of maximum unemployment reduction and maximum purchas-
Mg power.

I notice the Treasury—yesterday, Treasury Secretary Donald
Regan told a mweeting with reporters that he expected interest rates
to fall on a gradual basis if the Fed continnes its current policies. If
Regan can do it, why can’t the Fed do it ? We really ought to have this
information. Had we had it in 1981, as you can see from the chart, the
Open Market Committee’s merciless squeezing of M, would have been
more difficult. Ifad they been required to indicate the consequences of
that monetary squeeze on long term interest rates, they would have
had, in all candor, to predict the disastrous 18 percent mortgage rate
which shortly ensued, the equally disastrous higher rates for corporate
borrowing, and everything else.

Had they done that, they might have recoiled in horror from the
monetary tightness which they were visiting upon us, Therefore, I re-
new my exhortation that the Fed not conceal from us that which the
Treasury Secretary is glad to share with reporters at breakfast,

OPERATING PROCEDTURES

Item 4 relates to the bottom box, operating procedures. There the
Fed and, 1 think, this committee would agree that it should be flexible
in its operatng procedures. There is no innate virtue in exclusively
relying either on monetary reserves, as it does at the moment, or on
interest rates, as it did a few vears ago.

Why not take them and anything else that 1s relevant into account
in operating procedures and focus on whichever works best ?

CONSULTATION AND COORDINATION

Fifth, and last, Congress and the Fed neced closer and fuller con-
sultation and coordination, A more precise menu of policy informa-
tion in the semiannual reports would help. Beyond this, we would
hope that the Federal Reserve would report to the Congress any
changes in its expectations for the big itemns—money, credit, interest
rates, or the ultimate economic objectives,

Nothing in these points presumes to specify for all time the direc-
tion which the monetary policy should take or the strength with which
it should be applied. That must be left to Congress and the Federal
Reserve to agree upon in light of the facts of each situation.

[The letter referred to by Representative Reuss follows:]

CONGRESS OF THE UNITED STATES,
JoiNT EcoxeMIC COMMITTEE,
Washington, D.C., November 17, 1982,
Hon. PauL A. YOLCKER,

Chairman, Board of Governors,
Federal Reserve System, Washington, D.C.

Dear MR, CHAIRMAYN . This week, the Joint Economic Committee is concluding
a series of hearings on how we ¢an enhance coordination and cooperation between
the separate branches of our government in order to improve the effectiveness of
economic policy. Within that spirit, I would like to make 2 number of suggestions
for strengthening the working relatiouship between Congress and the Federal
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Reserve Board and the Federal Open Market Committee, which I hope we can
discuss during your appearance before the Joint Economiec Committee next
Wednesday.

As you know, u number of bills have heen introduced recently which would
mandate changes in the procedures of the Federal Reserve and alter the nature of
the dialog hetween the Fed and Congress ou the conduct of monetary policy. I
believe we could accomplish under existing law many of the improvements sought
by Mermbers of Congress in these bills.

The highest level of Federal Reserve decisionmaking concern is the national
goals—"maximum employment. production, and purchasing power” under the
Employment Act of 1946 and “full employment and production . . {and) price
stability" vwnder the ¥ull Employment and Balanced Growth (Humphrey-Haw-
king) Act of 1975, Presently. the Federal Reserve in its February 20 and July 20
Monetary Policy Reports sets forth the range of forecasts of the 12 *individual
members of the FOMC” with respect 10 the year's goals for employment, produc-
tion, and purchasing power. We would be better served if the FOMC would pre-
sent Congress with a single composite forecast of its members; if such a ferecast
differs frotn that of the President or of the Congress in its Budget Resolution, we
in the Congress can then take account of such important differences between the
Federal Reserve and the executive and legislative branches,

At the second level, constructive changes could also he made in the way in
which the Federal Reserve reports on its intermediate targets—'‘the ranges
of the monetary and credit aggregates”'—mandated by present law. Here I have
two suggestions. First, present Congress with a single numerical target for each
of the aggregutes, along with the upper and lower boundaries that you think
would be consistent with the goals delineated and set forth in the previous para-
graph. Second, “credit aggregates” includes not just bank credit, whichh you cur-
rently target, but the entire ruange of credit by lenders other than banks as well.
We should appreciate you including total ¢redit in your report.

Long-term interest rates fall somewhere between the ultimate objectives of
policy and the intermediate targets discussed in the previous two paragraphs.
Yon should inelnde in your report your best estimate of the array of long-term
interest rates that is both consistent with your intermediate targets and con-
ducive to achieving the ultimate objectives of poliey. Long-term interest rates
have a critical effect on our economic performance, and they should be part of the
dialog between Congress and the Federal Reserve on monetary policy.

Finally, we should agree that the Federal Reserve should be more flexible in
its operating procedures. The present exclusive focus on reserves as an operating
precedure has produced significantly worse shortrion interest rate volatility. Why
not un operiting procedure which focuses either on reserves or short-term inter-
est rates whichever currently works best?

In the event that the Federal Reserve's projections as to the monetary aggre-
gates, credit aggregates or long-term interest rates should change after its

February 20 or July 20 reporting dates, the Federal Reserve should promptly
report such ehanges to the Congress,
Sincerely,

HExEY S, REUSS, Chairman.
Representative Revss. Congressman Wylie,

OPENING STATEMENT OF REPRESENTATIVE WYLIE

Representative Wyrie. May I say that I feel very sad to contem-
plate the fact that this is your last meeting as chairman of the Joint
Economic Committee. It has been a great honor and a magnificent
pleasure for me to be associated with you, both as chairman of the
Banking Committee and chairman of the Joint Economic Committee.

I know the association—in our association we have not always
agreed on everything, but your leadership has been most beneficial
to the Banking Committee and the Joint Economic Committee, Mr.
Chairman,

Representative REuss. I am most grateful.
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Representative Wywrir. Mr. Volcker, you certainly have one of the
toughest jobs in Washington these days handling monetary policy.
It 15 also one of the most important and one of the most difficult
economic jobs in our government. I, for one, think you have done
a commendable job over the last 2 years.

Inflation has been cut more than half, from the 12.4 percent in
1980 to around 5 percent now. The prime, which reached 2114 per-
cent in December of 1980 is now at 1115 percent. That is a good sign.
I say keep up the good work.

I think your policies, along with fiscal policies of the adminis-
tration, are good. We have some problems, as we had in the late
1970’s—we had a dizzy roller coaster at the time—but it seems to
me you have things under control, and I look forward to your ex-
plaining what you have done, why you think what you have done is
the right course. And what you have done has helped reduce inflation
and has helped bring the interest rates lower.

Myr. Chairman, I welcome you to the committee here this morning
and look forward to your testimony and the opportunity to ask some
questions later on.

Thank you.

Representative Rxrss. Senator Proxmire,

Senator Proxmire. Thank you, Mr. Chairman. I do not have any
opening statement. 1 would Jike to join Representative Wylie,

I realize this is not your swan song; you will be back; but this may
be the last time I have an opportunity to pay tribute to a remarkable
man. You are a very able economist, outstanding Congressman.

One of the great things about Henry Reuss is his sense of humor
and his ability to disagree without being disagreeable.

Henry and I have disagreed on many issues, as Henry has dis-
agreed with the Chairman of the Federal Reserve Board. It has al-
ways been pleasant, We have always been able to work things out on
a friendly, logical, civil basis.

T am sure 1 will see you in the coming session, but T want to take
this opportunity formally, with the television cameras in front of us—
what have vou, maybe for the last time for the rest of the year with
Elhis receptive audience here—to tell you what a great job you have

one.

You have done a great service in this Congress,

Representative Reuss. Thank you very much.

All right. Chairman Volcker, would you proceed with your state-
ment, which we appreciate your giving to us, It will be received in

full.

STATEMERNT OF HON. PAUL A VOLCKER, CHAIRMAN, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr., Vorcker. I would like to proceed by reading the statement,
which is rather complicated, partly in light of the questions that you
asked, Mr. Chairman, and I think it does direct itself in large part
toward those questions.

I appreciate this opportunity to discuss with you today the cur-
rent stance of monetary policy and some problems for the future. Be-
fore responding to certain questions directed to me about monetary
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policy in your letters of October 18 and November 17, Mr, Chairman,
I should first emphasize that the basic thrust and goals of our policy
are unchanged since I testified before the Congress on July 20. The
precise means by which we move toward our goals must take account
of all the stream of evidence we have on the behavior of—and distor-
tions in—the various monetary aggregates, the economy, prices,
interest rates, and the like. But we remain convinced that lasting re-
covery and growth must be sought in a framework of continuing prog-
ress toward price stability—and that the process of money and credit
creation must remain appropriately restrained if we are to deal ef-
fectively with inflationary dangers.

For that reason, we must continue to set forth targets for growth
in money and eredit and to judge the provision of bank reserves—our
niost important operating instrument~—in the light of the trend in the
growth of these aggregates. This process necessarily involves con-
tinuing judgments about just what growth in those magnitudes is ap-
propriate in the short and longer run, matters affected by institutional
change as well as by more fundamental economic factors.

As you are aware, the current job of developing and implementing
monetary policy has been complicated by reguiatory decisions as well
as by recent developments in the economy and in our financial
markets. We have, as a consequence: (1) mage some technical modifi-
cations in our operating procedures to cope with obvious distortions
in some of the monetary data—particularly M,, and (2) accommo-
dated growth in the various M’s at rates somewhat above the targeted
ranges. The first of those decisions was essentially technical, The latter
decision is entirely consistent with the view I expressed in testifying
before the Banking Committees in July that the Federal Open Market
Committee would tolerate “growth somewhat above the targeted
ranges * * ¥ for a time in circumstances in which it appeared that
precautionary or liquidity motivations, during a period of economic
uncertainty and turbulence, were leading to stronger than anticipated
demands for money.”

Unfortunately, the difficulties and complexities of the economic
world in which we live do not permit us the luxury of deseribing policy
in terms of a simple, unchanging numerical rule. For instance, the
economic significance of any particular statistic we label money can
change over time—partly becanse the statistical definition of money
is itself arbitrary and the components of the money supply have differ-
ing degrees of use as a medium of exchange and liguidity. That
doesn’t make much difference in a relatively stable, economie, financial,
and institutional environment, but, at times of rapid change, like
the present, it can matter g great deal,

We also have to take account of varying lags—never known with
precision—between actions today and their consequences later. We
Lave to try to disentangle the temporary and cyelical from more per-
sistent trends in relationships among different measures of money and
inflation and economic activity. And we have to evaluate the signifi-
cance of developments abroad as well as at home, as reflected in trade
accounts and the exchange rate, and of strains in the financial
structure itself.

As this suggests, the economic environment in which we set policy—
or policy itself—cannot be condensed into a simple, one-dimensional
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statement. Perhaps the essence of the problem and our approach ean
be better captuved by a few yes-but phrases.

(1) Yes, we have broken the inflationary momentum—bnt con-
tinuing vigilance and effort will be essential to continue progress
toward price stability. .

As you know, the broad price indices this year have been running
at about one-half or less of the peak levels reached 2 or 3 years ago.
As part of this disinflationary process, growth in worker compensa-
tion in nominal terms has declined to the 6 to 7 percent area—but
that slower growth in nominal income has been consistent with higher
real wages as inflation has moderated.

Price and cost trends in particular sectors of the economy are
mixed—reflecting in part lags in the process of disinflation, the effects
of long wage contracts, international and exchange rate developments,
and the immediate effects of recession on some prices—most partic-
ularly commodities. But there is, it seems to me strong reason to believe
that the progress toward price stability can be maintained—albeit at a
slower rate—as the economy recovers, For a time, unemployment and
excess capacity should restrain costs and prices and, of more lasting
significance, productivity growth should improve from the poor per-
formance of most recent vears. Taken together, restraint on nominal
wage increases and productivity growth should moderate the increase
in unit labor costs, which account for about two-thirds of all costs.
Real incomes can rise as inflation slows, paving the way for further
progress toward stability.

To be sure, as the economy grows, some factors holding down prices
over the past vear or two will dissipate or be reversed. But large new
price shocks in the energy or food areas appear unlikely in the foresee-
able future, suggesting that a declining trend in the rise of unit labor
costs shonld be the most fundamental factor defining the price trend.

That analysis would not hold, however. if excessive growth in money
and credit over time came again to feed first the expectation, and then
the reality, of rencwed inflation. Too much has been invested in turn-
ing the inflationary momentum to lose sight of the necessity of carry-
ing through, There are clear implications, as I will elaborate in a
moment. for fiscal as well as monetary policy.

(2) Yes, exceptional demands for liquidity can reasonably be
accommodated in a period of recession, high unemployment, and
excess capacity—but guidelines for restrained money and credit
growth remain relevant to insure against rencwed inflation,

A variety of specific and general evidence strongly suggests that the
desire to hold cash and other highly liquid assets, relative to income,
hag increased this year, Much of the more rapid increase in M, has
been in interest-bearing NOW accounts, which did not exist a few
vears ago but which provide the basic elements of a savings, as well as
transaction, account. With market interest rates falling, those accounts
have been relatively more attractive on interest rate grounds alone, and
they are a convenient means of storing liquidity at a time of economic
and financial uncertainty, At the same time, the broader aggregates
appear to reflect some of the same liquidity motivations, as well as the
stronger savings growth in the wake of the tax cut.

Most broadly. we can now obscrve, over a period of more than a year,
a distinct decline in velocity—that is, the relationship between the
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GNP and monetary aggregates, The velocity decline for M, which is
likely to amount to about 2 percent from the fourth quarter of 1981 to
the fourth quarter of 1982, stands in sharp contrast to the average
vearly rise in velocity of 3 to ¢ percent over the past decade; it will be
the first significant. decline in veloeity in about 30 years. M, and M,
veloeities—which had been relatively trendless earlier—have also
declined significantly, While some tendency toward slower velocity is
not unusual in the midst of recession, the magnitude and persistence of
the movement in 1982 is indicative of a pronounced tendency to hold
more liquid assets relative to current income. Without some accom-
modation of that prefercnce, monetary policy at the present time
would be substantially more restraining in its effect on the economy
than intended when the targets for the various aggregates were orig-
nally set out earlier this year.

At the same tune, policy must take into account the probability that
the demands for liquidity will, in whole or in major part, prove tem-
porary, and that an excessive rise in money or other liquid assets could
feed 1nflationary forces later. Elements of judgment are inevitably
involved in sorting out these considerations—judgments resting on
analysis of the economy, interest rates, and other factors. But broad
guidelines for assessing the appropriate growth on the basis of his-
torical experience will surely remain relevant and appropriate.

In that connection, I must note the implications of the future Fed-
eral budgetary position. To put the point briefly, the prospect of huge
continuing budgetary deficits, even as the economy recovers, carries
with it the threat of either excessive liquidity creation and inflation in
future years, or a crowding-out of other borrowers as monetary
growth 1s restrained in the face of the Treasury financing needs, or a
combination of both. The problem flowing from the future deficits are
simply not amendable to solution by monetary policy. Moreover, the
concern engendered in the market?la,ce works in the direction of
higher interest rates today than would otherwise be the case, contrary
to the needs of recovery. I know something of how difficult it is to
achieve furthet budgetary savings, but I must emphasize again how
important it is to see the deficit reduced as the economy recovers. The
fact is those looming deficits are a major hazard in sustaining recovery,

(3) Yes, lower interest rates are critically important in supporting
the economy and encouraging recovery—but we also want to be able to
maintain lower interest rates over time.

Since early summer, short-term interest rates have generally
declined by 5 to 6 percentage points, and mortgage and most other
long-term rates have dropped by 3 to 4 percentage points. While con-
sumer loan rates administered by banks and other financial institu-
tions have lagged, they are also now moving lower. There are clear
signs of # rise in home sales and building in response to these interest
rate declines, and other sectors of the economy are benefiting as well.

We have also had experience in recent years of sharp increases in
interest rates curtailing economic activity at times when recovery was
incomplete and unemployment high. Sudden large fluctuations in in-
terest rates contribute to other economic and financial distortions as
well. And no doubt the fact that many intcrest rates remain histori-
cally high, relative to the current rate of inflation, reflects continning
skpeticism over prospects for carrying through the fight on inflation.
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In this situation, the Federal Reserve has welcomed the declines in
interest rates both becuuse of the support they offer economic activity
and because they scem to reflect a sense that the inflationary trend has
changed. However, we do not believe that progress toward lower inter-
est rates should—or for long in practice can—be forced at the expense
of excessive credit and money creation. To attempt to do so would
simply risk the revival of inflationary forces; renewed expectations of
inflation would soon be rveflected in the longer term credit markets,
damaging prospects for the long-lasting expansion we all want.

Turning to your explicit questions, Mv. Chairman, against this gen-
eral backeround, T believe most policymaking officials in the Federal
Reserve share the general view that economic recovery will be evident
throughout 1983, but at a moderate rate of speed—probably slower
than during previous postrecession years, Unambiguous evidence that
the recovery is already underway 1s stifl absent, although encouraging
signs are evident in some rise in housing, in the improved liquidity
and wealth and reduced debt positions of consumners, und in surveys
reporting that attitudes and orders may be stabilizing or improving.
The Federal deficit, while fraught with danger for the future, is of
course providing massive support for incomes at present,

What is crucially important—particularly in the light of the ex-
perience of recent years—is that we set the stage for an expansion that
‘an be sustained over a long period, bringing with it strong gains in
productivity and investment and lasting improvement in employment.
I have already emphasized the importance of progress toward price
stability to that outlook, and the evidence that, with diseiplined mone-
tary and fiscal policies, we can sustain that progress,

So far as the specific questions about monetary policy in your Qcto-
ber 18 letter are concerned, we have not, as you know, set any new
monetary targets for 1982, Current trends do indicate that the vari-
ous M’s will end the year above the upper end of the target ranges,
probably by 14 to 1 percent for M, and M, and more for M, given the
current distortions. Bank credit will be close to the midpoint of its
range. As I indicated at the start, the overshoots, in the context of
today’s economic and financial conditions, are consistent with the ap-
proach stated in my July testimony.

No decision has been to change the tentative targets for 1983, That
matter will, of course, be under intensive scrutiny over the next 2
months, and the targets will be announced in February.

For the time being, we are placing much less emphasis than usual
on M, That decision was precipitated in early October entirely by
the likelihood that the data wonld be grossly distorted in that month
by the maturity of a large volume of all-savers certificates, part of the
proceeds of which might be expected to, at least temporarily, be placed
in checking accounts included in M,.

In about 3 weeks, the introduction of a new ceilingless account at
financial institutions—highly liquid and carrying significant trans-
action capabilities—is likely to distort further M, data. Judging by
comments at the last Depository Institutions Deregulation Cominit-
tee meeting, that account could rapidly be followed by a decision to
approve a ceilingless account with full transaction capabilities. These
new accounts could have a large, but quite unpredictable, influence on
M, for a number of months ahead as funds are reallocated among var-
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ious accounts, Moreover, the introduction of market-rate transaction
accounts will very likely result in a different relationship and trend
of M, relative to GNP over time. Increasing confidence in the stability
of prices and a trend toward lower market interest rates might also
affect the desire to hold money over time,

Obviously, some judgments on those matters will be necessary in
setting a target for M, in 1983 and in deciding upon the degree of
weight to be attached to changes in M, in our operations. Those prob-
lems should appropriately be deseribed as technical rather than policy
in the sense that we will need to continue to be concerned with the rate
of growth over time of the monetary aggregates, including transac-
tions balances.

The decisions taken in early October do point to greater emphasis
on M, and (M,) in planning the operational reserve path during this
transitional period. The link between reserves and M, is looser and
more uncertain than in the case of M,, in large part because reserve
requirements on accounts included in M,, apart from transactions
balances, are very low or nonexistent (Transactions balances are about
17 percent of M,). Therefore once a reserve path is set, deviations of
M. from a targeted growth range may not, more or less automatically,
be reflected in a substantial change in pressures on bank reserve posi-
tions or in money markets as in the case with M,. Consequently, “dis-
cretionary” judgments may be necessary more frequently in altering a
reserve path than when that reserve path is focused more heavily on
M,. In that technical sense, the operational approach has necessarily
been modified,

In sum, the broad framework of monetary targeting has been re-
tained, but greater emphasis is for the time being placed on the
broader aggregates. The specific operating technique that had been
closely related to M, has, by force of circumstances, been conformed
to that emphasis. Obviously, entirely apart from questions of economic
doctrine and contending approaches to monetary control, so long as
M, is subjected to strong institutional distortions our techniques must
be adapted to take account of that fact.

An alternative operating approach suggested by some of supplying
and withdrawing reserves with the intent of achieving a particular
interest rate target would suffer from several fundamental defects.?

The body of theory or practices does not provide a sufficiently clear
basis for relating the level of a particular interest rate to our nltimate
objectives of growth and price stability.

The implication that the Federal Reserve could in fact achieve and
maintain a particular level of relevant interest rates in a changing
cconomic and finaneial environment is not warranted.

The very concept and measnrement of a “resl” interest rate, as
called for in some proposals, is a matter of substantial ambiguity.

As_a practical matter, attempts to target and fix interest rates
would make more rigid and tend to politicize the entire process of
monetary policy.

L That was not, 45 sometimes mistakenly thought, the operating approach used prior to
October 1979, Then. reserves were provided with the alm of achieving und malntaintng
a particular ¥edera)l funds rate thought to be comgistent will turgets for the monetury
eggregates. The Federal funds rate was o meang to achleving a monetary targel and in
principle wax te be handled flexibly, In practice, among other difeuliies, there appeured

to he a reluctance to permit rates to vary rapldly enough to maintain contro! of the
aggregates.
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In current circumstances, with huge budget deficits looming, a re-
quirement that the Federal Reserve set explicit interest rate targets
is bound to be interpreted as inflationary, and the rekindling of infla-
tionary expectations will work against our objective.

T realize the several legislative proposals addressed to targeting
interest rates would, on their face, seem to call for interest rates as
only one of several targets, But intevest rates would certainly be the
most obvious and sensitive target, and those targets would be difficult
to change. Other evidence for a need to “tighten” or “ease” would be
subordinated, if not ignored.

As we approach the target-setting process for 1983, our objectives
will—indeed as required by Jaw—continue to be quantified in terms
of growth in relevant money and credit aggregates. We will have to
decide how much weight to place on M, and other aggregates during
a transitional period, assuming new accounts continue to distort the
data. In reaching and implementing those decisions, the members of
the FOMC necessarily rely upon their own analysis of the current
and prospective course of business activity; the interrelationships
among the aggregates, economic activity, and interest rates; and the
implications of monetary growth for inflation. In other words, the
process is not a simple mechanical one, and it seems t6 me capable
of incorporating-—within a general framework of monetary disei-
pline—the elements of needed flexibility. We will also, as part of that
process, review whether technical adjustments in procedures for
establishing and changing the reserve paths are appropriate. I will
be reporting our conclusions to the Congress in February.

Mr. Chairman, you have suggested that our monetary targets
might reasonably be specified as a single number, with a range above
and below. At times we have debated within the FOMC the wisdom
of such an approach (or setting forth a single target number without
a range). My own feeling has been, and remains, that a single num-
ber, with or without a range, would convey a specious sense of pre-
cision, with the resuit of greater pressure to meet a more or less
arbitrary number to maintain “credibility,” even if developments
during the year tend to indicate some clement of flexibility is
appropriate 1n pursuit of the targets.

To me, our present practice of setting forth a range is preferable.
Where appropriate, we can and should suggest the probability of
being in the upper or lower portion of the range, or suggest what
conditions could evolve in which something other than the midpoints
(or even an over or undershoot) would be appropriate. That ap-
proach seems to me to provide more information—and more realism-—
than a single number and is broadly consistent with present practice.

For similar reasons, I believe we need to measure and target a
variety of aggregates because, in a swiftly changing economic envi-
ronment, any single target can be misleading. In that connection, I
believe an indication of total credit flows broadly consistent with the
monetary targets could be helpful. As you know, we now provide
sich estimates for bank credit alone, _

Given the limits of forecasting and analysis, and the volatility of
the data, I would question the usefulness of further sectoral estimates.
Even with respect to total credit flows, there is considerable loose-
ness in relationships to economic activity for periods as long as a
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year—and still more for shorter periods. The theoretical framework
relating credit flows to other variables such as the GNP or inflation
is less fully developed than in the case of monetary aggregates, and
credit flows are less directly amenable to control. The enormous flows
across international borders pose large conceptual and statistical
problems. Our credit data are typically less complete and up to date
than monetary data.

However, so long as those difficulties and limitations are recog-
nized—and some of them are relevant with respect to the monetary
aggregates as well—I share the view that analysis of credit flows
can contribute to policy formulation. To assist in that process, I will
propose to the FOMC that estimates of the expected behavior of a
broad credit aggregate be set forth alongside the monetary targets in
our next report.

I do strongly resist the idea of the Federal Reserve as an institution
jorecasting interest rates. No institntion or individual is capable ot
judging accurately the myriad of forces working on market interest
rates over time. Fxpectational eletnents play a strong role—funda-
mentally expectations about the course of economic activity and infla-
tion, but also, in the short run, expectations of ¥ederal Reserve action.
Wae could not escape the fact that a central bank forecast of interest
rates would be itself a market factor. To some degree, therefore, in
looking to interest rates and other market developments for informa-
tion bearing on our policy decisions, we would be looking into a
mirror. Moreover, the temptation would always be present to breach
the thin line between a forecast and a desire or poliey intention, with
the result that operational policy decisions could be distorted.

While it seems to me inappropriate for a centrval bank to regularly
forecast interest rates, unalysis of key factors influencing credit con-
ditions and prices can be heipful at times. On occasion, we have pro-
vided such analysis in the past. My concern about the outlook for fiscal
policy is rooted in major part in such analysis because the direction
of impact on interest rates seems to me unambiguous, I have also, on a
number of occasions, indicated that the recent and even current level
of interest rates appears extraordinarily high, provided, as I believe,
wa continue to make progress on the inflation front. Perhaps, in our
semiannual reporting, we can more explicitly call attention to major
factors likely to influence short- or long-term interest rates and the
significance for various sectors of the economy. But I do not helieve
interest rate forecasting would be desirable or long sustainable, and
would in fact be damaging to the policy process.

Finally, Mr. Chairman, you have requested a single composite
forecast of the major economic variable by FOMC members. As you
are well aware, onr present practice is to set forth a range of fore-
casts of individual FOMC members of the nominal and real GNP,
prices, and unemployment. The fact is we have no single Federal
Reserve forecast, and there is no mechanism, within a committec or
board stricture, to force agreement on such a forecast by individual
members bringing different views, typically backed by separate staff
analysis, to the table. A simple average—possibly supported by ne
one—seems to me artificial. The process of attempting to force a con-
sensus would certainly dilute the product.,
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I would put the point positively. A range of forecasts by individual
FOMC members more accurately conveys the range of uncertainty
and contingencies that must surround any forecast. ‘the seeming neat-
ness and coherence of a single forceast too often obscures the reality
that a variety of outcomes 15 possible; the very essence of the policy
problem is to assess risks and probabilities—what can go wrong as
well as what can go right. A point forecast would likely be treated
morve reverently than it would deserve, and could even distort policy
judgments in misguided efforts to hit a forecast.

I can understand your concern that a range of forecasts may be
misleading if strongly influenced by outlying opinions rather than
reflecting & more even dispersion of views, For that reason, I would
be glad to explore with the Open Market Committee a procedure by
which wo indicated the central tendency of members’ views—assuming
such a central tendency exists—as well as indicating the range of
opinions. Conversely, if the forecasts were evenly distributed within
the range, we could so indicate, I lLelieve that approach would meet
the objectives you seek in a realistic and helpful manner,

In concluding this already long testimony, let me say that we share
tha common goals of achieving, In the words of the Employment Act
of 1946 and the Humphrey Hawkins Act of 1978, “Maximum employ-
ment, produection, and purchasing power™ and “full employment. * * *
(and) reasonable price stability.” Those objectives have eluded us for
too many years. We meet again today in particularly difficult cir-
cumstances, and there is a sense of frustrating and uncertainty among
many.

But I also happen to believe we have come a long way toward lay-
ing the base for economic growth and stability; economic recovery
should characterize 1983, and that recovery can mark the beginning
of a long period of stable growth.

Obviously there are obstacles—interest rates are still too high;
inflation is down but not out; there are strains in our financial system;
we face budget deficits that are far too high; we are tempted to turn
inwards or backwards for quick solutions that ultimately cannot work.
But it is also plainly within our capacity to deal with those threats—
provided only that we have a strong base of understanding among
us, that we resolve to act where action is necessary, and that we have
the patience and wisdom to refrain from actions that can only be
destructive.

You are leaving the Congress after 28 years, Mr. Chairman.
Through that time, vou have consistently provided constructive lead-
ership to the effort to raise the level of economic discussion in gen-
eral—and of the dialog between the Congress and the Federal Reserve
in particular. T happen to believe strongly in the independence that the
Congress has provided the Federal Reserve through the vears—but
also in the need for close and continuing communication with the Con-
gress and the administration. T presume that this is the last time I
will appear before vou personally in this forum. but the dialog will
continue to henefit from your efforts. your initiative, and your sense
of commitment in more ways than you may realize.

Representative Revss. Thank you so much,
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I want to thank you, Chairman Volcker, for your responsive reply
this morning in your statement to the five points I raised in my Novem-
ber 17 letter which I reiterated in my opening statement this morning.

On many of the points, you have, indeed, been very forthcoming.
On others, I'm, at the moment, not entirely pleased. And that may
simply be my difficulties with communication, which maybe we can
straighten out.

FIVE POINTS REVISITED

So, let’s take the five points. The first one was our point that we'd
appreciate in Congress from the Fed—as we get from the executive
branchk and from ourselves—a composite forecast of employment,
production, and purchasing power. There are the same vulcanizing
techniques in the other branches, but somehow the 535 Senators and
Congressmen have the budget resolution. I take heart from the fact
that you say—and I'm quoting from your statement—that you “would
be glad to explore with the open market committee a procedure by
which we indicate the central tendencies of members’ views, assuming
such tendencies exist. Conversely, if the forceast were evenly distrib-
uted, we could so indicate.”

That is great progress. And let me just suggest that in your con-
versations with your colleagues on the Open Market Committee, you
see whether they would agree, after full discussion and after giving
the range of their individual views, that yon do try what the Execu-
tive and Congress tries; namely, to get a sense of a meeting.

If the Open Market Committee, by a vote of 7 to 5, were to estimate
4 percent growth, & percent inflation, 6 percent unemployment, so
be it. And if there are extremes at either entg) of a range, fine. This com-
mittee is long on dissenting views, additional views, supplementary
views, Those could be added.

Can we try to reach a compromise along those lines? T don’t think
I’ve said anything very different from what you said in your state-
ment this morning.

Mr. VoLCKER. Ig’m not sure, whether we can; it depends on how it is
interpreted. I can discuss it with members of the committee.

T generally feel that the kind of “solution,” if that is the right word,
that T mentioned in my statement is, broadly, the right one. You re-
ferred to the faet, for instance, that Congress has to come up with a
single-point estimate in setting the budget; that is a fact of life, be-
cause you have got to present a budget in numbers.

I would say to you that I think while, as a practical matter, you have
to come up with a single number in presenting the budget—simply
because it is too hard to handle if you present a variety of possibili-
ties—that does not, on balance, contribute to the realism of the eco-
nomic dialog because a lot of attention is put upon that single number,
as if it were graven in stone. But indeed, there is a range of uncertainty
around it, to the extent that the budgetary outcome, for instance, fluc-
tuates simply because the employment or the inflation estimate was
wrong. it has different policy significance than otherwise.

While you have to set a single figure in the budgetary process, as
& practical matter, what I would urge you to consider is that, in terms
of considering economic policy, a range—with its sense of uncertainty
as a best guess or a central tendency in my words— gives you what you
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are really looking for, and gives it a way that assists the policy proc-
ess and does not damage it.

Representative Reuss. I like what you have just said so much. It
is perfect for me except for your emphasis on so-called central ten-
dency as a corollary suggestion, that where you have extremes, the sub-
lime and the ridiculous on either end, you're going to back off from get-
ting a sense of the meeting. o

Why can’t you give us a central tendency, however, scattered 1t is,
and also give them in ranges?

COMPROMISE AGREED TO ON FORECASTS

Mr. Vorosrr, What I am implying is that when we give you a cen-
tral tendency, we will give it to you however scattered it 1s,

{ can imagine situations where cach person’s forecast is a quarter
of a percent different, exactly evenly dispersed. We would have to tell
you everybody’s forecast is evenly dispersed in this range, There is
an arithmetic average, but it doesn’t mean much,

Representative Revss. Enough said by me. You scem to be doing
fine,

What you are suggesting is that you give us both, give us the central
point and then tell us as much as you care to, the more the better, about
the values, the individual views of President Smith of the Dallas bank,
and President Jones of the Atlanta bank.

Mr, VorLcker. I don't think T want to get into any President’s views.

TOTAL CREDIT TARGET AGREED TO

Representative Reuss. Let's go to point 2.

There I am delighted that you agree with our point, that just giving
us bank credit can be improved upon, and you are willing to give us
the full range of credit. Agreed, statistics are not all that perfect. In
my statement, 1 gave a number of sources. I thank you for agreeing,

Mr. VoLcker. For purposes of clarity, by the full range, my inten-
tion would be to give you the total. We could continue with & bank
credit section, but we would not attempt to give you separate figures
for insurance companies or money market, funds,

Representative ‘Reuss. Total credit, bank, and nonbank, absolutely.

LONG-TERM INTEREST RATES: DIFFERENCES REMAIN

Point 3, I guess represents the greatest difficulty between us—in
part, I think—because of my own maladroit presentation in asking
that the Federal Reserve consider the consequences of its intermediate
targets on the vital goal of long-term interest rates,

T am not suggesting that you target interest rates. I am not suggest-
ing that you forecast \nterest rates. 1 am suggesting that you set. forth
the consequences of the given monetary policy adopted in any one time
by the Federal Reserve on long-term interest rates, because they are,
indeed, important to this country and to the great goals of employ-
ment. production, and purchasing power.

I point out again that Treasury Secretary Regan yesterday, at the
breakfast meeting said: “I expect interest rates to fall on a gradual
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basis if the Fed continues its current policies.” Who knows better than
the Fed what the current policies are ¢ ) .

Why can’t you indicate what effect you believe those policies wiil
have on long-term interest rates, taking into account your assumptions
on fiscal policy, on foreign trade and investment, on exogenous shocks
and intlation, and all the variables that you have to use?

That’s all I'm asking.

Wouldn't you discuss with your Open Market. Committee and col-
leagues whether it would not only be possible but constructive and
helpful to Congress to do that ?

Mr, VoLcker. We may be dealing with a thin line, but I think it is
an extremely important line, Mr. Chairman, I understood that you
were not suggesting targeting, but I did understand that you were
suggesting a forecast.

If you want a general forecast, I give these all the time, in a sense,
about the effect of monetary policy on interest rates. Monetary policy
is directed broadly toward restraining of inflation and restoration of
price stability. There is no doubt in my mind that in time that is fun-
damental to bringing down interest rates, and that policy would be
reflected in a much lower, long-term interest rate over a period of time.

I have said that on numerous occasions. I will say it again.

I think that analysis is shared by members of the commitee. That is
quite different from saying, “In 1983, we expect the long-term interest
rates to go down in the early part of the year and level off,” or vice
versa. We give a general direction of influence that we think is ap-
parent over time.

I can make similar comments about fiscal policy, but I do not think
it i3 wise for us to get into the business of trying to outguess the mar-
ket about the effect of the near-term direction of interest rates.

Representative Revss. I hope you will discuss it with your col-
leagues, the precise long-term interest rate emphasis that our col-
loquy has indicated is in our minds.

Iay I say that had T been a member of the Open Market Com-
mittee—God forbid—in 1981, when that redline indicated actual crea-
tion of new M, if we had envisioned that undertarget monetary policy
was going to result in 18 percent mortgage interest rates and 15 per-
cent long-term and corporate bond rates, we would have, perhaps,
thought twice as to whether we did not want to keep M, « little more
ebullient. I hope in vour discussion with your colleagues you will at
least present the point T am making,

AGREEMENT ON FLEXIBLE OPERATING PROCEDURES AN ACCUUNTABIIATY

T pass on now to the last two points on which I believe—though I
want you to confirm-—we are in good accord. Proposition No. 4 was
that the Federal Reserve ought to feel free to be flexible in its choice
of operating procedures, I personally have no quarrel with your
present operating procedures, which center upon reserves, Earlier,
the emphasis was on the funds rate. All we say here is that the Federal
Reserve should feel free to exercise its sound diseretion as to what
is a good operating procedure, and should not feel inundated by any
assumed iron maiden in Congress. How about that?
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My, Vorcker. I think, as you worded that, I can agree emphatically.
I certainly think we should use whatever operating technique ap-
pears to us to be most suitable to the circumstances,

I am not quite sure what you mean by “operating procedure.” We
do have a law which says: Set out the aggregate targets for the ag-
gregates; and we agree with that, We need that kind of discipline and
gmdepost and signpost for our actions in setting those targets. To
exercise judgment, we have got to look at a lot of factors. As to choos-
ing what I think of as the operating techniques—how to proceed on &
da} -to-day basis—we certainly have to adapt that to what the eir-
cumstances call for.

Representative Rruss. You would agree—here I am saying that
Congress 1s telling you to follow your own good instincts as to operat-
ing procedures. I cannot imagine your objecting to that. Now that I
hear you don’t, that is fine,

The fifth and last point we made is one, again, that T believe the
Open Market Committee would welcome. That is, when you make a
change in your targets, or your estimates of the ultimate goals and
policies, inform the Congress. As it is now, you do inform people like
business councils down at Hot Springs, and that’s fine——

[Laughter.]

Representative Rerss [continuing]. But let us in on the secret.
[Laughter.]

That surely would not be taken amiss by your colleagues, would it?

Mr. VoLcker. I don't think T addressed ‘the point dirvectly. This gets
into the fine line between what is the kind of change that should
properly demand a congressional hearing, and what can be handled
by some other kind of an “announcement,

I did not interpret the change that we made in October with respect
to Mil—knowing in October that that distortion was coming up in
M1, not knowing it earlier—nor the fact that for the time being we
would follow an above- -target growth in the broader end of the range,
as being outside the framework that I discussed with the Congress in
July.

Representative Rerss. Since you chose to say that you kept your
turget, vou do not owe us a Ieport under the regimen I am suggefstmE
We could argue it at another time—where you could have said: Loo
we are changing our targets.

My, Vorcurr. If we decided that we faced a basic change in trend,
let’s say, of these targets, that we wanted to change them, that we
would change them between the semiannual reporting dates, then I
think what you suggest would be the procedure followed.

Representative Reuss. My time is expired, but let me say I think
this hus been a valuable colloquy.

FOMC WILL DISCU'S8§ THESE 1SS8UES IN DECEMBER

Are your mind and my mind in synchronization that you will bring
up at the Open Market Committée meeting, which will be held, I
believe, in o few weeks, various points discussed with this commlttee
todav ? To what extent do we have a meeting of the minds? I am very
hopeful that we do.
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Mr. Vorcker. I can bring those points up at that meeting, as I
indicated in my statement 1 would do. They are operationally relevant,
I suppose, but perhaps not for the December meeting. I can bring them
up i the January or early February meeting, prior to the regular
report that we bring to the Congress.

Representative Kruss. Because they do affect relationships between
the Congress and the Fed, I would hope that you would produce a
sense of the meeting as soon as possible. Indeed, 1f vou do 1t by tele-
phone, before late December, that would be appreciated.

Mr. Vorcker. I can discuss these points with the committee. We
would not have a new forecast, we would not have new targets, we
would not have a credit target, in December.

Representative Reuss. Agreed. What I would expect and hope for
1s some agreement on the principles.

Senator Proxmire.

Senator Proxmire. Thank you, Mr. Chairman.

PSYCHOLOGY OF UNEMPLOYMENT I8 DEPRESSING THE ECONOMY

Mr. Volcker, toward the end of your statement, you say the follow-
ing: Obviously there are obstacles in the way of stimulating growth
of the economy, you say; interest rates are still too high; inflation
is down but not out; there are strains in our financial system; we face
budget deficits. We are tempted to turn inwards or backwards for
quick solutions that ultimately cannot work.

Isn’t one of the biggest obstacles the one that you have not stated
here, and that is the feeling on the part of millions of Americans that
they may be out of work tomorrow? Recognition that we have 1114
million people out of work right now, that the unemployment has heen
increasing, and shouldn’t we face that obstacle and try to adopt
policies or state polices that clearly and conspicuously overcome it?

For instance, there is nothing to indicate that it’s the responsibility
of monetary policy to put people back to work in home building. In
the automobile area, where interest rates are also an enormously im-
portant factor—farm implements, and so forth, small business gen-
erally—interest rates, in the view, certainly, of millions of Americans,
have been the element that has crucified them. Shouldn’t we in a state-
ment from the Chairman of the Federal Reserve liave a recognition
that this psychological feeling on the part of people, which is cer-
tainly based on hard and bitter experience, say something that mone-
tary policy has the responsibility to meet ?

Mr. Vorcker. Let me say, Senator, that perhaps my statement is
not direct enough, but I do on a number of occasions refer to a scnse
of uncertainty, a sense of frustration. I do think that that affects eco-
nomic behavior, and I refer to it explicitly in connection with the de-
sire for liquidity, to hold cash, and 1 point out that because of that
fact—that is apart from institutional technicalities—we are willing
to run above target; we feel that particular response of people to the
very concerns that you mention leads to behavior that, in a sense. has
to be offset or partially offset by monetary policy. I certainly believe
that the factor you mentioned is a factor in the business situation.

Looking at it as a policy problem, apart from the excessively tech-
nical points I make, how do we indicate what you suggest? We have
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had interest rates really very sharply lower since summer, down from
very high levels, to be sure. 1 think we see the effects of that in the
housing arca particularly. That is where the signs are the clearest, and
we seem to have an upturn there—from a low level, indeed but still
a rcasonably well established uptrend in the housing area.

Interest rates in the consumer credit area, as I mentioned in the
statement, are slowly coming down, and this has affected the automo-
bile industry. )

We come back to the whole dilemma that we face, the whole policy
problem. Yes; we want to deal with the problems that you mentioned.
We have to do that in a way that does not set off either the concern or
the reality of inflation, after so much progress has been made there. 1
would fear that if that happened, you would not get the result that you
want and that I want, The uncertainty would arise in a different direc-
tion. It would not be dissipated. It would be contrary to economic
recovery.

Senator Proxarike. My diffieulty is I think that most Americans,
when we are talking about M,, M,, the changes in M, and M,, and so
forth—it is gobbledygook. If we explain the shift in monetary policy
based on the fact that M, is not quite the same factor it was, rather
than on a plain, simple recognition that the economy is in trouble and
the people are not out of work, that we have to do something to pro-
vide for better utilization of capacity. One-third of our capacity now
is idle, It is a situation where we need stimulus,

What concerns me is that the stimulus is going to come whether you
like it or not, as long as we have this kind of a situation from fiscal
policy. The President has proposed, as we all know, moving the July
1983 income tax cut up to January 1, as his kind of stimulus. And he
also proposed a jobs program; he does not like to call it that, but it is
2. jobs program, to increase the gasoline tax. Members of Congress pro-
posed other jobs programs. That will come on unless we have a clear
definition and expression of the monetary policy as a better way to go,
and I certainly think it is.

PROPOSAL TO ACCELERATE JULY 1, 1983, TAX CUT

Now, let me ask you: You said on many occasions that your job
would be u lot easier if fiscal policy were tight, What is your opinion
of the proposal floating around the White House to move the July
1983 income tax cut forward to January ?

Mr, Vorcker. I have some concern about it, because I think it ob-
viously makes life at least marginally more difficult from the monetary
policy side that you are referring to.

It depends upon the context, I suppose, in which it came. If there
were some speedup of that tax cut and at the same time vigorous action
were taken to cut down the future deficits out there in 1984 and 1985,
where 1 think the problem is, then maybe you have got a balance.

But I do not think signals that the deficit is going to get worse and
not better are what we need now. If that were going to be considered
at all, I would hope that it would be considered as part of a package
where action is also taken in dealing with the deficit in those out years,
where the risks to continuing recovery seem to me very great. At the
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moment, we already have a very large deficit, of course. You can argue,
as I mentioned in the statement, that that is a support to economic
activity at the moment, but let's not forget about the deficit out there in
the future.

Senator ProOXMIRE. You are saying that as far as you are concerned
it would be acceptable fiscal policy, that you would not object to if we
did move the tax cut up to January 1, and at the same time took
action, for example, in terms of procurement, which would have little
effect in 1983 but can have a very big effect in 1984, 1985, and 1986,
to reduce the deficit at that time? I am not asking you to take a posi-
tion on procurement, but asan example. .

Mr. Vorcker. I think if sufficiently strong actions were taken—I do
not know just how I would quantify those—but if sufficiently strong
actions were taken In a number of areas that affected not fiscal 1983,
but fiscal 1984, fiscal 1983, and the years beyond, a large part of my
concern would be dissipated,

I do not know whether that is reasonable and feasible. I obviously
have a concern about it as it stands.

EFFECT OF NEW DEPOSIT ACCOUNTS

Senator Prox»Ire, You mentioned a new deposit account. That will
take effect on December 15. You said at the DIDC meeting that the
new mstrument would destroy M,. Your statement today carries the
same implication, and goes further to say that M, is too P:)ose a guide
for monetary policy.

Now, the distinction between transaction balances, M; savings
balances, M,, and M, is probably gone forever, as you imply. What
does that mean for monetary policy ? Where are you going to conduct
monetary policy, given the changes in financial instruments, and the
inexactness of M, and M, ?

Mr. Vorcker. If 1 recall correctly, I made that statement in re-
sponse to a question during discussion of a further new instrument
that would have full transactions capability. Certainly the instrument
already approved will have an important distorting influence for a
period of time.

But I think I made that comment in reference to the additional in-
strument that would have full transactions capabilities—at least I had
that in mind. You can imagine a situation where, in practice—and that
is what 1 was imagining when I said that—to a substantial degree,
we could not statistically distinguish between a transactions balance
and a basically savings-type deposit.

If you are 1n that position. you have got great difficulties with Mj,
because you have not got a statistic that reflects the transactions nature
of the instrument. And I think vou are then forced to put much more
weight—and continue to put much more weight—on the broader mone-
tary aggregates, and, to some extent, as we discussed earlier, on the
credit aggregates—if that is the way it goes, institutionally,

I regret that from a monetary standpoint, because T think there is
certainly a very significant body of analysis over the years that says
that there is something special about a transactions balance, if you
can measure it. I was facing the possibility you could not meagure it.
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Senator Proxarire. You and the Comptroller of the Currency and
the FDI( are responsible for the soundness of the U.S. banking sys-
tem. The public looks to the Fed to make sure that the banking indus-
try engages in sound practices, It is no secret that the larger bauks
have a large volume of nongrowing assets. We are all aware of the
problemn with loans to Mexico, Argentina, Poland, other countries
that are delinquent in paying their loans, Under the circumstances,
it seems essential that banks not send good meney after bad, not en-
danger further their capital position by making more loans to shaky
foreign countries.

The reason T am making the statement. is, I was surprised to read
vour remarks of November 16 in the New Kngland Council. You told
the Council that if a foreign country has agreed on an economic pro-
gram with the International Monetary Fund, quote:

Where new loans facilitate the adjustment process, enabling a country to
strengthen its economy and service its international debt in an orderly manner,
uew credit should not be subject to supervisory eriticism,

I have two problems with that statement, First, despite the caveats
you attach, you seem to be saying that the Federal banking supervisor
should look the other way while U.S. banks go deeper and deeper
in risk in lending abroad. And second, there 13 obviously a double
standard at work here.

I had not heard you to encourage banks to lend to American
farmers, home builders, or other small businesses. Are you applying a
looser supervisory standard to bank loans to foreigners than to loans
for Americans?

Mr. Vorcxer. No, siry I do not think so. Let me explain the state-
ment. Maybe we do have a disagreement.

The issue I was addressing was not past practices in this respect,
although I think what has happened in this area obviously raises
questions with the banks. It raises questions with the supervisory
authorities, about what changes we might make in the future in terms
of supervisory approaches toward particular concentrations of credit.
That is a relevant question, and one that we will be addressing. We
have addressed it in the past, and we will continue to address it 1n the
future and try to learn from experience.

The sentence you quote was directed toward a rather more immedi-
ate problem. A number of countries that are obviously having debt
servicing difficulties, They have had large balance-to-payment deficits,
which are related to the buildup in loans. They are engaged in very
diffienlt and aggressive adjustment programs which are fundamental
to a restoration of their health, fundamental to their capacity to serv-
ice that debt in the future. It also happens to be true that a country
in that position cannot overnight go from a large deficit and a very
heavy dependence on external financing for repaying bank loans, to
absolute current account or overall balance-of-payments equilibrium.

It takes time, Since there is a transitional period, and assuming the
caveats are an absolute part of that statement and not separate from
it, then if a country is undertaking an adjustment program—very dif-
ficult, but ultimately very hea]?hy—a program that is going to
strengthen its economy and its capacity to service its debt, I do not
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think it is a matter for supervisory criticism for the banks to provide
additional credit to make that program working and viable. _

The alternative is an inability of those countries to service the debg,
and it will make the loans bad instead of making them good.

Senator Proxyire. What would that do to the banks’ position?

Mr. VoLcger. When you get the strong adjustment programs, what
you will find in every one of these cases is that the amount of new
credit that is necessary is sharply reduced from what the banks have
been providing in recent years. )

You will find that they are able to provide this additional bank
credit consistent with a reduction of their exposure relative to assets
or capital. 1t is not going to be a dramatic reduction in the short run,
but what you will end up with is, typically, some reduction in their
relative exposure, and a much stronger base—if these programs are
successful—for servicing those loans. We will be in a sounder position,
not in & weaker position.

You refer to other sectors of the economy, Banks have a self-interest,
obviously, in dealing with other distressed borrowers. If they are en-
gaged in a program of writing a company or an individual some addi-
tional credit, that may be important; it is quite different from just
throwing, as you say—good money after bad,

The adjustment program is absolutely essential to that process.
Wo have countries that are coming to the IMF, getting international
endorsement of their adjustment programs. We are, in effect, saying
collectively, officially, through the IMF, that this country is doing
the right thing; that it is getting its economy, its finances, back on &
sound footing. Some credit 1s required during that period, but sharply
reduced credit from the rate of growth in the past.

Representative Revss. Representative Wylie.

Representative WyLte. Thank you, Mr. Chairman.

Mr. Volcker, may I say that I am very encouraged by the exchange
between you and Chairman Reuss a littfe earlier. I had sensed earlier
this morning that there might be not quite as much of an agreement
between the two of you, as far as your Judgment is concerned, and use
of it. To me, that was encouraging to see.

NEEI) FOR FLEXIBLE MONETARY TARGETS

_Mr. Volcker, you suggest that monetary policy not be guided by a
simple numerical rule. You suggest that setting targets for growth of
money and credit is a matter of judgment.

Could you elaborate on that a little bit? What variables do you
consider particularly significant in that connection ? :

Mr. Vorckek. Let me take as an example what has happened in the
last 6 months or so. We have had a situation in which recovery has
obviously been slower to come about than we and most others antici-

ated 6 months ago, 12 months ago. We have had some strains on the

nancial system that added to the kinds of concerns, that Senator
Proxmire mentioned.

We had, for a while, interest rates seemingly extraordinarily high
relative to past relationships between important variables, which sug-
gested a desire for liquidity, among otlier things. We have had,
Increasingly—while these figures jump around from quarter to
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quarter or over a period of quarters, reflecting technical factors—a
aceline in veloeity, the overall relationship between money and eco-
nomie activity.

That does not bother you for one quarter; maybe it is understand-
able for two quarters and you expect when that happens that it will
Lounce back, and you must be cautious about it bouncing back. But
when it persists, you have to take it as a further indication that some-
thing is going on which for a significant period of time is changing
tho relationship between M1, M2, the economy, and inflation.

As you arrive at that conclusion in this particular instance, you
say:

We will be more tolerant of an overshoot, because the relationships that we
were counting on have been changing demounstrably in the course of the year.

You also have to exercise judgment in the opposite direction, Based
upen a lot of history, your first assumption may be that if velocity
changes it may bounce back, so you do not want to overdo it. You have
to balance that against the risk that looking ahead 6 months or what-
ever you will find out that velocity is moving strongly in the other
direction, and you may have too much liquidity in the system. I don’t
know how to approach that problem other than with judgment.

Representative WynLie. 1 want to follow up on that, I think that is
a very important point you are making. You said that in 1982, this
year, M, velocity has now leveled. So 1t will fall for the first time
1n 30 years or so.

Myr. VoLcrer. I think there was a decline in 1 year in the last 30 years
of one-tenth of 1 percent,

Representative Wyrix. I am told in the past, in the years immedi-
ately following the median or low, we had unusually big increases;
for example, 1954. M, velocity fell by 114 percent, and then rose in 1955
by 5.7 percent. In 1958, velocity growth was zero and in 1959 it was
§.3 percent.

Why should we think that at this time it would be different? Why
shouchv 1983 see a decrease in velocity ?

Mr. VoLcker, You are looking at a different velocity figure than
what I have before me. My annual figures are measured from fourth
quarter to fourth quarter and on that basis there are no declines in
velocity during the 1970%s.

Representative Wywie. For an annual period.

Mr. VoLckEer. The point that you are making is similar to the point
I made at the end of my previous answer. You get a lot of bouncing
around in velocity in the short run, and you get some tendency for
velocity to be slower than it otherwise would be; it does not actually
drop during & recession period on an annual bagis for a long while, but
you have a slower growth during recession periods. The normal ex-
pectation is that it will bounce back during a recovery period and be
exceptionally fast during a recovery eriocf

That may happen this time and. in fact, T would not expect this
velocity decline to continue. T would expect, as the economy recovers,
velocity would go back. We are talking about a matter of degree. We
have a velocity change here that js larger than any we have had in
the postwar period, I think. It is the first significant one for 30 years.

Yes: T would expect some movement back in the other direction, We
have to be cautious about that. We have to prepare for it. There may
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also be something else going on here that says we cannot simply af-
ford to ride through this period without any allowance for what
we have observed going on in velocity for five quarters now.

TAX POLICY AND DEFICITS

Representative WyLie. I want to get on to a question that Senator
Proxmire asked a little earlier, I think your judgment is important,
and I want to understand your position on this.

Senator Proxmire asked if you favor the speeding up of the tax
cut from July 1 to January 1, and as I understand, you said that you
would oppose that unless spending could be reduced accordingly.

Mr. Vorcker. I would make a distinction in timing. What I would
like to see 1s important action—I would prefer to see it on the spending
side, but if it has to be taken on the revenue side, all right—dealing
with what I believe is the structural deficits, which is going to exist
even when the economy recovers; even if we go back to something we
can call full employment, we are going to have a big deficit.

What worries me is whether that deficit is, in fact, consistent with
sustaining a recovery, so if there were important actions taken to deal
with that preblem—not today, in terms of current expenditures—but
to deal with the problem that 1s inherent in the budget in 1984 or 1985
or 1986, then I do not think speeding up a tax cut by 6 months is
going to complicate our lives in terms of expectations, in terms of com-
plicating the budgetary problem. I am afraid it would complicate
matters i1f it were just taken as an action that, in a sense, moves
toward bigger deficits, I am afraid that would be the interpretation.

Representative Wyrix. I am somewhat worried about the short-term
revenue reduction which might result from a speedup of the tax cut.
What would be your position about deferring the tax cut?

Mr. Vorcker. I would be inclined to leave things as they stand
now, so far as the tax cut is concerned, but I would also have to add
promptly that it leaves you in an unsatisfactory budget position. So
leaving that tax cut where it is, is not at all inconsistent with my
feeling that you still need strong action for 1984 and 1985 to deal
with the structural deficit.

I would hope that action would——

YOLCKER COMMENTS ON REPUBLICAN INTEREST TARGETING PLAN

Representative WyrLie. Mr. Volcker, while you are here and while
I have the opportunity, T would like to refer to a bill which was in-
troduced called H.R. 7218, if T may. The reason I would like to bring
it up here is because it does have distinguished authors, famous and
distinguished authors,

It says on page 3 of this bill that—if we could go back a little earlicr,
the bill says: “It is the purpose of this act to return predictability and
stability to financial markets and provide lower real rates of interest.”
And it says: “Targets for short-term interest rates are achieved on
a monthly basis.”

What 15 your position with respect to that bill7 The so-called target
of real interest rates on a monthly basis.
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Mr. Vorcxer. I attempted to address it in the middie of my state-
ment. I did not recall it was literally targeting real interest rates on a
monthly basis, I have the problem that 1 do not know what a real
interest rate is. _ _

Representative WyLie. The principal authors of the bill said on
page 3, “short-term interest rates are achieved,” and the word
*monthiy”—it says, “on a monthly basis,”

Mr. VoLcker. I did not recall that, but that makes it worse, from
my standpoint. What is a real interest rate? We use the term; I use
the term, usually with a footnote, in my mind.

You have some conception that it is the relationship between interest
rates and the rate of inflation. But, expressed a little more precisely,
what you really have in mind iIs interest rates against the expected
rate ot inflation during the time that the interest rate is relevant,

We have a lot of current inflation figures, and they bounce around
even more than the money supply from month to month. What infla-
tion rate are you comparing, let's say, a 1-month interest rate to?
Last month’s CPL? This month’s CP1? The CPI averaged over 6
months? Then you get into a little longer term perspective.

Maybe you really are interested in CPI, assuming the CP'I was a
good index—which it is not, always—over the next 6 months. But you
don’t know; vou may get a different story from the wholesale price
index. It may be affected by temporary factors that nobody takes into
iccount,

You are not dealing with a figure that anybody can identify;
maybe more accurately, if you sit a dozen people down, they will have
a dozen identifications of what the real interest rate is at any particu-
lar point in time.

I think it has just that technical problem. I would repeat, given
my own expectations of inflation, I think long term interest rates are
going to turn out to be high in real terms, but that is not an operational
target for the next 2 months.

Representative Wyrnie. I think there will be further discussion on
that, I did want to take the opportunity to get your view on it,

I think what we are all trying to achleve is the same goal, although
we may have different opinions on how we might get there.

Thank you very much, Mr, Chairman,

Representative Reuss. Thank you, Congressman Wylie.

DESIRABILITY OF SIIIFTING TIMING OF FISCAL STIMULUS RESTRAINT

I have just one question for you, before proceeding to Congress-
man Kemp. I agree completely with your outlook on the proposal to
accelerate the July 1, 1983, 10-percent tax cut, as set forth in your
answers to Representative Wylie and Senator Proxmire.

Your view 1s that just to do that would increase the current year’s
budget. deficit from its already outrageous dimensions by another $13
or $14 billion. The second part of your view is if, however, such an
acceleration were accompanied by locked-in measures to reduce the
budget deficit in the out years, you might view the whole thing favor-
ably. Then you would be getting the stimulation where admittedly a
stimulus is needed right now, but you would be reducing the stimulus
from fiscal 1984, fiscal 1985, and succeeding years,
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Mr. VoLcger. And therefore, I think, having a different impact on
interest rates and the problems of monetary policy.

Representative REUss. Exactly. 1 agree entirely with whut you suid.
I would ask this question: I have suggested that a possible way of
doing that would be to accelerate the July tax eut but to cap 1t to
provide 1n effect that it would go to people making less than $50,000 a
vear. People making more would, of course, get ut least $700. But it
would taper off at about that level. That would markedly decrease the
current deficit by several billion over what President Reagan is mus-
ing about, and in the ont years, next vear and 1985, it would reduce
the deficit now contemplated by $7, 88, or $9 billion a year. The net
deficit reduction would continue.

Again, without asking you to give your views of that particular ap-
proach, is not the arithmetic of that appealing?

AMr. Yorcker. I have not looked at the arithmetie, If the arithmetic
shows trading a reduction now for an insured improvement later, I
think that goes in the right direction.

I am clearly not commenting on your particular proposal, which 1
think has other aspects that would be inappropriate in my opinion.

Representative Rxuss., Your answer to Senztor Proxmire about the
rate in growth of military, you were not prepared to suggest weapons
systems, et cetera.

Mr. Vorcker. Exactly,

Representative ReEtss. Congressman Kemp,

Representative Kesre. Thank you, My, Chairman.

I, too, want to join my colleagues, Henry, in thanks to you, in your
Jast liearing. We all wish vou well. You have been a friend, highty
respected on both sides of the aisle. I appreciate my colleague, Repre-
sentetive Wylie, alluding to that fact earlier.

Welcome, Chairman Volcker. It is a tremendous opportunity to sit
in on these hearings. There is tremendous interest in monetary policy.
Bill Proxmire has the ability to cut through many of the problems,
and get right to the heart of the matter, and that 1s the concern that
we all have over the economy and the role that monetary policy plays
in the economy,

There is tremendouns interest in your testimony today. It could be
said that you are outdrawing the NFL at this moment, Mr. Volcker.
All of the markets are watching what you and we do.

To that end, I think it is important that I not be tempted to get into
fiscal policy. I think the issue 1s monetary policy. That is why I really
wanted to be here today. So I will resist the temptation to defend the
third year of the tax cut and defined moving it up and defend my argu-
ments against trying to redistribute income through a more steeply
graduated income tax.

Much of your testimony, many of your remarks, many of your
answers to Chairman Reuss, Senator Proxmire, and Representative
Wiylie, have been articulate in enunciating the problems you have
in narrowly targeting either interest rates or a quantity of money.

You mentioned the All Savers Certificates coming due, which has
caused technical aberrations in the supply targets. You have men-
tioned problems in other areas. I think if you look at those charts there
on the wall you will find that the definition of money changed between
1981 and 1982. You make the statement, and then you allude to it again
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later on, that in setting targets, as a practical matter, attempts to target
and fix interest rates would make a more rigid monetary policy,
politicize the process. I think from your statement it can equally be
said that narrowly targeting a definition of money and holding to 1t,
irrespective of what happens to the economy and interest rates and
exchange rates, would also be rigid and political. Part of the frustra-
tion, Mr. Volcker, part of the reason for introducing bills like H.R.
7218, is not to politicize the Fed, not to make you less independent,
not to go back to a presct 1979 interest rate target, but to come to a
balance so that we can, as Bill Proxmire pointed out, achieve economic
growth.

And if we do not achieve econoniic growth, if we don’t get the Na-
tion back to high levels of output and production, there 1s going to
be, I'm afraid, not just a sense of frustration in the Congress, but
overt attempts to reduce the independence of the Fed.

I am pleased by your testimony, at least that part in which you
have suggested that for technical and nontechnical reasons, you have
moved away from that experiment in monetarism for 3 years or so,
or narrowly trying to define money and control its quantity.

My concern is for the future. Much of your testimony has been
looking backward, and my concern is about the future.

You have mentioned the problems you have had with targeting
interest rates. Again, to mention ILR. 7218, we are not interested
in exclusively targeting interest rates. I do not even think Chairinan
Reuss, 1f I heard him correetly, has suggested that you can narrowly
target interest rates. It is true, however, Mr. Volcker, is it not, that
the Federal Open Market Committee, on a month-to-month basis, over
different periods of the year, does target the Federal funds rate, which
1s an interest rate?

Mr. Vorcxer. T would not interpret what we are doing now as
setting targets for the Federal funds rate, We used to do that prior
to 1979, as a means of reaching the monetary target. It turned out
noicsito be a very good means, in my judgment, but that is what we used
to do.

We do not. target it now. We do, in our directives, set down a rather
wide band for the Federal funds rate, which is as a signal; if it reached
the outer ends of those bands, we wonld want to review the situation.
We have done that on a number of oceasions, usually when it has hit
the outer ends of those bounds,

It goes through—the directive does not sav, “Hold it there.” It says,
“Consult if that happens.” T do not determine that as a target.

Representative Keyme. Thank you. Mr. Volcker. As T have tried
to suggest in the past, interest rates, exchange rates, even, indeed, the
quantity of money or other aggregates. are not dircetly targets, as
much as they are tools of policy. Why use a quantity target when the
goal is price stability ? Why not use prices themselves?

In other words, whyv not find some price that vou think could be
used as a proxy for the price level? I'm not saving what it should
be, but. vou can find in history that there are proxies for the general
price level, and what we arc secking is price stability, a stable unit of
aceount. and honest money. '

Why couldn’t we abandon money quantity, abandon interest rates,
or at least use them only as tools, and target the one thing that the
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American people want us to lock at, and that is maintaining the
purchasing power of the dollar?

Mr. Vorceger. I fully agree with yon as to what the purpose is in
the end: We want a stable curreney, a sound currency, stable pur-
chasing power of the dollar along with a growing economy.

The guestion 1s how vou best get there, which brings up operational
questions, tactical questions. There is no disagreement on the goal, The
reason that we use these quantities has a long history. 1t has a long
history of congressional interest in these monetary targets of increas-
g interest over the 1970 which was finally incorporated into law
in the Humphrey-Hawkins Act. That history is based upon twe
notions: One. that over periods of time there is a velationship between
these quantities in a lot of different economic circumstances and what
we are ultimately interested in, the price level, which corresponds
with lags of unknown duration; and two, we cannot directly control
money, but we can strongly influence it, at least one removed. through
changes in bank reserves.

We have not got a similar instrument to work directly on prices.
We have got a whole lot of price indices which we wiil affect. in the
end. But how do we link up what we do today with the broadest price
indices that we are interested in. and whose stabilitv we are interested
in? It is a period of, nnfortunately several years, before you get the
results.

S0 we are looking for an intermediate stage that goes toward the
objective that you and I share.

Representative Kesr. 1 am glad to hear that, I think. And I would
like to explore it a bit more.

COMMODITY PRICE TARGETS

I am not talking about sluggish measures like the C'PI or the WPI,
the wholesale price index. DBut let’s go back to 1979, Mr. Volcker,
and look at commedity prices. Take the Commaodity Research Burean,
the Burean of Labor Statisties, the Dow-Jones Commodity Price
Index, and you will see tremendous rise in commodity price index
measured on any one of a number of commodity indices in 1979. It
pezked in 1980 and has dropped from 1980 to 1982 at an incredible
rate, Commodity prices are significantly nnder the level that they
were at in 1980 and 1981,

My question is: Would vou be concerned for the future if com-
maodity prices continued to fall? If the price of gold goes much nnder
8400—T1 understand it is about $404—what would be the reaction?
Would you then inject reserves to expand the supply of moncy ¢

Mr. Vorcxer, Yes,

Representative Kemp. So you need some other target because of the
problem that you have mentioned with regard to the demand for
money. Doesn’t the price level, as measured, say, without trying to
exactly define it, by commodity prices, doesn’t that take into account
both the supply of money and the demand for money? Doesn’t that
solve a little bit of your problem?

Mr. Voreger. Commodity prices certainly give yon information.
The way commodity prices were behaving in 1979 and early 1980 was
certainly an indication to me of inflationary pressures and inflationary
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expectations, They were certainly a factor in my mind, anyway, 1n
policy formations. .

I think you can say the same thing about the subsequent 1ise in
late 1980 and 1981. Certainly, I take the rather long period of decline,
now, since early 1981 and really continuing into the present, as an
indication that there is this inflationary pressure on the economy, and
we take that into account, i

In that general sense, commodity prices are relevant, yes. That 1s
quite a long way—a tremendous distance—from saying, as I have
heard some people say, “Why not use commeodity prices as a kind of
day-by-day indication of whether you should add or subtract
reserves?”

The trouble with that is that this is a very highly volatile series
over time, and you expect fluctuations in commodity prices. I would
guess—more than guess—that some commeodity prices are, certainly in
a sense, too low, relative to the average price levels. It is not very
profitable, for instance, to mine copper, at the moment. 1f prices just
leveled out today at general price levels, presumahly at some point the
copper price would have to rise to go back into equilibrium.

Representative Keare. I understand the problem with copper.

Mr. Vorcker. I think you can say that about the whole commodity
price index at the moment, because 1t is affected by the fact that we are
m a recession. I don't think that we can assume, let’s say, the com-
modity prices are in equilibrium today and therefore should be stabi-
lized t}rom this day on.

Representative Kemp. I made that point myself. Commodity prices
are semewhat lower,

My question really, Mr. Volcker, is, What are you going to do? What
rule? The reason that Chairinan Reuss, Senator Proxmire, Represent-
ative Wylie, and all of us are desperately looking to you is because
we want to know what you are going to do in 19837 It is not enough
to go back to M, or even M.,

My wife has money market funds., She thinks they are a savings.
I have got a sweep account. I don’t think you can tell the difference
between which is money and which is savings,

Mr. VoLcxer. I can't.

Representative Keare. My question is, What are you going to do in
1983 ¢

Mr. Vorckee. You are asking me a question in the same way Sen-
ator Proxmire asked me a question: Won't you please give us a simple
rule that you will follow ?

I am afraid T am in the position of telling you I am suspicious of
any rule that is that simple. It would be very nice to say: “We could
just follow commodity prices, or target interest rates.” I don’t think
life is quite that simple. These relationships change.

What we do say is that among all of these relatively simple rules
there is a big body of history behind the monetary quantity. Cur-
rently, it is getting distorted by all of these institutional changes; we
have to be very cautious about it. What I am saying in a good part of
my statement, as you accurately note, is that there is a lot of doctrine,
history, experience, behind that rule. Beware of making it too simple;
beware of making 1t too simple in these disturbed periods,
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So then you say: “Give me another rule.” I would like to give you
another rule that is very mechanical, that will tell you that we will
stabilize commodity prices between @ and y, or the Iow Jones index,
or the gold price, But any of those rules would suffer from over-
simplicity, more so than the quantitative rules.

So I have said, “I suppose if we have a rule of that sort, you could
replace the Federal Reserve with a computer.” I don’t think we are
going to reach that stage very soon.

We have to apply some judgment using the very points that you
mentioned, they are very relevant to me, but they do not provide a
simple operating rule.

Representative Keme. T have been a critic of monetary policy in
the past. I want to say in recent history, that is at least since July
and June, and even to look at an earlier date, I have been applauding
what you have been doing, I think there has been a significantly
broader approach to the conduct of monetary policy.

What 1 was suggesting a little bit earlier is that it seems fo most
Fed watchers there has been a shift away from a fix on just the quan-
tity of money, and that is applauded by many of us.

I am also suggestlng that just fixing interest rate targets is not
possible. We have introduced a modest Monetary Policy and Price
Stability Act, just to vent a little of our frustration, which is assuaged
somewhat, Mr. Volcker, by your approach recently, to monetary policy.

My real questions are about the tuture. I am not asking for a simple
target. I am not asking for simplicity, or taking away your inde-
pendence, or turning you into a computer, But the American people—
at least the people I represent—are interested in several things. They
want stable money, stable prices, they want a fixed unit of account
upon which they can base contracts, so they can save once again, and
provide for the future. They want a world in which Americans can
trade with a sense of confidence that the unit of account will not change
internationally.

The world is in economic anarchy with a very dangerous trend
toward protectionism. Part of the problem is the breakdown in the
confidence that that unit of account is going to be preserved, not only
by the United States, but indeed the world, and the world, of course,
trades in dollars, 75 percent of the world’s economy, in one way or
another, is denominated in U.S. dollars.

Is there some way that this country can work with our trading
partners in an international sense, to get back to more stable exchange
rates, get back to more confidence in the ability of nations to engage
in commerce and industry without seeing those policies changed from
day to day by the zero-sum, beggar-thy-neighbor approach?

Mr. VoLcker. T hope so, and believe so. Tn saying that, I would think
we have to get to the fundamental bedrock upon which international
stability must rest in 2 monetary sense.

It is on the stability of the dollar itself. The dollar is extremely
important. not just for us, but for the world economv. It is going to
be stable. We have to have stability at home, but that does not solve all
problems. As we return to that stabilitv at home, I would hepe that
wo would find, franklyv. mechanisms and tec]miqnes for avoiding some
of the extreme fluctuations in exchange rates we have had.

Federal Reserve Bank of St. Louis



315

I continue to hope that they will damp down by themselves, given
mora stability in domestic currencies, and I think that is absolutely,
fundamentally important. 1 am not at all allergic to the idea of find-
ing other techniques to help encourage that process as well.

Representative Reuss. Any additional questions? Congressman
Wylie.

Representative Wyre. Mr. Chairman, I would like to follow up
on that. Ideally, we are all interested in stability, As far as inflation
rates are concerned, a low inflation rate and stability as far as interest
rates are concerned, lower interest rates.

WHY DID FED LOWER DISCOUNT RATE?

Last Friday—may I say that I do not want to oversimplify the
discussion, or to suggest that what we are interested in—but how it
impacts on unemployment. What considerations led the Fed to lower
the discount rate last Friday?

Mr. Voroker. We obviously are aware of the economic environment
in which that action was taken. We referred in our statement to the
continued sluggishness of the economy. We referred to the fact that
we do interpret these aggregates in the light of the liquidity trends
that we see, and we also, importantly, refer to the fact that we think
we have seen progress on inflation and that the prospect for that
continuing are pretty good.

Taking all those factors into account, we certainly do not want to
be an obstacle to lower interest rates. We can reduce the discount rate
modestly in the climate of market rates, and we did so.

If I could add in that connection, and thinking of Senator Prox-
mire’s earlier comments as well, I think the problem is illustrated by
the Senator’s comments about the need for stimulus. I think he put it
very directly, considering what is going on in the economy, considering
the uncertainty that is there. Congressman Kemp has emphasized, also
rightly, in my view, the need for a stable currency.

The fact is, we have to be worried about both. We have got to devise
some way of dealing with the situation such that we can see the eco-
nomic recovery, encourage the economic recovery, without losing the
gains on inflation—in' fact, making more gains on inflation, If we do
not do that, I fear that we will lose both goals.

Representative WyLie, You just made the point I wanted to make.
Thank you very much.

Representative REuss. Senator Proxmire.

FOREIGN LOANS BY TUT.8. BANKS

Scnator Proxayare. What troubled me about your remarks at the
58th annual meeting of the New England council 1n Boston, that I was
asking about, with respect to loans by American banks, international-
ly, and to foreign countries, was the statement you made, quote :

It is equally a fact that given strong and necessary adjastment programs,
borrowing countries will not require bank financing in amounts nearly as large
as the sums provided by banks over recent years. Indeed. lending banks working
cffectively together with transitional nceds should be able to provide the neces-
sary margin of finance by reducing the standing loans.
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It is my understanding that many of these countries are in very, very
difficult financial straits. We have extended the loans, in fact. We have
let them roll over, even interest that was due us, And 1 wonder if yon
have any documentation, any supporting data, that would—any study
that would indicate that these countries are going to require Jess.

It would seem to me if you agsumed the growth is going to continue,
it would require more.

My, VoLcxker. No, I can provide you data in that connection, for the
record, Senator, I will not remember all the data off the top of m
head, but take the Mexican case. Mexico, if I recall correctly, in 1981,
borrowed net abroad around $20 billion, something like $14 billion
from banks. The adjustment program that they have entered into with
the IMF looks toward & curvent account deficit of one-half or one-
third of what they had in 1981. I do not remember the exact compari-
son with this vear, which is not completed. It implies little or no
growth in Mexico for a year or two, explicitly, and it will require an
amount of financing that will be only a fraction of what was required
in 1981 and a considerable reduction from what was required this year.
1 can provide you the numbers.

Senator Proxmire. If you would do that in other areas, too, not only
Central America, but South America, Asia, and so forth.

[The information referred to follows:}

FEDERAL. RESERVE SYSTEM,
Waskington, D.C,, November 30, 1882,
IIon. WiLLISM PROXMIRE,
U.8. Senate,
Washington, D.C.

DEAR SENATOR PROXMIRE: During my recent appearance before the Joint Eco-
nomic Committee you asked me to explain in greater detail how international
banks could continue o provide new credits to developing countries in the context
of effective adjustment programs while at the same time reducing their exposure
to those countries relative to their capital or assets. I welcome this opportunity to
respond to your guestion about this important topie.

The enclosed tuble presents as background estimates of international bank
claims on all uon-OPEC developing countries and on certain major borrowers in
this group of eountries. The data in the top panel indicate that as of mid-1982
bank claims on non-QOPEC developing countries amounted 1o about $240 bilion.
Claims of U.8. banks on these conntries were estimated at $100 billion as of
mid-1982, about 40 percent of the total for the BIS reporting area. The data in
the middle panel show the increases in international baunk claims in recent years
and for the first six months of this year. These figures understate somewhat
actual increases in elaims since the end of 1980 because the strength of the dollar
has reduced the dollar value of outstanding claims denominated in other cur-
rencies. The data in the bottom panel translate these dollar increases into per-
centages and show on average annual growth of such claims of 25 percent per
Fear in the 1978-81 period. This rate of growth of bank claims on developing
countries is not sustaingble, since bank assets and capital have been growing at
much slower rates.

Turning to immediate prospects, it is reasonable to expect that the capital of
the lending banks will increase at a rate of about 10 pereent per annum. For
large U.8. banks this increase would result from an after-tax rate of return
on eapital of about 14 percent, a retention of about 60 percent of after-tax earn-
ings, and an additional 11 percent per year in increased capital raised from
external sources. These assumptions appear reasonable by historical standards,
particularly when banks should be paying more attentlon to profitability rather
than to expanding their total assets. Asset growth of the major banks would
probably be close to (but desirubly a hit below) capital growth.

‘A 10 percent rate of increase in bauks' capital in 1953 would be consistent
with a net inerease in bauk claims ou non-QPEC developing countries of about $25
billien with ne increase in the exposure of the banks relative to their capital.
The combined ¢urrent account deficits of these countries may well be 830 billion
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smaller in 1983 than in 1981, declining from about 75 billion in 1981 to about
$45 billion next year. (Yon will note frowm the table that international bank
claimg on these countries increased by at least $37 billion in 1981.) 1n this
context, it is reasonable to expect that the percentage increase in bank lending
required by these countries next year under their adjustment programs will be
substantially reduced and should be less than the rate of growth of bank capital,
thereby resulting in a small decline in exposure relative to capital for inter-
national bauks in the aggregrate.

To put these figures in perspective, consider the outlook for the three major
borrowers—-Mexico, Brazil and Argentina—all of which are in the process of
establishing strong IMF-approved adjustment programs and presumably will
come within the criteria wmentioned in my Boston speech that you quoted at
the JEC hearing. The IMF stabilization program for Mexico assumes net new
bank lending to Mexico of about $5 billlon in 1983. Such lending would imply
an increase in international bank claiins on Mexico of about 8 percent in 1983
from the level at the end of June 1982—1less thah the expected increase in banks’
cupital next year—withont making any allowance for net new lending in the
second half of 1982, This outcome would be a dramatic reduction from increases
of more than §$10 billion per year in 1978-81. Moreover, while the quantitative
implication for years beyond 1983 have not been fully developed, the IMF pro-
gram plainly looks toward further reductions in the current account deficit
(and implicitly in borrowing requirements) in future years.

In the case of Brazil, the Foreign Secter Program adopted on October 25 by
Brazil's National Monetary Council calls for a net increase in loans from inter-
national banks of $4.2 billion in 1983, also 8 percent of cutstanding claims in
June 1882, By comparison these banks’ claimg increased more than $6 billion per
year in 1980-81.

For Argentina, the IMF has projected that international banks’ exposure
need only increase by about $114 billion by the end of 1983, after little apparent
increase this year. S8uch an increase would be 614 percent of outstanding ciaims
in June 1982 and could represent a dramatic decline from the pace of recent
annual increases, which averaged more than $5 billion in 1979-81. Again 1983
would be an “adjustment” year, implying a reduction of arrears, and would be
consistent with lesser borrowings in future years,

Based on these kinds of caleulations and consgistent with IMF-approved adjust-
ment programs, it is feasible to expect that an inerease in the level of interna-
tional bank claimg to non-OPEC developing countries in general, and to the
major borrowers in particnlar, need not, and should not, increase the exposure of
banks relative to their capital base. Rather, some declines would appear more
likely. In specifl¢ cases, the loans may be essential to the suecess of the IMF
program and the net result should be to strengthen the economies of the borrow-
ing countries.

Sincerely,
PatL A. VOLCKER.

Eneclosure.
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November 30, 1982

International Benk Claims on Non-OPEC Developing Countries

(Billions of dollars)

R December Juone 1/
. 1977 1978 1979 1980 1981 1982
I. Outsatanding Claims
Argentina 4.8 6.7 13.1 18.9 22.% 22.%
Brazil 23.8 3.7 36.9 43.3 49.6 52.2
Mexico 19.9 23.2 30.7 41.0 55.4 61.8
Subtotal 48.5 61.6 80.7 103.2 127.9 136.9
Total 98.7 120.8 155.6 193.3 229.9 241.7
I1. 1Incvease in Amount In 12 months to date above In 6 months
Argentina 1.1 1.9 6.4 5.8 4.0 ]
Brazil 1.7 7.9 5.2 6.4 6.3 2.6
Hexico 1.4 3.3 1.5 10.3 14.4 6.4
Subtotal 4.2 13.1 19.1 22.5 24.7 9.0
Total 11.3 22.1 4.8 7.7 36.6 11.8
1t1. Percentage Incresse In 12 months to date above In & months
Argentina 32 40 g6 44 23 0
Brazil 8 33 16 17 15 5
Hexico _s8 17 32 % 35 12
Subtotal 12 27 3t 28 24 7
Total 22 29 24 19 5

14

I/Internstional bank claims normally incresee relatively slowly in the first half of the

year,

Source:

.org/

Federal Reserve Bank of St. Louis

Bank for Internstional Settlements.
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Mr. Vorcker, 1 am not saying that is true of every country in the
world, It is true of these major borrowers that have been very large
users of bank credit in recent years,

Brazil has announced an external adjustment program that would
cut their balance-of-payments deficit about in half, as I recall it, in
1983, from this year and last year.

Senator Proxyire. Can you tell me, would there be a global net
inerease in U.S, dollar loans needed in 1983 and 1984 ¢

Mr, Vorcker. I have not looked at it in those terins, but my pre-
sumption would be yes, in 1983, consistent with all of these adjust-
ment programs there would be a net increase, but a much smaller
increase.

Senator ProxMire. There will be an increase,

Mr. Vorcker. I have not looked at countries closely, for exumple,
in the Far East, where you have some growing, strong countries that
have done external financing. I just do not recall offhand how that
trend would look compared to last year, Certainly if one looks at
Latin America or Eastern Europe it would be comparable,

Senator Proxuire. The U.S. trade deficit is a drag on the economy
already, and is likely to get worse before it gets better. As the U.S.
economy begins to recover, imports are likely to rise, the dollar ex-
change rate 1s likely to decline, New York Federal Reserve estimates
that the U.S. current deficit can be widened by $45 billion—that is
114 percent of the gross national product—by the end of next year.

Do you agree with the New York Fed’s estimate of what are the
implications of the U.S. economic recovery?

Mr. Vorcker. I have not Jooked at that in detail. I am aware that
most estimates, looking ahead at our trade or current accounts balance,
would show a sharp deterioration. I think as things look now I cer-
tainly agree that that trend will be toward 2 widening of the current
account deficit,

‘We have had a relatively strong current account position for several
years.

Senator Proxsire. That’s right, and that is one of the things that
I think has been encouraging about the economic performance. If it
were worsened that dramatieally, by $45 billion, it seems to me that
could have a severe effect on our economic recovery.

Mr. Vorcker. It is moving in the direction of worsening. I think,
importantly worsening. It is a reflection, in part, of the very steep
climb in the exchange rate in the past year or so.

To the extent that climb doesn’t continue, that may moderate the
trend, but the trend is in the direction of worsening.

Let me say, while I have the chance, because it is relevant to both
of your questions, that there are pressures for protectionism in the
world, and that affects the prospect for our trade balance, It also affects
the possibilities and the probabilities of these borrowing countries in
the midst of big adjustment programs turning their situation around
in the healthiest way, which is by approving their trade and current
account positions.

It seems to me—and I understand the pressures, we all do—bnt I
just want to record my own view that these financtal problems are
tied with trade problems and include the temptation of moving toward
protectionism, of not moving ahead in negotiations that are going on
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now toward maintaining the elements of liberal trade. That will com-
plicate all of the financial problems, complicate the borrowing pro-
blems, that you are worried about.

Senator FROXMIRE, As you know, there is a strong tendency to move
in that direction now, and I am quite sympathetic with 1t, as are
others. But if our current account deficit worsens to $45 billion, the
pressure is going to be very hard to resist.

JOBS/GAS TAX PROGRAM

Let me ask you, what is your view on the §5 billion program of
highway and bridge repair to put the unemployed to work—and fiist,
with the 5-percent increase in the gasoline tax——

Mr. VoLcxer. 1f there 15 a need ror that infrastructure work, and 1
assume there may well be, I think it has got to be paid for, given our
budgetary situation. The increase in the gasoline tax to balance those
needed expenditures seems to me quite reasonable.

Senator ProXMIRE. Do you share the view, or have any opinion on
the view, of Chairman Keldstein, that this would probabty, in his
judgment, decrease the number of jobs net, because of taking the
money out of other sectors of the economy ?

Mr. VorLcxer, We had a little discussion about that recently. One
of his concerns, which 1 understand, is that the way we do these
indexes—and T am not sure this makes a lot of sense, conceptualty—
il you rely on an excise tax instead of an income tax, let’s say, it will
show up 1n the price index; and if you aim toward the same price
level, along the lines of Representative Kemp's thinking, there is a
little less money to go around for other things, because or the impact
on the price level.

I think that is probably small enough so it does not strike me as 2
major element of consideration. I think essentially the program would
be balanced if the taxes balance the expenditures,

In terms of its effects, its employment impacts, I think it should be
viewed as a program to improve the highway system, the mass transit,
or whatever.

Representative Revss. Thank you. Congressman Kemp.

Representative Krmp. Let me once again thank you, Chairman
Reuss, for your allowing me to sit in today. Also, to Senator Jepsen,
with whom I talked, and I appreciate his nospitality as well.

I know it is getting on in the day, Mr. Chairman. Mr. Volcker, I
too share your belief, and I think many people’s goal, of a liberal
trade policy. I think part of the problem in supporting liberal trade
policies in the Congress and in the world is due to the change in
currencies that has been a result of this floating paper standard experi-
ment since the breakdown of Bretton Woods in 1971. But really, my
question has to do with your statement, where you say you are
required by law to give us the targeted aggregates, in the relevant
money and credit area. Would it help, Mr. Yolcker, if the law were
changed?

Is there something we can do in Congress to help you provide a
more balanced approach? Are you encouraged by the rally in bonds
and stocks since you have moved, even temporarily, away from the
aggregates? Can we do anything to encourage that? What changes
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in law could be made to help you move toward a balanced monetary
policy, price stability—all the goals that we have for this Nation?

Mr. Vorcker. I don't want to provoke any disagreement, but I
think I had better put a footnote on your comments. You refer to
moving away from the aggregates. I would express it as maintaining
concern about the aggregates, but using common sense in interpreting
them.

I certainly am encouraged, particularly by the long-term rates, be-
cause I think that must have an element of more conviction about the
priee outlook; I am even more encouraged about that than the decline
1n short-term rates, which I alse would like to see. .

I am not at all unhappy, obviounsly, about seeing higher stock prices.
I might comment that the volatility of those markets concerns me. I
would like to see high stock prices and low interest rates, because I
think that is in accordance with what I see as the outlook. .

I do not like to see the degree of volatility from day to day that exists
in those markets, because 1 think it is still a reflection of uncertainty
and unsettlement, and I look forward to the day when we see low in-
terest rates and high stock prices, but in a framework of greater
stability.

Now, you specifically asked, very kindly, what you could do to help
us, I do not think I would suggest any changes in the law at this
point. 1 would, in effect, plead—1f that is a proper interpretation of
my statement—for the need for judgment in interpreting these things,
and taking account of some of the very variable that you have men-
tioned this morning.

Representative Kemp. Again, I am encouraged by that.

But it seems to me what you are telling us is that we are not going
to have much of a standard at all. We are going to have a Paul Volcker
standard, and I do not mean that to be acrimonious. But the Con-
gress must know, the markets must know, the philosophy around
which the central bank is going to conduct monetary policy here and
abroad. I remember somebody saying if we even abandoned M, in-
flationary expectations would rise, bond prices would fall, and all
sorts of malevolent things would occur.

Well, we moved away in June, from a slavish devotion to M,. In
July and August we moved further away from M,. We are told here
today that you, for technical reasons and other reasons, want to look
at a broader array of targets. There has been 2 rally. Stocks and bonds
and interest rates have all been more optimistic, more positive, more
bullish, if you would.

And my question simply goes back to something that I probably
asked before, but nonetheless I want to reiterate it. It seems to me that
the success that you have had in moving away from the aggregates
should not be revised—we should not go back to that mistake.

Wo should have learned by the mistakes over the past 2 or 3
years. 1 guess what I want you to do is to tell me, can’t Congress help
codify those changes? Can’t we help institutionalize those changes?
Can’t we tell the world that from now on we will be more interested in
stable prices, an honest unit of account, a world in which we can have
liberal trade around a more stable exchange rate, rather than this
standard of how you or the Open Market Committce wakes up in the
morning ¢
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Mr. Vorckrr. Apart from any interpretation of exactly what we
have been doing recent]y, I have repeatedly emphasized the impor-
tance I attach to these aggregates as kind of a discipline, properly in-
terpreted. You cannot interpret them in too simiple-minded a fashion;
I refer to the problem of any rigid, very simple rule.

You raise, again, the question of what Congress can do. Let me say
it s an old debate, it is an old question, but in connection with the
philosophical approach that you have mentioned; and I agree: the
world has got to know what our philosophy is toward the basic ob-
jectives of our Eolicy.

We have talked about price stability. That could appear in the law
more clearly than, in fact, it does, I think. It is not clear in the Federal
Reserve Act, the original act, where it was not mentioned. The question
is sometimes raised about the priority that goal has.

I was talking about legislative changes in the broadest sense. which
I think is the sense you might be raising them, It might be worth look-
ing at that point.

Representaive Kesmp, You and I had lunch a couple of months ago,
and you said that you cannot control the demand for money. So the
aggregate 1s not a target. It is only a tool. So we agree on that.

My sense is that one good that may come out of this meeting is that
if M1 or M2 were rising, it is important to know whether a demand for
money and liquidity is caunsing the rise or whether it’s due to your
having expanded reserves, by buying government securities, It seems
to me the only way you can tell whether it is inflationary or consistent
with price stability is to have some measure—not now knowing what
that should be.

I happen to prefer commodity prices, or gold as a proxy, or what
Zelle Filstra suggested as a band for the price of gold around which
you would operate. Unless you use another tool for monetary policy,
how can you measure whether the “M’s” are going up or down, ac-
cording to the demand or the supply, without looking at prices?

Mr. VoLcker. I don’t think we can. Let me just complicate the ques-
tion a little more. You're quite right, one of the variables you want to
look at is whether this is being influenced by a change in demand or a
change in supply. You can look to a variety of things to help interpret
that. You can look, among other things, at interest rates; that gives
you a clue. Prices certainly give you a clue. The direction of the
economy gives you a clue.

I complicate the question even further, because in present circum-
stances we also have to consider to what extent entirely extraneous
changes in institutions from regulations are causing it. We have got
to take that into account, too.

My only difference—it may not be a difference—is that I think that
we have to look at a variety of things to make that judgment, certainly
including prices. We have to keep very much in mind—and this comes
back to the whole philosophy, I suppose, of targeting these aggre-
gates—is that what might be chosen today, what we might accurately
judge today—maybe inaccurately—may be inappropriate tomorrow,
if a change in the demand for money quickly reverses itself. We do
not want to do things today that aggravate the problem tomorrow, to
the extent we can help it,
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There is some presumption, in history, if you will, as was mentioned
earlier, that changes in velocity, to use that particular measure, will
reverse themselves. o

I have already indicated that I am not sure that everything we are
seeing now, in terms of the extent and length of change in the velocity,
implies that that is going to be fully reversed. .

Representative Kemp. 1 could not agree more, except 1t seems to
me, it I were part of the process of the central bank, and prices were
falling and interest rates were falling and the price of gold was
falling, and velocity were down, that that would be a signal of some
sort, and that you could measure when to expand or withdraw reserves
in Khe system around some designated target that is better than M,
or M,.

M, rose at a 13.1 percent rate in 1976-77. The growth went down
to 8.5 percent in 1978-80, while inflation was going up. That is un-
believable, When I started looking at this, I came to the conclusion
that there was no use in targeting M,, because M, was slowing in 1978
and 1979, when the dollar was collapsing, and people in Europe were
mad at us for allowing the dollar to be too soft, and something had to
be done. M, has dropped from a 13.1 percent increase in 197677 down
to 8.5 percent by 1980.

Now, clearly, as you point out, the demand for liguidity, money and
cash and money market or instruments was changing.

I appreciate this opportunity, Chairman Reuss. You have been
very kind.

And Mr, Volcker, again, this debate is not over. I appreciate the
contribution you are making.

19351 ACCORD RECALLED

Representative Reuss. Both Senator Proxmire and Representative
Wylie in the last couple of minntes have whispered to me that they
think this is the most instructive hearing held in many years between
the Joint Economic Committee and the Federal Reserve, and I
heartily agree. I congratulate you and remind myself that it was
ahont 31 years ago that the Joint Economic Committee helped rescue
the Federal Reserve and enabled the Fed to be in a position to do a
job on maximum employment, production, and purchasing power.

And I end up here today with the hope that it will continue with
the Open Market Committec and perhaps of this discussion here
today and out of that colloquy with your colleagues can emerge a new
accord which will get Congress, the Federal Reserve, and the country
going in the same direction : toward full employment. Thank you very
much for your testimony.

My, Vorcker, Thank you, Mr, Chairman,

Representative Reuss. The committee stands adjourned.

[ Whereupon, at 12:20 p.m., the committee adjourned, snbject to

the call of the Chair.)
O
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