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FEDERAL RESERVE’S SECOND MONETARY
POLICY REPORT FOR 1989

TUESDAY, AUGUST 1, 1989

U.S. SENATE,
CoMMITTEE ON BANKING, HousinGg, AND URBAN AFFAIRS,
Washington, DC.

The committee met at 10:05 a.m., pursuant to notice, in room
SD-628, Dirksen Senate Office Building, Senator Paul S. Sarbanes,
presiding.

Present: Senators Sarbanes, Sasser, Shelby, Graham, Heinz,
D’Amato, Gramm, Mack, and Pressler.

OPENING STATEMENT OF SENATOR SARBANES

Senator SaArBaNES. The committee will come to order.

I am very pleased to welcome Chairman Greenspan here this
morning to testify on the Federal Reserve's monetary policy report
to the Congress.

This hearing was originally scheduled to be held a week ago, but
the very deep involvement of this committee in the savings and
loan bill made it necessary to delay that hearing.

Senator Riegle had planned to be here this morning to chair the
hearing, but an illness in his family made it impossible for him to
be present. Nevertheless, he feli strong that the committee should
proceed since we want to review the Federal Reserve’s report, as
we are going to do today prior to the August recess which is sched-
uled to commence at the end of this week.

It appears that the U.S. economy may be entering a rather pre-
carious period. We have experienced growth, albeit slow growth,
much of it for an extended period, but questions are now being
raised whether that path is sustainable. The Federal Reserve now
projects unemployment next year in the 5% to 6 percent range and
real GNP growth in the range of 1% to 2 percent.

I think there is a serious question about whether the economy
can maintain or sustain such a low level of growth while avoiding
at the same time a further downturn, and we hope to examine that
question with the Chairman this morning.

Mr. Chairman, we look forward to hearing from you and your as-
sessment of how the Federal Reserve is likely to deal with the cur-
rent economic outlook.

Before turning to you for your testimony, I will turn to my col-
leagues and see if they have any statement they might wish to
make.
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STATEMENT OF SENATOR ALAN DIXON

Senator Dixon., Mr. Chairman, I am pleased to be here this
morning as the Senate Banking Committee conducts hearings on
monetary policy with Federal Reserve Chairman Alan Greenspan.

It has been quite a busy 6 months since we last heard from
Chairman Greenspan. We all have been working hard on the thrift
legislation. Chairman Greenspan has also been trying to engineer a
“soft landing” for our economy. The Federal Reserve's efforts in
this regard will, I hope, prove successful.

Now that work on the thrift bill is almost complete, I wish to
register my strong interest that the Banking Committee take up fi-
nancial modernization legislation upon its return from the August
recess. 1 believe that Chairman Greenspan has strong views on ex-
panding bank powers. I would prefer to have Congress work its will
than rely on the appropriate, yet incremental approach of the FED.
Mr. Chairman, I hope that S. 305 will be at the top of your agenda
for the committee when we reconvene in September.

Thank you, Mr. Chairman.

STATEMENT BY SENATOR RICHARD SHELBY

Senator SuELBY. Mr. Chairman, let me commend you for schedui-
ing this morning’s hearing. [ am glad that we have this opportuni-
ty to meet with the Chairman of the Federal Reserve before the
August recess commmences.

As always, Chairman Greenspan, it is a pleasure to have you
before this committee. We are interested in what light you can
shed on the direction of interest rates and the underlying situation
of the economy. I have several concerns that I would like to men-
tion briefly and I hope that we could discuss these issues during
the discussion period.

We in this committee and in Congress, the administration, the
private sector, and in the academic community, all speak frequent-
1y of the global economy, of the increasing interdependence among
nations. We acknowledge that this evolution toward “international-
ization” is inevitable and irreversible because it has been facilitat-
ed by the rapid advancement in telecommunications and informa-
tion technology, by improved transportation and as you point out
in a particularly interesting statement, by the downsizing of eco-
nomic output.

We recognize this trend. However, I am concerned that we are
not making adequate internal changes to respond to external pres-
sures. Every American that drives a Japanese car or buys a VCR
knows that the Pacific rim nations are eating our lunch in many
traditionally American industries. We see Europe making impres-
give strides toward 1992 and a common market. Even Eastern bloc
nations are making motions toward entering this new global
market place.

Yet, the U.S. remains hindered by macroeconomic problems. We
have become, during the past 8 years, the world’s largest debtor
nation, rather than the world’s largest creditor. We are saddled
with an enormous budget deficit that greatly restricts our ability to
fully address the competitive challenges that have been laid before
us by our trading partners.
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That budget deficit eats away at our modest private savings rate
1o give us a dismal overall savings rate of 2.8 percent, the lowest of
any major industrial nation. As recently as the mid-1970’s, our per-
sonal savings rate was 9.4 percent. At the same time, Japan’'s
saving rate was at 17 percent, Germany’s was at 14 percent and
Canada’s at 13.3 percent. While in 1986, the U.S. savings rate had
plunged by more than 50 percent to 4 percent, Japan's savings rate
remained high, at 16.4 percent, and Germany’s at 13.4 percent.

I point this out for two reasons. First, our personal savings rate
is abysmal and cannot, for the health of our Nation, continue to
stay so low. We must encourage Americans to save. Against the
advice of experts, I have considered legislation to encourage saving
which would do so by permitting an exclusion from personal
income of the first $200 in dividends and interest earned. While 1
do not presume that this modest effort could turn around the sav-
ings rate crisis, I believe that it would be a step in the right direc-
tion. However, this income exclusion would cost the Federal Gov-
ernment approximately $15 billion over a 5-year period. While this
is not a huge sum, it is toc much in this time of budget deficits.

But I point out the savings rate for another reason and that is
for its ultimate impact on the cost of capital for business. Industry
in this Nation pays substantially more for the capital it needs for
investing in long term projects than do businesses abroad. Conse-
guently, U.S. businesses require that projects break even much
quicker than their foreign competitors.

This stems from a variety of factors, not the least of which is the
emphasis in this country on short term profits, While Japanese cor-
porations benefit from “webs” of stable shareholders who have in-
vested for the long term, U.S. corporations must focus on quarterly
reports. Just a couple of weeks ago, Norm Augustine of Martin
Marietta testified that the publicly held ownership of his company,
with a market capitalization, turned over every year. Mr. Augus-
tine related Martin Marietta's experience of making significant ex-
penditures on R&ID} several years ago, as part of its long term plan,
only to have the stock price plummet. Fortunately, there was no
threat of a takeover, the R&D paid off, and they are now consid-
ered to have been wise.

But the fact today is that so many companies do not have the
luxury of taking a long term perspective. The cost of capital is too
high to make many projects feasible, because investors demand
consistently high returns. I believe that this short term outlook by
investors is severely limiting our ability to compete in the global
market.

I am concerned that, while the Federal Government is cognizant
of the challenge posed by the internationalization, it is doing far
too little to assist the United States in meeting that challenge. The
Federal deficit is our single largest problem. This dissaving in-
creases interest rates and hamstrings our ability to respond to
many issues. I would encourage you, in your capacity as guardian
of the economy, to encourage the administration to make the
budget deficit its No. 1 priority.

In order to encourage long term investment, it seems necessary
to bring back a capital gains structure that rewards investors for
holding on to investments, while penalizing those who focus on
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short-term trading. I am sure that you have some guidelines on
this issue and I would be interested in your comments.

As for the budget issue, I look forward to what you have to say
about the optimal method of financing the savings and loan resolu-
tion now that we are at this stage of the game. The administration
and members of this committee have argued that waiving Gramm-
Rudman will send a signal to foreign investors that the Federal
Government is not serious about exercising fiscal restraint. This in
turn could send interest rates up. I realize that you have responded
to this subject before, but we are now in the situation of facing a
month long recess without having acted on this legislation. 1 be-
lieve that your comments would be constructive,

Thank you, Mr. Chairman.

OPENING STATEMENT OF SENATOR D’AMATO

Senator D’Amato. Mr. Chairman, I welcome Chairman Green-
span and the news he brings. In the 6 months since the FED's last
report on monetary policy, we have observed the effects of the
Fed's steady hand on the money supply controls. Not long ago we
heard dire predictions of inflationary cycles and an overheating
economy based on low unemployment figures and high manufac-
turing capacity utilization. Instead, the American economy has
cooled considerably. Now the same doomsayers are predicting the
opposite problem: a recession.

When confronted with the ever vigilant prophets of doom, I am
reminded of the rule about making predictions: if you predict often
enough you will eventually be right about something.

We all recognize that economics is a rough science and only time
will tell whether we have achieved the illusive “soft landing”. In
any case, it appears now that Chairman Greenspan has steered a
course in monetary policy that has slowed growth without choking
off the robust economy which has created jobs and increases oppor-
tunity for all Americans. And he ig to be congratulated.

Interest rates are declining, consumer spending is slowing and
while unemployment has risen slightly, 180,000 new jobs were cre-
ated in the month of June. So the economy continues to demon-
strate the resilience of the American economy.

We do have some problems that I believe the Government is at
least partially responsible for and I would like to hear Dr. Green-
span’s thoughts on them. Despite the recent decline in interest
rates, American businesses still face a competitive disadvantage be-
cause of the high cost of capital for investment. One effect of our
thin domestic capital pool is the decline in manufacturing produc-
tivity over the past 12 months. I note that Dr. Greenspan'’s testimo-
ny emphasizes the importance of productivity-enhancing invest-
merlalt to our long-term national goals. We are in total agreement as
to that.

While the Federal deficit is surely a major factor in our high in-
terest rates, the low rate of private savings is also a major cause of
our high domestic cost of capital.

QOur tax code which taxes savings and investment while promot-
ing consumption is one reason for our low savings rate. I believe
this is a matter which we must address now. I know that Chairman
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Greenspan is reluctant to support a revival of the Individual Re-
tirement Account in the current deficit evnironment, and but I also
know that he has been a leader in educating policy makers on this
important matter of savings rates. Therefore, as always, I look for-
ward to Dr. Greenspan’s insightful testimony.

Thank you, Mr. Chairman.

Senator Heinz.

OPENING COMMENT BY SENATOR HEINZ

Senator HeEmnz. Mr. Chairman, I don’t wish to make a statement,
but I do want to welcome Alan Greenspan back to the Senate
Banking Committee. We have obviously many subjects we will
want to discuss with you, Alan, and we obviously are interested in
hearing the comments you will make in this your regular periodic
report to the committee.

It's good to have you here.

Senator SARBANES. Senator Mack.

Senator Mack. Welcome, Mr. Greenspan, and I look forward to
your testimony.

Senator SArBANES. Mr. Chairman, we are ready to hear from
you, please.

STATEMENT OF ALAN GREENSPAN, CHAIRMAN, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM

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

I very much appreciate this opportunity to appear before you in
connection with the Federal Reserve’s semiannual Monetary Policy
Report to the Congress.

In my prepared remarks today I will adhere closely to the matter
at hand—that is, monetary policy and the state of the Nation’s
economy.

1 will excerpt from my prepared remarks and request that the
full text be included in the record.

Senator SaArRBaNES. The full text will be so included.

Chairman GREENspaN. Qver the course of this year the contours
of the broad economic setting have changed. As a consequence, the
stance of monetary policy also has shifted somewhat, although the
fundamental objective of our policy has not. That objective remains
to maximize sustainable economic growth, which in turn reguires
the achievement of price stability over time.

At the time of our last report to the Congress in February of this
year, we characterized the economy as strong with the risks on the
side of a further intensifying of price pressures. In view of the di-
mensions of the inflation threat, the Federal Reserve tightened
policy further earlier this year.

Additional reserve restraint was applied through open market
operations and the discount rate was raised a half a percentage
point. The determination to resist any pickup in inflation also mo-
tivated the decision of the Federal Open Market Committee at its
Februaé“y meeting to lower the ranges for money and credit growth
for 1989,

Reflecting the economy’s apparent strength and the tighter
stance of policy, interest rates rose during the first quarter. Short-
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term market rates increased about a percentage point over the
quarter leaving them up more than three points from a year earli-
er, but long-term rates held relatively steady.

By the beginning of the second quarter the outlook for spending
and prices was becoming more mixed. Scattering indications of an
emerging softening and economic activity began to appear prompt-
ing market interest rates to pull back.

Rates continued to fall as a variety of factors pointed to some
lessening of price pressures in the period ahead. In particular,
money growth weakened further, the underlying trend in inflation
appeared to be less severe than markets had feared, the dollar con-
tinued to climb and domestic demand slackened.

Against this background, the Federal Reserve began to ease re-
serve conditions in early June. The eaging has consisted of several
steps, the most recent of which took place last week. By the end of
July, most short-term market rates had dropped more than 1%
percentage points from their March peaks, and long-term interest
rates were down somewhat less, with bond rates at their lowest
levels in more than 2 years.

Economic activity is estimated to have grown in the first half of
this year at a rate somewhat below that of potential GNP. This
stands in sharp contrast to the performance of the preceding 2
years during which growth proceeded at a pace that placed increas-
ing pressures on labor and capital resources.

Prices did accelerate in the first 6 months of this year, but most
of the increase may be transitory, related to supply conditions in
food and petroleum markets. After a gradual pickup over the pre-
ceding 2 years, price inflation outside of food and energy held near
ite 1988 pace.

The strength of the inflation pressures in 1988 and into 1989
was, of course, the motive for the progressive tightening of policy
that the Federal Reserve undertook over that period. And the out-
look for some reduction in these pressures owes in part to that
policy restraint.

The associated rise in market interest rates, beginning early last
year, opened up wide opportunity costs of holding money assets
and resulted in a sharp slowing of money growth.

In addition to the effect of interest rates, several special factors
played a role in slowing money growth and boosting velocity—that
is, the ratio of nominal GNP to money. Probably the most impor-.
tant of these was the unexpectedly large size of personal tax liabil-
ities in April. Many individuals evidently were surprised by the
size of their liabilities and drew down their money balances below
normal levels to make the required payments.

The difficulties of the thrift industry also may have affected M2
growth. Late last year as public attention increasingly focused on
the financial condition of the industry and its insurance fund,
FSLIC insured institutions began to lose deposits at a significant
rate. While most of ithe funds apparently were repositioned within
M2 at commercial banks or money funds, this fact likely also had
some dampening effect on that aggregate.

Most recently, growth of the broader monetary aggregates has
picked up markedly. The restraint imposed by the earlier rise in
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market interest rates is fading and households appear to be re-
building their tax depleted balances.

The level of M2 on average in May was 1 percent above its
fourth quarter base, but rapid growth in June and July has lifted
the year-to-date increase to around the lower half of its 3 to 7 per-
cent annual target cone. M3 also accelerated in June and July,
placing it well into the lower half of its range.

Looking ahead at the remainder of 1989 and into 1990, recent de-
velopments suggest that the balance of risks may have shifted
somewhat away from greater inflation. Even so, inflation remains
high, clearly above our objective. Any inflation that persists will
hinder the economy’s ability to perform at peak efficiency and to
create jobs.

Consequently, monetary policy will need to continue to focus on
laying the groundwork for gradual progress toward price stability.
Such an outcome need not imply a marked downturn in the econo-
my, and policy will have to be alerted to any emerging indications
of a cumulative weakening of activity.

However, progress in inflation and optimum growth over time
also require that our productive resources not be under such pres-
sures that their prices continue to rise without abating. In light of
historical patterns of labor and capital growth and productivity,
this progress very likely will be associated with a more moderate
and, hence, sustainable expansion in demand than we experienced
in 1987 and 1988,

At its meeting last month, the Federal Open Market Committee
determined that a combination of continued economic growth and
reduced pressures on prices would be prompted by growth of
money and debt in 1989 within the annual ranges that were set in
February.

Moreover, it tentatively decided to maintain these same ranges
through 1990. The specified ranges both for this year and next
retain the 4-percentage-point width first instituted for the broader
aggregates in 1988, Considerable uncertainties about the behavior
of money and credit remain, and the greater breadth allows for a
range of paths for these aggregates as financial and economic de-
velopments may warrant.

In view of the apparent variability, particularly over the short
run, in the relationships between the monetary aggregates and the
economy, policy will continue to be carried out with attention to a
wide range of economic and financial indicators. The complex
nature of the economy and the chance of faise signals demand that
we cast our net broadly—gathering information on prices, real ac-
tivity, financial and foreign exchange markets, and related data.

Over the remainder of the year, M2 should continue to be sup-
ported by the decline in interest rates of recent months which,
along with the growth of income, is likely fo result in an expangion
of that aggregate well within its target range. We also expect M3
to strengthen from its rate of growth over the first half of the year
moving up into the middle of its target range by year end.

Growth of money and debt within the 1989 ranges is expected to
be consistent with nominal GNP rising this year at a pace not too
far from last year's increase according to the projections of the
Federal Open Market Committee members and other presidents of
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Reserve Banks. These projections, however, incorporate somewhat
more inflation and less real growth than we experienced in 1988,

The central tendency of the projections of 2 to 2% percent real
GNP growth over the 4 quarters of this year implies continued
moderate economic growth throughout the year. For the year as a
whole, these projections anticipate that growth is likely to be
strongest in the investment and export sectors of the economy with
expansion of consumer expenditures and Government purchases
rather subdued.

A sectoral pattern of growth such as this would in fact serve the
nation’s longer-term needs by contributing to a better external bal-
ance.

Fundamentally, improvement in our international payments po-
sition requires productivity enhancing investment and a higher na-
tional savings rate. In this regard the Federal Government can
play a significant, positive role by reducing the budget deficit.

The outlogk for inflation this year, as reflected in the central
tendency of the projections expressed at the FOMC meeting, is for
a 5 to 5% percent increase in the consumer price index. A figure in
this range would represent the highest annual inflation rate in the
United States since 1981, This is a source of concern to the Federal
Reserve. Yet this rate is below that experienced in the first 6
months, and hence this implies a considerable slowing over the re-
mainder of the year, reflecting earlier monetary policy restraint
and a pros%active moderation in food and energy prices.

Tederal Reserve policy is focused on laying the groundwork for
more definite progress in reducing inflation pressures in 1990,
while continuing support for the economic expansion. The ranges
provisionally established for growth of money and debt next vear
are consistent with these intentions.

Although the 1990 ranges do not represent another step in the
gradual multiyear lowering of ranges, the Federal Reserve’s intent
to make further progress against inflation remains intact. Uncer-
tainties about the outlook suggested a pause in the process of re-
ducing the ranges. However, the committee recognizes that our
goal of price stability will require additional downward adjust-
ments in these ranges over time.

Of course, as we draw closer to 1990, the economic and financial
conditions prevailing will become clearer, allowing us to approach
our decisions on the ranges with more confidence. Hence, the cur-
rent ranges for money and credit growth in 1990 should be viewed
as very preliminary.

The economic projections for 199G made by the Governors and
the Reserve Bank presidents center in a range of 1% to 2 percent
real GNP growth and 4% to 5 percent inflation for next year. Nat-
urally, as I have already noted, there are considerable uncertain-
ties surrounding forecasts for 1990,

The Federal Reserve is committed to doing its utmost to ensure
prosperity and rising standards of living over the long run. Given
the powers and responsibilities of the Central Bank, that means,
most importantly, maintaining confidence in our currency by main-
taining its purchasing power.

The principal role of monetary policy is to provide a stable back-
ground against which economic decisions can be made. A stable,
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predictable price environment is essential to ensure that resources
can be put to their best use and ample investment for the future
can be made.

In the long run, the link between money and prices is unassail-
able. That link is central to the mission of the Federal Reserve, for
it reminds us that without the acquiescence of the Central Bank,
inflation cannot take root. Ultimately, the monetary authorities
must face the responsibility for lasting price trends.

While oil price shocks, droughts, higher taxes or new govern-
ment regulations may boost broad price indexes at one time or an-
other, sustained inflation requires at least the forbearance of the
Central Bank.

Moreover, as many hations have learned, inflation can be corro-
give. As it accelerates, the signals of the market system lose their
value, financial assets lose their worth and economic progress be-
comes impossible.

Thankfully, this bleak scenario is not one that we in the United
States are confronting. We do, however, face a difficul balancing
act. The economy has prospered in recent years. The economic ex-
pansion has proven exceptionally durable, employment has sur-
passed all but the most optimistic expectations, and the underlying
inflation rate, after coming down quickly in the early 1980’s, has
accelerated only modestly. But now signs of softness in the econo-
my have shown up.

Accordingly, it is prudent for the Federal Reserve to recognize
the risk that such softness conceivably could accumulate and
deepen, resulting in a substantial downturn in activity. We also
recognize, however, that a degree of slack in labor and product
markets will ease the inflationary pressures that have built up.

So our policy under current circumstances is not oriented toward
avoiding a slowdown in demand, for a slowing from the unsustaina-
ble rates of 1987 and 1988 is probably unavoidable. Rather what we
seek is to avoid an unnecessary and destructive recession.

The balance that we must strike is to support moderate growth
of demand in the near term while concurrently progressing toward
our long-term goal of a stable price level.

Admittedly, the balance we are seeking is a delicate one. I wish I
could say that the business cycle had been repealed, but some day,
some event will end the extraordinary string of economic advances
that has prevailed since late 1982. For example, an inadvertent,
excess accumulation of inventories or an external supply shock
could lead to a significant retrenchment in economic activity.

Moreover, I cannot rule out a policy mistake as the trigger for a
downturn. We at the Federal Reserve, for example, might fail to
restrain a speculative surge in the economy or fail to recognize
that we are holding reserves too tight for too long.

Given the lags in the effects of policy, forecasts inevitably are in-
volved and thus errors inevitably arise. OQur job is to keep such
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errors to an absolute minimum. An efficient policy is one that
doesn’t lose its bearings, that homes in on price stability over time,
but that copes with and makes allowances for any unforeseen
weakness in economic activity. It is such a policy that the Federal
Reserve will endeavor to pursue.

Thank you very much.

[The complete prepared statement of Chairman Greenspan
follows:]
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Chairman, bBoard of Governora of the Federal Reserve System Over th& course of this year, the contours of the

broad economic setting have changed. As a consaguence, the
bafore the
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In view of the dimensions of the inflation threat,
the Faderal Reserve tightened pelicy further early this
yaar. Additional reserve restraint was spplied through open
market operations, and the discount rata was raised 1/2
percentage poknt. The determination to resist any pickup in
inflation alse motivated the deciaien of the Faderal Open
Market Committee at its February meeting to lower tha tanges
for meney and credit growth for 1989. This marked the third
consecutive year in which the target ranges were reduced,
and it undarscored our commitment to achieving price
stability over time.

Raflecting the economy's apparent atrength and the
tighter stance of policy, interest rates roae during the
firsy quarter. Short-Cerm market rates increased arcund 1
percentage peint over the quarter, leaving them up merae than
3 points from 3 year #arlier, but long-term cates beld
relatively steady. The year-long rise in short-term rates
had a marked igpact on growth of the Monatary aggregates,
restraining the demand for money as funds flowad inatead
into higher-yislding market instruments

By the beginping of the secend quarter, the outlook
for spending and prices was becoming more mixed. Scattered
indications of an emerging softening in eccnomic activity
began to appear, prompting market interest rates to pull

back. PRates continusd to fall as a varisty of Factors

-3-

pointed to some lessening of price prassures in the pesriod
ahead. In particular, money growth weakanad further, the
underlying trend in inflatjon appeared to be less severa
than markats had fearsd, the dollar continued to climb, and
domeatic demand slackened. Againat this packground, the
Fedaral Reserve sased reserve conditions, first in early
June and agein in eatly July. By mid-July, most Bhort-term
narket rates had fallen to a bit balow their year-and
lavels, and long-tarm interest rates wers down aa much as a
full point, te their loweat levels in more than two years.

Economic activity spparently grew in the first half
of this year at a rate somawhat below that of potential GNP,
Thia atands in sharp contrast to the performance of the
preceding twa yeara during which growth proceeded at a pace
that placed increasing pressures on labor and capital
Testurcws. JoD creation has remained the hallmark of the
current expansiocn, however, Evan with the more moderate
pace of economic growth in tha firat half of thls yenr,
nearly 1-1/2 millicn new johs wara sdded to¢ payrolla. And
this occurred apparaently without triggering an acceleration
in wages.

Pricea did accelerate in the first six months of
thia year, but most of the increase may be tramaitory,
related to supply conditiona in food and petroleum markets.

Afrer a gradual pickup over the preceding twe years, price

A
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inflation outaide of fpod and snergy beld near its 1388
pace.

Bxcluding fo0d and energy is one traditional way of
estimating the "underlying™ rata of inflacicn. Altkoogh
there is some loglc in abstracting from thess prices, which
are gquite volatile and can be deminated over tha short run
by supply disturbances, this approach is incomplete. An
alternate picture of haar-ters price-astting behavior can ba
gleansd by examining the components of prices, that is, the
cost prassurss facing firms and the behavicr of their
profits. Such an analysjs reveals that, in manufacturing,
much of the pickup in inflation thus far in 1989 is
acoounted for by highar unit energy and laber ccata. The
runup in world crude oil prices, which raflected a series of
production accidents thia spring as well as 2 dagree of
output restraint on the part of some OPEC oil producars, ia
the main reason for the increase in energy costas.

In contrast, movements in hourly compeansation
appear to have been quite modarate in the first half of thia
yanr, and the accaleration in unit labor costs lazgely
reflucted alower growth in productivity. Such a
dacelaration in productivity ia typical aa the pace of
economic activity slows. But, given the relatively high
lavela of regacurce utilization, it alac is possible that

firme were forced to draw on lasa akilled workers than wam

-5

the caje sarlier in the expansion. A significant moderation
in the unit cost of ioperted materisls, likaly reflecting
the higher valua of the dollar on foreign exchange marketa,
provided a notable offaet to these coat preasuras. On
balance, it appaars that firms have continuad to exparience
upward pressures on coats, The intensity cf thesa prsssures
as related to snergy ioputs aay well diminiabh in coming
months, but it remaina to be sean how other elements of the
cost atructure will evolva.

This approach, while helpful in underatanding the
interaction of prices and costs, does not tell us how an
inflation cycle begins or why it may persist. Shert-run
inflation impulses can originate from a variety of acurces,
on both the demand and the supply mides of the sconomy. But
over longer periods of time, inflation cannet persist
without at least passive aupport from the monetary
autherities.

The Atrengih of the inflation pressures in 1588 and
intc 1989 was, of course, tha motive for the progreasive
tightening of policy that the Federal Resarve undertock over
that period., And the outlook for sose reduction in thess
preasuraa owes in part to that policy restraint. The
associated rise in mazket interest rates, beginning aarly
last year, opensd up wide "opportunity" costs of holding

money assets and resultad in a sharp slowing of money
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growth, Thia was especially the case for liquid depoaita,
whope ratas were adjusted upward only very aluggishly,
providing depositors with strong incentives to economize on
balances.

In additicon to the effect of interest rates,
sevaral special factors pluyed a role in alowing monay
growth and boosting velocity--that is, the ratic¢ of nominal
GNP to monay. FProbably the most important of these wap the
unaxpactedly lszge size of parsonal tax liabilities in
April. Many individuala evidently were Jurprised by the
size of thair liabilities, and drew dewn their money
balances below normal lavels to make the required paymenta.
As the IRS cashed those checka, MZ registwrad outright
daclines.

The diffirulties of the thrift jnduatry also may
have affected MZ growth. Late last year, as public
attention ipcreasingly focusad on the financial condition of
the industry and it» insurance fund, FSLIC-insurad
institutions began to losa depcsits at a significant rate.
These depoait withdrawals were particuiarly atrang in the
firat quartar of this year, and whila most of the fundas
apparently were repofitioned within M2--at commarcial banks
or money funds--this factor likely also had some damping

effact on that aggragate.

-F-

More recently, growth ¢f the bhroader monstary
aggraqated haa picked up Barkedly. The restraint imposed by
the earlier rise in market intarest rates is fading, and
houssholds appear to be rebuilding their tax-deplatad
balances. As of May, M2 had risen at just a | percent rate
from ita fourth-quarter base, but the 6-3/4 percent rate of
gzowth in June lifted the yasar-to-data increaas to arcund a
2 percent rate, atill somewhat below its 3 to 7 percent
annual target cone. M3 rose at a 3-1/2 parcent rate through
June, at the lower and of ita range. The latest data on
thets wgyragetes suggest that relatively rapid axpanslon has
continued into July.

Ml, whick is the most interest-aenaitive of the
monetary aggregates, declined at a 3-1/7 percent rate
through Jure. The unusual drop in M1 stemmed from sizahle
declinas in NOW accounts snd damand deposita. NOW accounta
were reduced both by the large psaracnal tax paymenta thia
spring and by the high lavel of intarest rastes, which drew
savings-type balances instead toward market inatruments or
other types of accounta whose offaring rates adjusted upward
more quickly. The decline in demand deposits was relaced in
part to a raductisn in balesnces that businasses 3T zeguirad
to hold to compenaite thelr banka for various services; for
& set amount of mervicas, higher market rates translate into

lower requirad bzlances.
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Monetary Policy #nd the Economy into 1980

Looking ahead at the remainder of 1530% and inte
1$%0, recent developwenta suggmst that the balance of risks
way have shiftad somewhat awiy from greatar inflation. Even
86, inflation remaing high--clearly above our objsctive.
Any inflation that persista will hinder the aconomy’s
ability to parform ot peak afficiency and to creats joba.
Consaquently, meonetary pelicy will need to continme to focus
on laying the groundwork for gradual progress toward price
stability. Such an gutcoms need not ilmply a marked downturn
in the ecohomy, and policy will hava to be alert to any
anerging indicaticns of a cumulative weakaning of activity.
Howaver, progress on jnflation and optimum growth over tite
alsc raguire that our productive rsacurcea not ba under such
prassurea that their prices centinuve te rise without
abating. In light of histerital patterna of labor and
capital growth and productivity, this progress very likely
will ba asspciated with a more modarats, and hance
sustainable, expansion ip demand than we sxperisnced in 1337
and 1984,

At its meeting earlier this month, the Paderal Open
Market Committee determined that a combination of continued
sconemi¢ growth and raduced pressuras on prices wauld be
promoted by growth of money and debt in 198% within the

annual ranges that were sat in February. Morecver, it

-9-

tantabivaly dacided to maintain thase save ranges through
1390,

The specified ranges, both for this year and next,
ratain the 4-percentaga-point width first instituted for the
broader aggregates in 1%38. Considerable uncertaintiea
about the behavior of monay and credit remain, and the
greatar breadth allows for a rangs of paths for these
aggregates as firancial and econcmic develdpments may
warrant. Uncertainties about the link bstween tha narrow
transactiona aggragate, ¥l, and the eccnomy have, if
anything, increased, and tha Committes once again did not
specify a range for this aggragate,

In view of the apparent variability, particularly
over tha short run, in the relationships betwaen the
monetary aggregetas and the eccncmy, pelicy will continue to
be carried out with attention to a wide rangas of economic
and financial indicators, The complex nature of tha econcmy
and the chance of false signale demand that we cast our naet
broadly--gathering information on prices, real aetivity,
financial and forsign ekchange markets, and related data.

Wnile the monetary aggregates may not ba preeminent
on this list, they always raceive careful conaideraticn in
our policy dacisions. This is ¢specially true when they
exhibit unusual strength or weakness relativa to past

pattarns and relative to cur announced ranges. Thuy, the
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very sluggiah growth in MZ for the year Lo date was an
important influence in the decision to sase policy in June
and agaip in July. Veloeity may vary censiderably over a
Eew quartars, but the provisien of liquidity, as measured oy
onA or another of the monetary aggragstes, is an importang
factor in the performance of the &conumy over the shorter
run and over the long run broadly detarsines the rate of
price increase.

Although M2 currently remains below its 1989 target
cone, it has picked up subatantiaily. The decline in
interest rates in recent months, Along with tha continued
growth of income, should provide suvpport for that aggregate
ovar the rast af the year, helping to lift it into tha lower
part of itz targaet ranga. Growth in M2 likely will be
augmented by a cessation of the special influencas I notad
sarlier that depressed it in the first half of the year. In
particular, we sxpact households to continue to rebuild
their monay balances sftar the tax-related drawdowns in
April and May. Also, depcait withdrawals Irem thrift
institutions have subsided, and enActment of legislation
that restpras full confidence in the industry would bode
well for deposiv flowy inte FSLIC-insured instjtutions.

Furthez ateps in the reaclution of the thrift
induatry difficulties alase have implicacions for M3I. Witn

deposits flowing in again, thrifts will aot have to rely so

-11-

heavily oo the Federal Homa Loan Banks for their funding as
they did eariier thia yeal. Partly as a rafult, we expect
M3 to strengthen from ita rate of growth over the first half
of the year, moving up into the middle of ita target rapge
by yasar-end.

Qur outlook for debt growth foresesda little change
from the pace of thé firat two quartagy. The brosd cradit
maasure that we monitor, the debt of domestic nonfinancial
sectors, has growo &t about en B percent rat® this year
néar the midpbint of lts €-1/2 to I0-1/2 percent ranga, We
have liftle Tea3on to expact its growth through the end of
the year to be very diffarent, implying some slowing from
the pace of 1988. Neverthaless, the expanaion of debt is
likely to exceed nominal GNF growth again this year.

Growth of money and debt within the 1969 ranges is
espected to be conaiatent with nominal GNP rising this year
at & pace not too far from last year’s increase, according
to the projectiona of FOMC membars and other prasidents of
Reserve Banka. Thes& projections, howsvar, incorporate
scmewhat more inflation and lass real growth than we
experienced in 19B8. The central tendenty of the
projectione of 2 o I-1/2 purcent raal GRP gzowth over tha
four guarters of this yedr implies continued moderate
sconomic growtd throughout the year. For thes ysar a% a

whole, theae projections anticipate that growth is likely to
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be atrongast in the investment and sxport sectors of the
aconomy, with expanaion of consumer expenditurea ang
govarnment purchases rather subdued.

A ssctoral pattarn of growth such as this would in
fact serve the nation’s lenger-terw needs by contributing te
a better extarnal balanca. Fundamentally, improvemant in
our internaticnal paymentas position requires productivity-
enhancing investment and a higher national saving rate. In
this ragard the federal government can play a sigaificant,
positive role by reducing the budget deficit.

The cutlock for inflation this ysar, as reflected
in the central tendency of the projectiona expreased at the
FOMC meeting, is for a 5 to 5-1/2 percent increasa in the
consumer price index. A figure in this range would
represent the highest annual inflation rate in the United
States since 1981; this ig a source of concarn to the
Federal Reserve. Yet this rate i below that experienced in
the firet six months. This implies a considarable slowing
ovar the remainder of the year, reflecting aarlisr monetary
policy restraint and a prospectiva moderation in food and
snergy prices.

Federal Reserve policy is focused on laying the
groundwork for more definite prograss in reducing inflation
prassures in 19%0, while continuing support for tha economic

expanyion. The rangas provisionslly sstablished for grewth

-13-

of money and debt next year are consistent with thess
intentions. They allow for a noticeabla pickup in money
growth from that likely to prevail this year, should that be
appropriate. If pressurea on pricea and in financial
markets are less intense than in recent years, velocity
would not be expected to continue to increasa, and faster
money growth, perhaps in the top half of the range, would be
neaded for a time to support econcmic growth. Conversely,
if price presaures prove intractable, the ranges are low
enough to psrmit tha needad degree of monetary restraint.

Thus, although the 1330 rangea do not reprasant
ancther stap in the gradual, multiyear lowering of ranges
the Federal Raserve’s intent to make further progress
against inflation remains intact. Uncertainties about the
outicck suggesated a pause in tha process of reducing the
ranges; however, the Committee recognizes that our goal of
price stability #ill requires additional downward adjustments
in thesa ranges over tima. Of couras, as we draw closer to
1990, the sconomic and financial conditions prevailing will
become clearer, allowing us tc approach cur decisions on the
ranges with mora confidence. Hence, the current ranges for
money and credit growth in 1990 should ba viawsd as very
preliminary.

The ecencmic projecticns for 1990 made by the

governors and Reserve Bark presidents canter in z zrange of
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1-1/2 to 2 parcent real GNP growth and 4-1/2 t0 5 percent
infiation for next year, HNaturally, as 7’'ve aslready noted,
there are condidarable uncertaintiaes surrcunding forecasts
for 1990, In particular, developmantsa in the sxterhal
assctor will depend in part on economic activity abroad, as
well as on the efforts of 0.5. firms to bacoms more
compatitive in world markets. Domestically, performance
will be affected by a large numbar of infloences, including
importantly the budget deficit.

y Poligy in P

The Federal Reasrve is committed to doing ita
utmoat to ensurs prosparity and rising standarda of living
over the long zun. Given the powara and responsibilitiea of
the cantral bank, that peans mest importantly maintaining
cenfidence in cur currency by maintaining its purchasing
powsr. The principal rgla of monetary policy i3 to provide
a stable backdrop against which economic decisions can be
made. A stable, predictable price environment is essential
t¢ ensure that rescurces can be put to their best use and
ample investment for the future can be mada.

In the long run, the link betwsen money and prices
is unassailable, That link is central to the misaion of the
Federal Reserva, for it reminds ua that without the

acquiesence of the central bank, inflation cannot take root.

—-15-

Ultimately, the monetary authorities must face the
rasponsibility for laating price trands. while oil prica
shocks, droughts, higher taxes, or new government
regulations may boost broad price indexes at one time or
another, suatained inflaticn raquires at least the
forbearance of the central bank. HMoreover, as many Rations
hava laarned, inflation can be corzecsive. As it
accelerates, the signals of the market aystem losa thaeir
value, financial assets lose their worth, and economirc
progreaa hecomes impossible.

Thankfully, this bleak scanario is not one that we
in the United States are confronting. We do, however. face
a difficult balancing act. The economy has prospared in
recant yaara: the economic expanaion has provan
excepticonally durabla, employment has surpassed all but the
most optimistic expectations, and tha underlying inflation
rate, after coming down quickly in the early 1380s, has
accelarated only modeastly. But now aigna of acftneas in the
aconomy have shown up.

Accordingly, it im prudent for the Federal Reserve
to recognize the risk that such softness conceivebly could
cumulate and deepan, resulting in a substantial downturn in
activity. We also recognize, however, that a degree of
slack in labor and product markets will sase tha

inflatiopary pressures that have bailt up. So our policy,
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under current circumstances, is not oriented toward avoiding For use at 10:00 a.m., E.D.T.
:00 a.m., E.DT.

o slowdown in demand, for a4 alowing from the unaustainable Thursday
July 20, 1988

rates of 13987 and 198BB is probably unavoidabla. Rathar what

wa sask to avoid is an unnecessary and destructive

Tecession. Board of Governors of the Federa Reserve System

The balance that we muat strike is to support

moderate growth of demand in the near term, whila

ceficurrantly progressing toward cur longar-run goal of a
stabie price level. Admittedly, the balance we are seeking Monetary Policy Report to Congress

is a delicate one. 1 wish I could say that the business Pursuant to the

Full Employment and Balanced Growth Act of 1978

¢ycle has been repealed. But some day, scme event will end

the sxtraordinary string of economic advances that has

praevailed since late 1382. For example, an inadvertent, July 20, 1989
®xCeaa accumulation of inventories or an external supply
shock could lead to a aignificant retrénchment in economic
activity.

Morecver, I cannot ruls cut a policy mistake as the
trigger for & dewnturn. We at tha Faderal Rasarve might
fail to restrain a ppaculativa surge in the mconomy or fail
to racagnize that wa wera holding reserves too tight for too
long. Given the lags in the affects of policy, forecaata
inevitably are involved and thua arrors inevitably arise.
Our job iz to keep such errors to an absoluts minisusm, An
sfficient policy ia one that doesn’t loss its bearings, that

homas in on price stability gver tima, but that copes with
and pakes all for any unf ki in ic

activity. It in such a policy that the Federal Reserve will

8ndeavor to pursue.
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Sectlon 1: Monstary Policy and the Economic Outlook for 1989 and 1990

A5 1989 began, & ceduction i inflstiotary pressurss
4 ) if the ongoi i i

app gaing xpan
was o be susteined, Monetary policy during 1998 had

aFiofation and inflaticn capectations, bt at the Lme of
the Board's teport 1o the Congress in February of this
year, sucosss in that sBort seemed fu from assured
Indeed, among the data reportzd in the easly pant af
1989 were very large increases in the producer and
consumer price indexes, reflucting ma unly the cffects
af run-ups n it and agrieulturai commodity prices,

mnrket operations af the beginning of Tune, and
ook an additional smail essing step In early July. This
helped bring about & further decline in market rates of
interost, which by mid-Muly gencrally had more than
retraced the increases that had occurred satlisr in the
year. Most short-term inuerest eates were down about
& percentage poiot from their December levels, while
Tong-term rates had fallen & muuch as 1 petcentags
poinit on balunce.

ol jor 1989 and 1990

Tt inflathonary praencs, including
unfavorabic trends in nit lebor costs over the preced-
ing year. Under the circumstances, with pressures on
productive resources sill intense, tmonetary policy was
tightened further, Reserve availability was curtailed
through open market aperations, and the discoun rate
was raised 14 percentage point in late February. [n
respense 1o these policy setions. and to expectations
that additinnal fightening moves mught be needed,
raarket interest cates climbed throughout the first quar-
ter. and money grawth was subdued.

e the course of the second quaner, & aumber of
indicators suggested the cmergence of conditions that
cere 0 gol
pressures, Growth of the monetry aggrégatas weak-
efied fucther, with M2 ruming noticeably below 1ts
Laget range for the yenr. Aggregate demand for goods

o produciive ressurces. especially in the mdustrial
sector of the ecanomy. The dollar ¢xhibited conside-
abestrength on the foreign exchange markes, portend-
ing & direct reduction in price pressurcs and slower
growth i demands an domestic production capacity.
‘Although the unemployment ratc remained essentialty
unchanged in the of 54 per h

In February, the Federul Open Market Committee
specified a range for M2 growsh in 1989 that wag s full
percentage point below that of 1988 and eanges for M3
and debt thit wert % percentage point below those of
the priar year. This was the third gonsesutive year in
whichthe ranges had beets kowered Arthe same time,
the Committer cocognized that, in hght af the continu-
g uncertanty regardng the shorfertemn relation
Betwoen moaetary growth and changes in income und
spending. a varicty of ndicatars of mflation pressorea
and ccomomic petivity a well as the behavior of the
agareganes would have 1o be considored imdetormrng
palicy

in Fobeuary, the Commitice hod antictpated rela-
tvely slow money growth aver the frst halfof the year.
because of the effects of the firming of policy through
Lute 1988 nnd intor 1989, In addition 1o the snfluence of
the hagher interest rates an desired haldings of money,
however, several speciel factors ~ including the diff-
<ulties of the thrift industry and u drawdawn of kquid
ussets 10 meet onusually lrge individual tax pay-
ments—appear 1o have fanhet reduced moncy bal-
ances in the first half. Thase faciors contnbuled to @
in weloxity, the-ratia of pominal GNP to

Jowest level since the carly 19705 —rends in wages and
wwtal compensation showed little, i€ any, further step-
up, TeRecting at least in pan an awarsoess among
workess and managessent of the noed 1o contain costs
i 2 highly competitive world economy. Meanwhite,
prices of actively traded industrial commdities Jev-
efedt our, enhancing the prospects of a bruader slacken-
ing in the pace af infladan.

In this environment, interest rates wrned down
during the apring. ms financial markel participanis
responded not only to the betier outlook for inflation
bt also in anticipation of an asing of monetary
sestraint by the Federal Reserve. The Sysiem begen 1o
provide reserves slighlly meve generously tirough

the stockc af moncy

By Jurc, moncy growth had picked up. Nonetheless,
M ended the quaner just 2 percent at an 2nmual &
sbove the fourth quarter of last yar, compared with its
310 7 percent annual growth range. [n fune, M3 wis at
the lower end of its 3% o 7% percent anmual range
The tate of expansion of damestic nonfinancial sector
debt alsu slowed Ln the first half of this year cowpared
with 1988, though by less than the monctary aggre-
ites; debt ha grown about & parcent so far this yeay,
nar the middle of fts 6% to 10% peroent monitoring
range.

At its meeting earlier this month, the Comminies
agreed 1o retain the current ranges for growth of mancy

02



Ranges of Growth for Monetary and Credi Aggregates

Pargant chenge,
fourth quarter to fourth quarter 1280

1908 Proviskonal for 1990
»2 4128 A7 w7
M3 408 Pt 7 3z to T
Debt T Balo 1% §Ya to 10%

and debe in 1989, The Commities anticipaics tat by
the fourth quarcr all tree sggregates will be wil
within those ranges. The marc rapid growdh in M2 and
M2 aleady evidenl sitce mid-May is expected 1
extend through the second half. The recent declings in
short-1erm market merest rates have made M2 hald-
1ngs ATt anractive, ending to offsct the resteaining
effects on M2 of previous inietest re increases, With
M2 expansion likely also to be boosted by a funther
replenishing of liquid datances depleted by tax pay-
ments, this uggregate is expected 1o grow a litle faster
than nominal GNP in the second half, bringing it inte
b kewee portion oF ifs aanual growth range. The fster
growih of M2 should show through at Jeast in part tog
quickening in M3 growth over the socond half of the
year, 30 that this aggregac would move im0 the middle
partofitsrange. Domestic nonfinancial dety is kely
remain in the middle portion of its Tange throwgh
year-end.

For 1990, the Comminze provisionally decided
use. for ell three aggregates. the same growth rangea in
foree for 1989, The Comminee recogaized thut the
cconomic and fnancral outlook over the next year inda
half is uocertan; in paticular, it is wnclear at this
Juncrure whether the velocities of M2 nd M3 acé more
kel 0 mend gher ot lowee et year. Altough e

Economle Projections for 1689 and 1980

Voting members of the Commitiee and other Re-

e Bam: presidents believe that the monetary ranges

reducing
mllimm which likely will be issocmmd in the near
term with continuation of a slower pace of cConEmic
geowth. The central tendency of the forecasts i for
increuses in real GNPof 2 1o 24 percentio 1989 and of
1% to 2 percent in 1990,

The
comribute w 2 damping of inflation in 1990, alihough
the Hoerd members and Bank presidents also are
anticipating some near-term reijel from the special
probloms that boosted prices in the. firat half of this
year. Larger crops Lacee this year should resul in more
favoreble betaviar of fiaod prices, and the recent
peaking uf cruds qil prices suggests the likelihood of
somg softening in consumer energy prices, Thus, retail

der of this year, and the central teadency of CPL
forecasts fof (989 as @ whole is 5 10 5% pervent—
compared with the mare than 6 percen rats ohserved
through May. The forecasts for the CPI in 1990 center
on4% T 5 parcent.

The Administranon’s economic forocest, prescnted
n withits mid-sessi 1 the budgat

ofmancy
mmgmm 1990 withw. the hounds of the
toduced mnges of this year likely would fogier the
slower infation and sustainzd real sconoRIE ¢ kpansion
that it 1 seeking, il will recvaluaic Uhe Tanges near
February io light of the unfolding economic and finan-
cial situstion. The outlosk for sperdling, prices. und
finuocial markets in 1990 should have clarified some-
what by then, as should the influence on manetary
=xpansion f the angoing resolution af tarift indusiry
problema. For the long term, the Comumiues recog-
Tized thal yHimel anteiament of price sEbility wil
require that the moges for money and eredit grawth be
reduced further i future years.
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outlook, does not differ greatly from the projections of
the FOMC members, Nominal GNP is near the upper
ends of the FOMC central-tendency ranges for 1389
and 1¥90, but with a more favorable mix of real output
wersus inflsuon, especially in 1990, There appears to
be na basic inconsistency between the policy objectives
ofthe Federal Reserve and the economit furccast of the
Administration; indeed, the Administration has indi-
cated that it shares the view that the maittérance of
anti-inflstionary monetary policy is a precondition for
healthy econamic expansicn

Inan 2evironment of relatively slow overall growth,
such as is expected by fhe FOMC members, some

Economic Projactions for 1985 and 1940

FOME Members and Other FAB Presidents  Administration

Rangs Gentral Tandency
1089
Poroant citanga,
Toarth QuATer 15 fouth Guarter
Naminai GNP Ble 7 LICH 3
Roal GNP 120 2% zr02% 27
Consumar price Indax EITEL 5054 a9
Avernge tevetin Ing
OUrI QuATS, parian?
Clvillan unemploymentrstsa  Si06 Around 8
1980
Parcent change,
fourih quartar fa fourth quartar
Kominal GNP 4% o 71 5V2 1o 6% 66
Aeal GNP 1102 1%w02 28
Conuurner price index 10 6%4 aates 41
Average iovel in the
foeirth quarter, peroant
Civillan unemploymentrate 510 8V: 5uzl06 542
1 FOMC et e P
2 Feumi Es

wdustries and regions ane likely W@ experience se
hacks, bul major imbalances that could theeaten the
continuation of i ECONOMLC EXPaNNIT Are Rl umtici-
puted. In the houschold secior, growth of consuner
purclla:ﬂ hax bm !lugglsh am‘imxy remain so for a

v should pick up

vear and 2 half. Real net exparts of goods and services
increasad earliet this year. but impravements may be
mare difficult 10 achieve in the pecind aheed us the
effects vf past deprecistion of the dollar wear off and
are offsel by those associated wik the more recent
In addion, the path of cxporrs will

some in coming monihs. in fespoRSe o the recent
decline of morgage rawes, wlthoagh an overhang af
supply in same locales could damp the recovery.
Surveys of business plans suggest thai capital spending
will post farther gains pver the remamder af 1989, hut
sume moderatian feom first-half growth Taes is 10 be
expectzd in'light of declining levels of capacity use and
the recem weakening in comporaie peafits. Spending an
equipment is likely to continue to be buoyed by the
desire 1o modemize industria) facilities, 50 a5 10 en

¥ and meet here and

abrosd

The external sectar represents an area of vonsider
able wacertainty i the econctnic outluok for the next

. whith
may slow 45 3 result Gl policy actions taken by some of
our mujor tading partners 1 affset mounting infla-
tamary pressures. Ulinnely. schievement of the adl-
justmen nieded i th sxtemal secor vl depend
palicies that foster
mic stability, bt alsc on the dewermination of U.S.
firms to et foreigh competition through pplication
of stringent cost contrals and intensificd marketing
titorts abs

A key ingredient in caintaining 4 bealthy pace of
economit eApansion is further pragress in reducing the
feserul budget deficit. Since 1983, the deficit has fallen
relative ta GNP fam mors than 6 peroent 1o sround
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3 percent, hut it remaitus Jarge by hastorical standards.
Taking the tetion Tequirsd 10 Mieet the Cmmo-
Rudrman-Hollitgs Wrgets on schedule will faster con-

up the available supply to mteresi-sensifive private
sectary, such as housing and business investiment
Commines thus views ay highly encouraging the com-

U.5. cconony. pan mg
cial rmarket participams. Al the 1ame time, raduced
demandy by the feders) government far credit will free
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= ‘ongress and the Adminis-
(AL 10 begin o0 ta addtess the problems of
mecting the fiscal 1991 budget trgot.

Section 2: The Performance of the Economy during the Flrst Halt of 1989

Adter tho years of cupsd eXpansion, ecanomic activ-
ny decelersicd sobstancaably in the fist half af 1969,
Fven al this more moderaie page of growth, hoswever,
job creation way cansulérable ~nearly 1% millian
berween December and June — and the civiliah waem-
ployment rate, Aucuating sround 3% percent, re-
wmained in e Towsst range since the garly 19705

Inflation rose i the first half of {989, but mostafthe

In particular, cnergy prices increased sharply, a3 the
n1se in crude il prices berween November 1988 and
My 1938 was passed trough, and food prices surged.
2% the agticultun sECKOF COMtiNUed ko experience ad-
veese supply developments. Quiside food and cretgy.
the rate of inflation has. on average, remuined ac aboat
i15 148 pace, even in the fa0¢ of relabvely high levels
wlresauree wilizauon

Thas apparent stability of wnderlying prce toends is
anriburable in par 1a the appreciation of the dallar on
exchange markets. 5o far w198, prices ul amparied
o ey than il Wave bieh siMually hat unaverage,
restraining kreases m the phces uf domesteaily
produced jtems [n addition, despite the tightest lubor
markers in same kme, wage reads have heen taly
stable, belping w limit the accelcration in ume babar
osts durimg, a pericd in Which productvity T
weakened

The External Sactor

Developments in fureign eschangs markets have
plaved @ important role m shaping evems in the
doMmESHE economy in 1OGERT years. After deprociating
mvee mas] of the perod Trum 1985 10 Tate 1987, the
fureign dchange value of the dollar in terms of other
G-10 cutrencies <hanged linke, on et w 1988, % 4
decline in the final few months reversed much of the
increase thai har ocrurred earlier in fhe vear In
December the dallar began to sebouad, and 0 rose
substantiaily theough mtid-Tune before dropming back
somewhat, The appeeciation of the gollar through the
fiest half of (989 was Frequenly mel by cancerted
watervention sales of dollars by WS and Joresn
Ionetary anthoritiss

During December. and in the fiest quarter of this
vear, the dallar rose in respansz to perceptions of &
selative tightening of 1S, monetary pahey. Reports of
somewhat bighier raics af infiation and nevs about the:
strength af the counomy contributed 1o capectations
“hat Fédtral Reserve pahcy wiuld be tightened still

further. There was abeieTpause in ke dollar's fseaier
the Group uf Seven finance minsters and central bank
goverHors staved 1 April that u further tise in tne dollar
that undermincd the wijustment process would be
counterpreductive

In May 2nd earty June. the dollar sppreciaied sig-
mificantly on balance, even though inteeest rates en
nondallar assets tose relative o those o dollar-
Jenominated insttuments. Sentiment in favgr of the
dollar was, perhaps, parily a 7e8pORSC o coRSErs
rhout politival evenrs abroad, but the data o the U5
traue bAIaNCe, whieh were bomer chun eapeceed. abw
may bave played 4 wle, For 4 while. the dallars ose
appesred (0 be assaciated with expeclations of cupital
gaing on LS. stocks and bonds . Since mid-Tune, the
dollar has reiraced much nf it sccand-quark rive.
ender the influeace of mereasing interest rates abroad,
dechines in dollar raies, and some easing of demands
for dollar ussets alier the initial sesponse vo political
uncerasnties in cenan wher coumries

Measured i 180 of a trade-wesghieg avertage af
e ather £3-10 currencies. the dollar 5 ahout H percent
higher than in Degemher 194 and about 12 percent
nigher than in Deverber 1987 After sjusement for
changes in relative prive levels. the upprecaarion o the
dollar b been larger, because 1S inilabon has
remained above the average for the nther 10 ¢cnun
tries. Meanwhile, the currencies of South Kores and
Tarwan have fisen modermely aganst the dullar so-fa
n 1989

In mast of the other industrial countrims, e GRONIC
growth has been strung The resulting very hagh rates
af eapseny ofilizaion und the dimimshiag slack n
labo markets. tegether with highee worlg uil prices
andpecial factors, hpve spureed an appreciable pickup
in wafatkon abroad in rocsht quarters, Policymakets 1n
rmany freign industrial cuumirics have respanded by
cansing ufficial interest sares. Growth 4f the newly
maustrializing Teunonies in Asla has sinwed recently,
though the rates remumn relutively high I contrast,
develofring <aunities that ace hucdened with large
extemal debis huve continued @ struggle to achieve
suskained eonomic growth

The U.5. merchandise trae deficat 1 the fnsl
quarter was §110 billion at u seasonally adjusted annual
rute. significandy bener than the Fguer for the fourth
quarter and that for 1988 45 2 whole. in the first two
racsths of the socond quarter, the trade deticit was
essentially unchanged from the frst-quaner pace
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Exporta bave contiued (o expand thit year, al-
though ot so rapidly as in 1988, Export gains have
beon broadly based, with sacsble increases for sgricul-
k] goods, indusirial supplies, capital goods. and
cOfumer goods. Meanwhile, impotts bave increased
mderately; in fact, average imports of products echer
thar, perrofeum in April and May were dess oo §
Perteng abave dheic fowth-quarter cuie. Notbic de-
creusey were recondad i imgorts of consumer goods
a0 automsotive products, 50 far in 1982, the value of
il imports has risen sharply, a1 higher frices for
PetToleum and petrokum products were aCcompanied
by # amall increase in physical walume. The further
improvement inthe U.5. orade balance in the first Ave
months of this year refloczs & aumber of factbrs, most
impacipily the srength of ccondRiic &Lvity abrowd.
the slower growth of LS, acuvity, the contlaving, if
diminjshed, benefil for U.S. price competitiveness
#rom the depresiation of ihe dollar tuough the ead of
9T, gl the. restraint tha the vecent risc in the doffar
Placed on prices of non-gii imports.

The curment accouf deficit widened in the Ary
quartzr to 5123 billion. The increase froe the fourth-
Qirier rate was more than accounied for by capitl
ksey pn msseds denominated in foreig currencies.
resUling from the ki spprecistion. Sciting zids
thots Josses, the curren) account balanee in the first
quatter showed 1 deficil of §108 billion, an improve-
Tt of about $22 billion from the previous quarter.
Nearly all of this improvement resulicd from the
nartowing of the trade deficiz. Preliminary information
O tapital transactions in the early monthy of 1969

motor vehicles in the Brst haff were about € percent
below the pace of 1988 an a whale. A weekening in
purchases of furniture and appliances likely was re-
Late i% part bo tho drop i home wales

Cangumption slowed agiinst a backdrop of strang.
income grawth in the early part of fhe year, withough
weaket income: growth Was evideal (o the spring
Personzl income gains i the Bra quarer were sccen-
tuated by the national iKCOme accaununts’ assumption
that the income of farm proprielers would tetum to
normal evels over the year, aficy the drought-induced
reductions in 1988. With hiring down in the spring,
increBtes in wages And selarics soflzned noticeably,
showing vimually no growth in teal termk, Alsa,
growihofthe sonwage companeats of personal income
was weaker gn balance in the second quarter.

‘The persanal saving tale has been on a diatinct
ups#ing sinot reaching 2 forty-year Jow in mid- 1987,
Sevrral explanations have been propounded far the
recent rise, amang them the lowes level of housshold
net workh relative (o iicome since the stork marker
break of 1987, higher casts of consume: ceotit (espe-
cinlly in bfertan torme, becauss of the phase-dawn of
interest deductibility), and concerns about & porential
sofieniing of the econoftsy, Whaiever the cause, housc-
holds appear 10 havc adaptad & more cantious spending
stance, thoagh it also should be noted that the personal
saviog rate has remained below the narms of the 19605
and 197gs

Residenuial construction declined over te first hall
in response to the risc in interest rues 2nd 1o carkier
créuikding in some maskets. The more wos drop in

FigRests an i puichases of
U.S, Treasury securities and corporite bonds and
subsangial foreign direct investment in the United
States

The improvement io real net exports nocounted for
nekty halfof first
quaner, mare than reversing (ts negative coatribution
i the fourth quaner, The conmribution to GNP growh
8 the sepond quarte probably was negligiie, haw-
+ver os real 2et exports may have begun to be de-
fetged by the loss i ULS. price competitivencss
s inied with the cwoulative rise in the dollar since
e apd of 1957

The Housahald Sector

Much of the slowing in overall economic growh in
the first half of 1989 reflected a deceleration in con-
suter spending. The stump in domand was fairly
broad, ecompassing & variety of durable sod nof-
durable goods. Despite die widespread availability of
special Anancing deals and ather incertives, sales of
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rates., which began in May, likely will e cefiocted in
sistoé improvement i Sonstruction over the summer
and fal. Total housing stans, 2t &n aversge annus] rale
of 1.44 millioa units through May, were . wa 34
petcent from their 1988 pace.

Stars in the single-fumily secur averaged sboue !
ruillion ypite at anannial pate berween March and May,
aperiod relatively free from the veeather-related distor-
vions tht affcoied consTuctian in January snd Febru-
ary. Iowrest rates on fxad- rale mangages rose above
11 percent for the first time: since 1985, with part of the
Tise nribuesble o invesior concems about sizable
futore hquidations of mortgage assets by traublod thrift
institytions. Alse, rites on adjusmble-rate morgages.
rosc nearly & foll porcentage point during the early
rionths of 1989, as discounting of initial iNigrest ralss
on ARMs waa reduced. In recent years, elstively low
initia) teems om ARMS ed an increasing number of
households w0 favor this instument for home pur-
chases. Since their highs inthe spring, interest rales on
ARM; have fallen more than % of a percentage point,

Rual income and Sanaumption
Prrcert cliinge fram snd of prvious pericd, &nwal rme.
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while fixed-taie morgage rates have dropped aboul
1% pereentage points.

Meanwhile, multifamily sears fel] further inthe firse
half of fhe year from the already low level recorded in
1988, Multifaily honssing groduction has been Hm-
e by an overhang uf vacant rental units. Moreaver,
building in this sector contimues to reflect the effects of
e Tax Raform A, of 1986, which, by curtiiliag,

W ith invest-
ment in mental housing, sharply redueed ifs afemax
profwability

Tha Pusiness Ssclor

In contrast o the houschold. sectar, business capial
spending strengihened. in carly 1989, rasponding in
pan to bigh levels of capacity utlization in the United
‘Staees and 16 ioternational pressores @ lower costs. In
menm quarier oF 1969, rulhusmu fixed investrneat

I rute of 7% pe
a,,pms ta have sncreased suhstammlly furhet in the
seeond quaner.

The gain in investment has ocenrred i the equip-
ment clegory. Patticularly potworthy m the frst
quarter was & sharp risc in oulays for industrial
machioery. Increases in that area. which includes
spendics; for fabricated metal products, enganes, tur-
bines, and & variety of other types of induserial appara-
tus, e been, exceptionally strong since mid: LIET
Spending for high-techtalogy equiprmet also has been
robust, Computcr oulays decelerated during the sec-

autpmobile inventories rase sharply in the fest quarter
&nd have remained high. [n an effort to reduce the
overhang befors introducing new models i twe fall,
cammakers have lowered faciory mssembly rales und
have cnhanced sales incentives, Qualitative repons
ave suggested thit stocks at soe other retailecs also
may have risen sbove desired levels, although mast
firms appear o have been following cautious inventory
policies and proslems of excess stocks seem 10 be
limuted.

In the first quartec of 1989, before-ax économic
pratits af nonfinancial carporaticns destined. in part
because unit Labor oosts increased s sales growts
slowed and producuvity deenorated. The drmp in
profits was spread over most types of businesses. the
fazgest decline was in the manufacturing setor, which
had especislly srang gains in both 1987 and 1988,
Meanwhile, corporaie 1ax liabilities edged up in the
fiest quarter, owing in part to higher profits geacraed
framhe rise in. prices of inventories. The combination
of lower operating profis und higher tax liabilities
ceduced the internal cash flow of nonfinancal
<OrpORations.

The Government Sector

In the first quarter, reat federal purchases of goods
and servicss, the pan of fedrai outlays thit is counted
ticerily m GNF. were virnually unchanged- Such por-
chases ere domingied by gefiense; nomindl spending
:udmm) in this e has been viually fiar since 1983,
of some mayor gew weapon systems

ond halfaf | 983, possibly
the part of poteritial PUrchusars i Tesonise to the rapid
pace of iEw produCt annauncements, but spending was
up cansiderably in the first quarer, and ancther gain
appears if train fof the second quarter

High levels of factory uillization apparently have
spurred @ nse in industral building in reeent quarters
Chadlays for conswuction of ofice and other cormer-
cial buildings also rose carlicr s year, although the
level of total spending on commercial strucrures re-
maned bebow ther ofthe 1985~ 86 period, deprossed by
excess space in many srexs. And. while the rise in
energy pricss ted 1o same inerease in oil and gas
drilling i the spring, the Jevel of activity remainod
ety low compared with Chat of the early 1980s.

Iavedtory imvestment slowsd aver the frsl Gve
manths of 1989, s busincsses adjusted with sppareat
prompiness to the more moderate expansion of final
demand. Inveatoty buildups by manufacturers. have
been cancentated n the aircrai and adher capial

is wmdulg down, As a resull, real military purchases
have fallen and in the first quarter wére ncarly 5 parcent
below the mid-1987 peak. The decline in Jefense
spendding has been partially offsel by incresses in other
federal purchases, Inventories held by tie Commedicy
Credit Corparation edged down further in the fiest
‘quaTier, bui ihe rate of decline Nas been siuwing (on a
seasomally wijusted basis) since the middte of last year
s the effecrs of 1t summer's droughe have mmpamﬂ.
Spending for the space program and foi
immigration eaforcament also has risen.

On a unified udget basis, total nominal utlays far
the fiscal year through Mey were more than § percent
nbove the comparsble year-carlier wial. Spending
related to the thrift snstimtion problem spiked a yeat-
endt 1988 and then dropped sharply in the first half of
this year. On the other hand, growth has continued in
entitlement spending (principally Medicar and Social
Security) and in net iniorest ousleys

and order
bucklogs dre Targe. Tn contrest, 1a the retarl sector,
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b more rapidly than
outlays, dusyed by increases in ecmployment mnd in-
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come. In addifion. There was an ¢atraardinary spurt in
namwithheld tax collections in April and May. the
sources of which are at this poim unceram. Some
Possible cxplanations félate to the Tux Reform Act of
1986 and include greater-than-amicipated effocts from
bas-brosdening provisions unda shifing of ineame
from carber years w0 1988, whan the ceduction in
Pertonal tax ratcs was fully phastd in. In sdditien,
Tealizations uf taxable capiml gains may have been
hefty last year because ol the farge number eTcorporate
Mergers and leveraged buyomts. Al told, receapts thus
far n 1989 arc 10 percent abave yeas-eatlier levels,
ard the Adrnistration now projects that the waal
badget deficit for Y 1989 will be §143 hillion, com-
pared with the $155 billion recarded in FY 1988

Resl purchases of gomds arl servives by state and
Tocal govermments have been oo a muderate upirend
this year. Outlays for personnel and panstruction is the

have

1o copsiderable ypward pressure. Some othes expendi-
lures have fisen because of federal mandates, cspe-
<ially those in recent health legislation A3 in the
federal sector, growth of st and Jocal owtlays has
een temperad by budgetary pressures; exeluding re-
tarement trust funds, which Bré runnung a Jarge surplus
the sector had a deticit of ubow $17 billien st an annual
fale n the first Quantr. Revenue experience was

pring. however, outnber
of sunes 1eponed personal inconie wy receipts thal
were lncger than expected

Lakor Markets

Jon geawth was substantial over the first half of
1589, though it slawed in the Spring Tn the first
quarier, addavions [o aonfarm paycolls averaged
764,000 & month, about the same pace seen ovee the
prve Lwa years By spring, hinng had begun 1o slow,
and payrall cmploymenr growth ropped back
200.000 per manth in the second quarter as & whole
Euca at this reduced The, b vee, jab geins were
farger than ace Jikely 10 A sustained, given the undee-
lying trend n labor force groweh. Manufacturing
enmplayment declined m the sccond quarter, while the
number of constuction jobs was aboul wichanged
Grawth of employmen moderated in the secviee-
producing sectoms, whert advatces have been the
largest over the course of this busioess sxpansion.

The moderation 1 the growth of the demand for
tabar wn the second quarter dud noy Leud 1o any sppre-
viable reduction in Lebor arket tightness. The unem
playment e has Auctusted betwsen 5.0 and 5.4
pereent thus far this Year: in June it stood 2t 5.3
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perTent. Although many Amecicin TSN involun
tarity wnemployed, the difficulry of matching workers
with jobs — given skoll and locarional considerations -
s much greater than it was earliee in te &Xpansion.

By al least one aggrogate measure, lhe rate of
ACRSSE 10 wages seems (o have leveind off in recent
quarers Average hourly sarnings of procuction and
nansaperylsory workers acocleratsd from lae 1936
through mba- 1988: since then the mate of indreass has.
fatiened oz, and in June earnings were up 34 percent
from & year eardier. The emplayment cost index for
wages and salaries in the private nonfarm sector, 3
trader maasure of wages thatis wvailable only through
Mareh, indicaled sintté #asing of wage wTads in ihe
goals-producing secwr: however, in the service
producing industries, the irend remeiced sharply up-
ward, The cost of banefits provided 1 cmplayees i the
goods 41 services seotors rose slightly Fster thun
WARCS Over the year ended in March, uod wtal compen-

por ges and was
up< percent over that periad. Jnthe same range asthe
12-month increases recorded W the preceding three
gquancrs

Productivity performance has deleriorated vame.
whit in secent quarters. Tn some instances, higher
levels of production have Forced firms st less
efficent capital and to employ less skilled labnr. Output
per hout i the nonfarm tosiness sectur Wag down, in
the first Quarter, and vitually unchanged on a four
quartee basis, With the sizable increases in compensa-
TN AEr the same period, unit Tabor costs acceberated
0281 percent annual cate, the largest year-over-year
increase since lute 1982, In manufaciuring, the Fise in
it B posts inthe year ended in the st quarter was
sbout 1 parceat, wnit costs had declined €atiicr in the
business, expansion, This Sep-up i uait Jabor costs
reflects q slackemng in the IMprovement of Fttory
productiicy; compensation inéceases hEvE remamned
Mmoserale

Price Davalopmants

Infation, increased sharply ia carly 1989, reflecting
higher costs for food and encrgy. The consumer price
wtden for a1l items, a broad-based measure for Anished
gonds wnd services, rose al en annual 1ate More than &
percent through May, compared with the 414 percent
pace W 1387 and 1988. The producer priee index far
finished goods recorded an even mbce ronounced
2e<eleTtion, owiag 10 the grealor imporance of food
and enérgy in that index. However, the underlying
inflatinnirend has nol dewerioraied : excluding food uod
©ncrgy. inflation af the retail level has bean funning ata
rate of nound 4. percent, shoul the same as n 1983,
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Energy pewces began civing shacply Javt November
afier the GPEC nations ageced 1o Imit crude oil
productwn. Subsequently, iemparary SUPply disrup-
nons 1 Alasks and :n the Nonb Sea wdded 10 price
pressures. The pusted prace of West Texus Jotermedi-
ate, the U.$ benchmark tar crude ol jumped from
aberut 513 per barrel in Novenber 1o aver 1% n carly
May. As a resut, encrgy prices at the praducer level
soared, and consumes engrgy prices fose nearly 25
percent al as aual fate between December and May.
Mot recenlly, pasted prices af crude ail have re-
mained berween $19 and 520 per baccel

Ingreases i recai] food prives were large m the fiest
half of 1989, w0 part reflecting the lingering effects of
Tast sumimer's drowght and additional durrsge 10 some
vrups this year. From the beginning uf fae year through
May, the rse in the CPI for food was cose 10 B percent
at an annual rate, Although droaght curtailed the
winter wheat coop for 1983, wtal crop screage has
expanded, and averall production shonld rebound this
year, if weather conditions are satistecwory. In addi-
tien. meat supplics seem likely & hald fairly sieady

wwer the secomd hatf of this year. Thus, pressures frum
the suppiy 31 should o be a bis Tactor i the food
prise outlook,

Excluding tond and enecgy, pruces for commodities
atthe consurter level have risen ata rate shghtly lower
than that recorded Ffor 1988 A marked dinuauion of
1ncreases in wan-l impert prces associted with the
appreciation of the dolfar apparently has restrained the
prices of many goods. novably apperel and & varicty of
household items. Tn conteast, mflalion m the senice
seetur hay increased, especially in jabaf-intensive st
viges, such 85 medical vare, entertainment, and public
Transportation

At cerly stages of processing. prices of goods have
risea Ktlle or dectmed n recent manths Priges for
many crude indusirial comoities, which had climbed
sharply iz 1967 and 989 with the <xpansion.of factary
output, have softened this year. This in wrm bas helped
hold dosn the increass 1 prices at the intermediate
level of production: the producer price index far
intermeduate materials, exchuling foods and energy.
was unchanged on het in the sovun yuarter



Sectlon 3: Menetary Pollcy and Financial Developments

duting the First Half of 1989

In conducting monetary paluy over fhe firsc half of
the year, the Tederal Open Marke! Cutmttee conein-
ued ity effort to foster long.run price stability, s0.as 1
buuld a hase for sustainable ¢xpanfion of the euumomy
In agum reducing the ranges for muney and debg
griwth at its February meeting, the Committee recog
aized that restramt on the expansing of moncy and
credic woald be nceded to pramon s goul

Az the same fime, the Comminee reatrzed Gt
<onsiderable uncenaimy remanes! about the behavior
of the monetan, aggregetes. Helarvely wide monetary
ranges 4 pereentage points in breadth—were re-
wined, 1 part o gke aucuunt ol the substantial iRterest-
rate sensitivicy of money dempng over hucizons of
Iong sk year andafthe uapredicuble e fects on money
demand of she resolution of the crisis in the thrft
wndusiry Moreover, in these cireumslances, the Com-
Mitter recogmized that, w addition 10 the hehivior of
+he monetary aggrcgaics. & variery of indicators af
inflafiondry pressures and the course of coonomic
activity wauld have o be taken ini 35CoURLia shaping
palicy nver 1999,

Tne implementation oY Monetary Pailcy

As wited previnusly, develupments early in 1989
\wggesied thata w nrrisome nsk cemaincd tha infatun,
7 and T ply rmbed-
40 in the econamy Wage and benehi costs had
accelerdted in | 388, and the readings for the corsamer
and producer price indexes wete troabling. Extending
*he move toward seraint that began almost a year
carlier, the Federal Reserve increassd réserve mariet
pressures at the start of this year and agam wn mid-
February. Un Februury 24 the discoum rave was raised
' pergentage puint 1o ¥ percent
These polisy ttions were aconmptied by marked
increases. ul dboul  percenge point, i most shan-
Lern interest estes. Yields on long term securities atse
moved up, b by considerably less than shurt-term
rates. Th freign exchange vaiue uf he dol lar strength-
ened as Interes raves in the Umited States rose relatve
w thase abroad. Money growth slowed: M1 was
moughly flat in the first guener, and M2 and M3
decelerated from already reduced raigs in the second
halt of 1938.
Hy spring. the autluck for spending 2nd prives had
heaihe more mixed. Employieal growth sell looked
szung, wdicators of capitl speading suggested
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rehaundt from the fourth quarter af 1983, and prices
contmued (0 advanee rapidly. Bul consumer demand
ppeaced to have moderaed, i was
weakening, and the behavior of commadity prices and
some olher indicators of potential price wreads sug-
gevled tat infladonary mumentum maght begin fo
wanc. In view of the uncertainties surtvunding the
cutiook, and Lking 1mm acconm the subducd pace of
maney growth, the Commities left reserve marker
condmons unchanged tuough the middle of the second
quaner.

Many terest sates began v move off their March
highs eaely wm the second quarter s indications mounted
uf moderatian in the pace of economue aetivity &nd in
underiying peive pressures, Wi the passing weeks, a
comiderable weakening in Bousing actvily became
evident, and incorming data shawsd cmpkoyment 1o be
expanding a1 & nunceably slower rate, Market expecta-
tioms of some addiuanal fightening of monctery policy
shifted 1o afiticipations of 31 casing. The ensumg
decline 1 werest rates did not, however, prom u
drop in the frsign cachange value of the doliar
insiead. the dollar apprecated further over this perod.,
in part because of political yartamtics abrowd £nd in
pant hecause of dat on the L 5. wade balance that were
betier than expected. The doflar also may have gained
support far a while from expes ations thai the rallies in
LS. sccurities markets would continue. The monstary
aggregaies weakened further in Apnl and early May.
reflecting the drawdown of liquid balances o nuke
persoal tix payments thai werc larger than expected
Tn May. M2 fell w the Tawer edge of the paralic| band
associated with its anoual target range {see vhart), and
M. slipped just belaw the boflom of its growlh cane.

The FOMC eased policy slightly st the beginming of
June and again in early July. The federal funds rawe
myved down abour % gercentige pont in fwaq siegs U
areind 94 percent. Buvidence that the more muderaie
pace Of eoonOmIC act ¥ty was persisting, indicatars of
the behavior of wages and sensitive prices, and the
weakness of the ionolary sggregates all were conss-
tenl with 2 prospective ebbing of inflanonary pres-
sures. Morenver, the dallac wan apprecizbly above
yearend levels, whch cold be eapected 1o have
favoruble effects In resiraining inflation While infla-
tian remained 4 concem, an nlensification of Trice
préssuces did ot appest to be a present danger. and the
sisks of cumulating seakness 0 the economy had
Ineresed.
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Aats of Growth

1888 G4 1o 1985 G2
1.6 Parcert

1888 04 (o June
1.8 Parcent

Flate of Growth

1988 04 1o 1989 G2
34 Paecont

1983 D4 1o June
3.5 Paccent

Although the easing steps were largely capectad.
‘mostshort-tertr interest rates cotinued downward in
anticipation uf further monefary policy actions, mare
than uffseTing their first-quarter rise. The bond market
railicd further, leaving long-Lermn rates by mid-July
down 0 ) e poine on balance from late-
1988 tevels. Stock prices continued their brisk upward
movement, reaching post-October 1987 highs, The
value of the dallar alse moved down somowhat in la
Tune and dropped futher in carly July; it retraced rmost
uf its rise durmg the second quarter, alihough reman
ang weld shove izs level 3t yrar-snd 1958,

The Behavigr of tha Mohetary
Aggregites

Growth of ihe onewry sgRregates s qunle slug-
&ish over the firn alf of 1989, reBecung the effeces of
increases thigugh March in marked interest rates cels-
(Ve 10 retuIns on TANSEATY mssels, sdme depositor
concern over the problems of the Al indunry, and.
large tax paymemts by individuals, From the fourth
quarter of 1983 through Tune, M2 sdged vp at an
annua! rae of orly I pereent. markediv balow Jest
year's pace of 5% percent. M2 welocity mse sharply
Throwgh the second quarter.

The deceleration of M2 in the first quarter sieramed
largely from 4 combination of continuad increascs in,

arket. unmisually
et of fites pard on reimil tkpouits. Viekds on NOW
aceounts moved up only aboul 10 basis poinis over the
year erded i March, while thasc on other lquid
deposits— Savings and Money Market Deposit Ac-
counts. (MMDA3)—tose about % and | percemage
poiat, respectivcly, many shor-tzrm marke tales in-
creased mwre than T percedialge poiNts aver the same
period. Ratzs on small Bme accounts ibereased much
more thin thase on e more liquid reaail deposits, but
they 0o fuiled o keep up with the tis¢ in market yields,

Scme of the sluggishness 1 the adpusiment of re
s on fewil depoxits over this period may v

while minimizing the eflects of higher market rates on
their oversll intevest expense.

Mometheless, as yields on market ingtruments be-
came ifcreatingly attractive relative to thoss on depos-
it over the firgl quanter, some funds were redirected to
strucrvenis not wncluded in the monctary agpregates.
Nencompetitive tenders far Treasury bills and notes, o
rough indicator uf the exient ta which individual
investurs are increasing their holdings of Treasury
securities, surged early inthe year and remained sorong
through Maceh. The iocresse i demand for Treasury
securities was grester than would have beet expested
from imerest rate movements afone, suggesung that
deposilrs’ nervousness abouf the problams of the thrift
industry were playing & role 1o, Although the Presi-
dean submined 1 the Congress a camprehensive plun
for resulving the industry's difficulties carly inthe year,
and gave assurances that the 1.5, governmeat would
bark insured deposits fully, FSLIC-insured thrift insu-

out the first quaner. These outflows appareatly de-
pressed overall M2 growth somewhas during duat
period, butthe bulk of the funds likely remained within
the ag@regate. Commercial banks experienced rela-
uwely strong growth in core depasits, and M2-type
monzy markel mutual Furkds, whose rates adjust rela-
tively quickly to changes in market imeccst mies, saw
sizable inflows of funds

The inureased Gpportunivy ursts of the rxe pare af
the year continued 10 damp money FFOWIh jnto the
second quaner. but. 1 addition, Jiquid balances were
deawn dawn to meet I,arg: Apn! ax paymencs. None

ihhely
s Apeil than las. The tnsecelaied effct was man-
fesiod i a sharp deog i e Hiquid:

lnte April and into May #3 the payments cantinued i
clear, Transaction acoounts posted large declines, our-
flows ot savings and MMDA balances accelersted,
inflows 10 moncy markel rutual funds plused Bal-
ances began 10 bounce back in Lite May, brwever, a5

teflected cantinued mgumm'yr
‘utions to moderaiz ther pricing of depomis, &5 well 5
U\cclnsm;l.uymofminsolvm|mwuﬁnnswi|h
aggrassive pricing policies. More browdly, the slow
upwand adjusmment of deposir rares. especially on
accounts without faed terms —NOW accounts,
MMDAz, and savings deposits —alss reflected the
continued evalution of pricing swatcgics by depository
instatistions in e deregulated dovironment. By concen-
trating upward rate adjusuments ia STl Gme daposits
and offering mare sophisticuted sccount structures, i
whichlarger balances receive higher e, institutions
found that they could rmin the bulk of their funds

there bl
assets, end in June M2 grew ag an anousl rare of 6%
percem

Also cantributing 10 the rebound in boldings of
maney bakances aftec midd-May were declines in cppor-
funity vosts a5 Market inierest rates headed down.
Yields on small time deposits Lagged this move, and
retutns on these deposild a1 times exoceded those en
rmarkst instrements. Demand for Treasury securities
tirough poncompetitive tenders [ell back, and growth
in small ime, deposiss, already robust, jumped 1o an
annuai rate of more than, 20 percent for the quarter.
Yields on small time deposis i thrift wnstitutions
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responded somewbhag more slowly than ihese v banks
10 the downturn in markes incerest rales, and growth of
these deposits b theift institulions surged. Largely
‘hocause of this strangth in small ime accounts, and
hecause the mom wnkious depasitors provebly had
already moved their funds elsewhere, overall deposit
alances sl FSLIC-insured thrift institutions sabilized
inthe second quaniar.

M3 grew a1 o annusl ez of 3% percent from the
fourth quanter of Ws year to June, placing it at he
fower Gowrkd of 1ts wrget tange. in the frst quicter,
expansion of M3 was subject to offsetting forces, I was
balstered sorewhay by bank funding needs geperated
by strong demand for usiness loans. Added demand
for commercial and induserial loans stemmed both
from merger-telaied financings and fom wifts w
short-lerm borrowing by businesses facing rising long-
term interest rAtS 4nd investor concerns about “event
risk"—the possibilly ther & firm's octr obligations
would be significantly downgraded in 8 oo
buyout or restructuring. Actiog to damp M3 growth
aver the first quartzr, however, was heavy reliance by
thrift institutions. on, Federal Home Loan Bank sd-

Credti Flows
The apgrgaro debi of domestic nonBtancial sectors
an | rate of close o the

first half of this year, noar the midpoint nf ity meniter:
ing range and down somewhat from ita 1988 pace. The
growh of federal soctor debt slowed w ta, receipts
surged. Expansion of the debt 0f poffederal sectors
also moderatad, panly in response 1o higher levels of
oarket interest raics over much of the firs half of the
year, Houschald borrowing in moNgage markets
slowsd a1 inCreases. in leading rates damped housing
demand, while the pace of consumer barrawing
slackened along with the deceleration iy consumption
spending.

Marigage lending by thrift institations did not ap-
pear 10 be umusually weak in the Arél few months of
1989, given the prevailing interest rates Thets instits-
tinna oaped with weak deposit Bows by ruoning off
cash and iovestments and, through the first quarter,
s1epping up borrowing from the Federal Home Loan
Banks. [x of 8 reduction lend.
ing activity by ubese institutions in the sscond quarter,
the overall evilabifity ofhousing credit did et appear
whe impaired.

wances ard other ings, Judod in
the maney stock. MY growth edged down & bit in the
secand quarter with some casing of bank credit de-

Spreads bormeen rates on both fixed- rale marigages
and morgage-backed sscurities and rate ou Treasury

mands and srang growih in g deposits—
Rlso not included in the monsy stock —resulting from
the larg# volume oF tax payssenss. By June, hawever,
M3 nad rebounded as uk effecis unwound.

Reflecting mierest-rae and tx-miated cifects, MU
dectined at an annual rate of 3% parcent from the
fourth quarter of 1988 1o June, Balances in cther
chackable depority, which had maved dowb a lile
ower the BEst quarter in esponse 1o higher opporumity
cots, ially in late d. May
s the tzx paymeniy ceared. Deomand daposils glso
dechined on balance over the first balf of the year,
because opportunity cous increased and boauss the

ired o bald

their banks for services fell. After changes in marker
rutes of iptersst, banks often adjust with & lag the
“earnings eredi” tates waod 1 desermine the level of
reqquired compenawing balances; thus, downorard ad-
Jusments I compensating balances can comtime for
somz time afer markes raes have epped sy, The
large personal tax paymenls aive affected bouschold

it balances, Lats in the quaner, how-
ever, both d o and cther checkabl

first six months of the year, with sor markel partici-
{etots reponeply foaring thel karge-scal bpuldations of
mongage-backsd securitics by wroubled thrift inskinu-

affectthe market for
ments, However, the widécing al50 may have reflected
ather devel » genenal increase i i

shout movements in long-term intercst rates (and
therefore sbout prospective Drepayments), and the
fnmening of the yield curve, which discouraged issu-
ance of derivative morigage instnancnn and thus
reduced démgnd for the underlying Morigage-backed
securitics

Todal borrowing by aonfinanciel busincsses in the
first balf oF the year was close 1o its i9%8 pace. Crodit
demards continued w be buoyed bry sirable merger-
related financing in the ficst quarter, and an apgerent
pickup 0. capital expenditarcs increased buginess bor-
rowing in the se00nd quancr cven =3 tredit demands

sased 4 bif. Becausr of imvisiar fear of evenl riak
wriggered oy the RIR-Nabisca acquisition in luse 1988
a3 well as higher lang-term rates through much of the

1o increase, perhape us some of e caclicr infuences
started to be revermed with He drop in marke: intercat
Tates over the second quarter,
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poriod, shart-
‘mamrity vehicles, Commercial paper issaunce surged
duricg the first half of the year; busintyses lsa relied
on back ksafls, albeoit 10 w Iosset eXtENt, In reyponac o
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invEestor concerns aboul event risk, many frme issuod
‘bonds with relatively thort maturition of one b five
yéars, or they brovgin iisues o market with strlght
purs or with so-called poison puty, covenams desigoed
W Protoct Ngainst negative effects on bondbolders Bom
fulire restructurings. Toward the end of the secoud
quartcr, with the imroduction of these protectiont 253
the decline in rates, Iong-lerm financing in the oTPO-
zate bond ubrket was va the upnwing

Nﬁummdmwmbymm
Tocal governments fell aharply over fost of the first
half of 1989, [nvestor demand for thx-CREMA securi-
tios zeained nrong aad, with diminished wpply, the
234 of 1x-exempt o txable yieldy foll i it krwent
level vince: 1984. This ratio rose somdwhat late in the
second Guarter, when the decline in long-term intereat
Taies began 1o bring forth an inczeaso m refoading
activity and u pickup of ixsuance of bobda t0 raise psw

capital.

FEDERAL RESERVE Eress release

For immediate release July 28, 198%

The Federal Reserve Board today adopted two amendments

t¢ Regulation CC, which implements the Expedited Funds

Availability Ast, tegarding the treatment of bank payable through

checks.

The amendrments are designed to help ease the

operational difficulties and lessen the risks imposed on banks as

a result of a 1988 court order. The court order ruled that

pavable through checks must be treated as local or nonlacal based

on the locaticn of the pank on which they are wiltten rather than

the payable through bank.

The two amendments require:

{1)

bank payable through checks to be copspicuously
labeled with the name, location, and first four
digits of the nine-digit routing number of the
bank on which the check is written and the
legend "payable through® followed by the name

and location of the payable through bapk: and

{OVER)

A i3
FEDERAL RESERVE SISTEM
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PEDERAL RESERVE SYSTEM
12 CFk Part 229
[Regulation CC3 Dockat Ho. R-0648]
RIN 7100-AB01

Availlabllity of Funds and Collectlieon of Checks
[2i a bank issuing payable thrgugh checks to bear

the risk of loss for return of such checks from

a nonlecal payable through bank, to the extent AGENCY: Board of Governorg of the Federal Reserve System,

that the return from the nénlocal payable through ACTION: Final rule.

bank took longer than would have been required if EUMMARY: The Board ls publishing amendments co ita

the check had been returned expeditiously by the Regulation CC, Availability of Funde and Collection of Checks (12

bank on which it is written. CFR Part 228}. The rule changes will alleviate the operational
These amendments will be begome effective on February difficulties and additional riske appociated with the acceptance

1991, and February L, 1990, respectively. tor depasir of bank payable through checksa.
The Board's notice is attached. EFFECTIVE DATE: The effective date for the amendments to
-0- § 229.3% of the regulation znd commentary is February 1., 15580,

The effective date for the pmendments to § 229.36 of the
Attachment regulation and commentary is Fehruvary 1, 1991,

FOR FURTHER INFORMATION CONTACT: Louise L. Rosaman, Amaistant
Director (202/452-3874}, Gayle Thompsan, Manager {202/452-3317),
or Kathleen M. Connor, Senior Financial Bervices Analyst
{202/452-3917), bivision of Federal Reserve Pank Cperatlons;
oliver Irveland, Asscciate General Counsel (202/452-3625), or
Stephanie Martin, Attorney (202/452-3198), Legal Divixion: for
the hearing impalred only: Telecommunicatlons Device for the

Deaf, Barnestina Hill or borothea Thompson (202/452-3544).
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SUPPLEMENTARY INFORMATION,
BACKGROUND
The Board hae adopted two amendments to Regnlation CC,
As adopred in May 1988, Regulation CC provided that
whichs
checks written on an account ot che bank’ but payable through
{1) Require bank payable through checke to be
another bank were to be considered local or nonlogal andar
consploucuzly labeled with the name, location, and
Regulation CC and the Expedited Funda Avallability Act ("Act™)
firset four diglts of the routing number of the bank
bated on the locaticn of the bank designated ag the payable
on which the check is written and the legend *payable
through bsnk. This trestmept of "bank payable throngh checks"
through* follewed by the neme end location of the
was consistent with the scheme eet forth in the Act to parmit
payable threugh bankr and
banks to place longer holde on chacks that must be sent to
{2) Place the risk of loss for return of bank payshle
nonlocal banks for collection bacause such checks generally take
threough checka being returned by a nonlpcal payable
longer to collect and return than checks sant to leocal banks for
through bank on the bank on which such checks are
collection and, therefgre, could pose graatar risks for
written, to the extent thar the return from the
depositary banks. In nddition, treating the paysble thricugh bank
nonlocal payable through bank took longer than would
as the paying bank would have facilitated the handling of these
have heen reguived if the check had been returned
chacks by depositary banks because it would have permitted them
expediticuely by the bank on which it 1s written.
to use automated equipment to read the routing number of the
The test for expeditious rerurn would be baesed oh the
payable through bank enhcoded on a check, which itdicates the
two-day/four-day test in Section 22%2.30(a) (1) of the
check processing region in which the payable thrbugh bank is
regqulation.
located. Avallability ¢ould have been aseignad for the check
These¢ amendments will become effective on February 1, 1991, and
automatically on the basgle of that number.
Februacy 1, 1990, recpectively.

i"'Rﬂgmln‘l:i.un CC defines bank to include all depomitery

institutions, including commercial banks, savihgs and loan
asBociatione, and eredit unions. A depositary bank la defined
as the first bank to which a check is traneferyed. A

Paying bank is the bank by which a check is payable for the

purpodae of determining whether a check is logal or nonlocal for
determining availability.
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Shorely after the Board adopted Regulation CC defining
the payable through bank as the paying bank and thus allowing
bank payable through checks to be treated =a local or nonlocal
according to the locatlon of the payable through hank, the Credit
Union Katicral Assgciatipr {"CONA") apd ope of ita member credit

unions brought suit aseert

that this rule was contrary to the
provigions of the Act. The sult asserted that such checks. in
particuiar credit union ghare drafts, ghould be treated as local
cr nanlocal or the basis of the locaticn of the bank on which
they are written, rather than the location of the payable through
bank, CUNA believed that the treatmaac of benk payable through
checkr adopted by the board would have an adverca offect on the
acceptability of these checks as « forh of paymant beoalse MORL
credit union payable through checks would he treated as nonlocal,
wven though they would generally be deposited in a bark local to
the credit union. CUNA arqued that if these checks were
generally treated a8 noplocal, a large number of aredit oniens
that offer payahble through share draft accounte would be
disadvantaged.

Cn July 28, 1988, the U.S. pistrict Court for the
District of Colukbia rwied that under the lanquage of the Act,
payable through checke mhould ba treated as local or nonlocal on
the baeis of the locarion of the ¢radit union on which they are
written rather than the locaticn of the payable through bank. On

Auguat 10, 1988, the Board adopted interim amendments to

Regulation € So implement the court's decision and requested
comment on the interim rule pending consideration of 4 longex
tern response Lo the court's interpretation uf the Act (52 FR
31290, August 18, 1988}, The interim rule applied the courc's
decision to 2!l bank payable through checks rather than only
thpge written on credit unicps.

One hundred fifty-five comments were rectived wn the
inzerim rule. The overwhelming majority of these commenters
ohjected to the treatment of bank payable through checks as lecal
or nonlocal based on the location of the bank on which they ace
written, asserrting that the rule createg cperatlonal difficulties
and increaced rigks for depesitary banks. Many of the commenters
suggested various means of addressing these operational problems
and rishkas.

©n Kovemboxr 2, 1988, the Board adepted the interim
rule, with minor technical changes, as & final rule, and also
pPublished for comment proposed amendwents to Regulation CC
designed to elleviate the gperatlonal difficulties and increased
risks resnlting from the new rule, (53 FR 44324, 44335, November
2, 1988). These proposed amendments Were based on zpecific
suggestions of the Commenters on the interim rule and on
subsequent discussicns with industry representatives and the
Industry Returp Item Advisory Group, which ingludes
tepresentatives of commercial Panks, savings and loan

associstions, and credit unions. The Board issued the proposals

gg
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for comment to gain further information concerning whether the

propesals were necessary to facilltate compliance with the

revised regulation and to improve the check system by apeeding
the ccllection and return of payable through checke, and whether
they would impege undue burdens con the banks on which bank
payable through checks are written.

The four propocals for which the Board reguested
carnment would:

1) Require bank payuble through checks to bear a routing
number 1n the MICR (Magnetic Ink Character Recognition)
line local to the bank on which the checke are wyitten,
and to be presentable locallys

) Require benk payable through checks to be coaspicuously
iapeled with the name., location, and nine-digit routing
zumbey of the benk on which the check in written and the
legend *payable through® followed by the name and Jocation
of the payable through bank;

23} Authorlze direct presentment to the hank on which the
payable through check ls written: and

4] Place the risk of loes for retucrn of bank payable through
checks belng returned by a nonlocal payable through bank
on the bank on which euch checke are ugitten, to the
extent that the returr from the nonlocal payable through
bank took longer than would have been reguired if the
check had been returned expediticusly by the bank on which

it is written.
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DISCUBBION

The Board received a total of 763 comments from the
public on the proposed amendments to Regulation CC.2¢ The
following table shows the conments received by categery of
respondant:

Commercial banks and bank holding combanies 264
Savings and loan assocciations 7

Credit unicna 451

Trade asBociations 23

Corporations 5

Goverhment Agencles 3

Membera of Congress ie
Generally, ial bank T8 supported all

four proposals, but particularly stressed the nesd to require
that bank payable through checks bear a reuting number loeal to
the bank on which such checks are writtes. Cradit union
compenters atrongly oppesed this proposal, as well as the
proposal authorizing diracr presentuent to the banks on which
payabla through checks are written. Cradit union commenters
generally did not oppose implamentptlion of the proposal to
require bank payabla through checks to be conspicuously labaled
with specific information related to both the bank on which the
check is written and the paysble throngh bank and the proposal to
shift tha risk of loss to banke issuing payable through checks

for return of such chacks from nonlocal payable through banks,

2/ Thia number does not include comment letters from Federsl

::-erve Banks and duplicate comment letters from the pame
ank.

C
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to the extent that the return of a payable through check from the
nonlocal payable through bank tagk longer than woeuld have been
reguired if the check had been returned expediticusly by the bank
on which the check lg written. A summary dikcuesion of the
Board's analysis oi each propoeed amendment follows.

Require bapk payable through checks to be conspleuously

labeled with the namg, location, and nine-digit routing nomber of
the bank on which the check is writtan and the legend "pavable

through" followed by the name and locaticn of the payable through
bank. In order for banks te be able to manually identify payable
threugh checks from other check deposite and determine by vieual
inspection the appropriatc hold, rather than rely on the routing
number encoded on the check to determine avaiiability, the Board
propused that cuertein information pertaining to the payable
through benk and tha bank on which the check is writtan must be
included on the check.

Other than the routing pumber of the Lank on which the
payable through checke are written, the information specified in
this propesal is currently required by either existing law or

Federal Reserve operating =ir=u1-:.il This propossl would

=% 8ée U.C.C. § 3-120, Engine antsg Ing, ¥, Citizens Bank

of Clovie, 92 .M. 3T, 2 P. 2 ¢ Z37UCC Rep. Serv. 1248
(19781, and Phelao v. University Mational Bank, B5 Iil. App.
2d 56, 229 N.E.2a 374, & UCC Rew. Berv, 635 (1967). The
Federal Reserve Operating Circular on the Collection of Cash
Ttems and Returned Checks, as revimed effective Suly 17,
1589, states that banke should not send o a Reserve Bank for
forward collection a check that "dves not set forth on its
ifootnote pontinued on next page)

clarify that this information is reguired and would apply to all
bank payable through checke, including thoge checks collected
outside cthe rederal Regerve. It would also require that such
labeling be conspicucus, setting & minimum type size standard.
In addition, through inclusion in the regqulation, liability-for
noncorpliance Would be established.

The Board specifically requested comment on the cost
savings and cperational benefits to depositary banke and the
costs te banks using payable through checks that would result
from adopticen @i thie proposul. Of the 295 comment letters
addressing this issve, 214 commenters Buppcéted this proposal and
81 opposed it.

The commenters in support of the consplcuous labeling
requirement stated that identification would aid in compliance
with the availability reguiraments of Regulation ¢, They noted
that the additional information c¢ould facilitate manual handling
©of payable through checks, aithough it would not permit their
identification on an automated basis. The Bank Acministration
Institute stated, "While thiu proposal would not apprsciably
reduge risk, it would aid in compliance with Regulation CC hold

2/ (continued]

face the hame of the paying bank and a city and state
sddress of the bank that is located in (1) the same Reserve
Bank check precessing region as, and (2] a Reserve Bank
availability zoune thet provides the same (or slower}
availability than the address associated with the routing
number in magnetic ink on the item."

(%]
23
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rulea. Accordipg to & recent Bank Administration Inetitute
study, over B0 percent of financial institutions have adopted
'case-by-case' bold policles. Under such a policy, the
depositary bank applies holds in selected casesa, rather than as a
general rule. Under a case-by-case policy, the employee placing
the hold must be able to identify local snd nonlocal checks
acourately by visual inepection. Conspicucus labeling ae
described in thiy proposal would aid in this process. Full
identification of the payable throwgh bank by rname and location
would alse aseist in resolving exceptione in inhterbank check
clearings, such as mierouted items." The Independent Gankers
Azmocistion of Amerlca indicated that comnunity bankere wonld
gain immediate operational benefits from this proposel.

A small number of commenters noted that this proposal
would prove helpful when proceersing damaged checks. Wells Fargo
Bank, San Francisco, California, stated, "The alternative of
pranting identifying inforwation on the face of the check helps
when dealing with checks where the MICR line is damaged or
dustroyed . . ." For exsmple, the name and location of the
payable through bank may be needed in those cases where the
reuting number on the check cannct be properly read.

The majority of commenters that supported the
conspicuous labeling proposal Indicated that they preferred
adoption of the propesal to reguire payable through checks to

bear a routing number in the MICR line local to the bank on which

- 11 -

the checks are written, Marlne Midland Bank, New York, Hew York,
commented, “This elternative ls better than no change in the farm
in which payable throngh drafts are ieaued, but it does nothing
to reduce the unreasonably high operational costs of identifying
bank payable thraugh checks.®

Sulne credit union commenters stated thet this propusal
was not objectionable provided they would be given a reasonable
period of time to handle the reprinting of their share drafts.
4he Credit Unien National Aesoclatior generally supported a
revised version of thas proposel. CUNA commented thar "enly the
firsr four digits of the credit unien's routing number ghould be
regquired. The additicnel digits will not facilitate identifi-
cation of items as local or nonlocaly in foct, they will only
further clutter the drawee ares and complicate identification by
coneumers and bank tellers. Inclugicn of all nine digite wil
aleo promote direct presentment of payable through share drafte
to credic unlons . . " ‘Tha Independent Bankers Apaociaticn
of Ameriea supported thio proposal, but noted, "Mcet communlty
bankers indicated that including ancther nine digit routing
number on the face of the check could result in unnecessary
confusion for the teller making the ldentification.®

The Board had noted, in ite request for commeat on this
propogal, that an ascillary benefit to requiring that the
nine-digit routing number of the bank on which the check is

written be printed on the face of the check is that it would

8E
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previde information needed to establieh arrengements for
autorated clearinghouse (ACH) trapefers to or from an
acgourt-~information that is generally cbtained from a check of
the custemer requesting the ACK service. The Board believed that
the identification on the face of the check of the routing number
af the bank on which the check is writren weuld facilitate
sending ACH transfers to the accoent-holding bank rather than to
the payable through bank, which gemerally rejects the transfer.
A majer peyable through bank, however, indicated to Board Ataff
that 2t handles ACK transfers for a number of credit unions for
whigh it alsoc performs payable through processing and that
inclusiop of the nine-digit routing number of the credit union
could vause ACH trenafers to bLe misdirected to the credie wnion.
Inciusion of only the fizst four digits of the routing
runber of the bank on which the payable through check is written
would be sufficlent to permit deposltary ‘bank perescnnel to assign
local or nonlccal availability to these checks because these
digite identify the check proceseing reqion {n whieh the hank on
which the check is written is located. This would eliminate the
need to refer ta a ligt of cities and towne in the depositary
bank's check procassing reglon to determine ii the location of
the bank on which the check is written 1z local for purposas of
Regulatisn CC. The Board believes that reguiring the

identificatior of the entire nine-digit routing nUmber, rather

- 13 -

than unly the first four digits, on the face of hank payable
through chedks would not provide any increwental sigpnificant
benefits, and hes medifisd the propesal to require inclusion of
only the first four digits of the routing number of the bank on
which the check is written on the face of the check.

CUNA alsc stated, "Because of the advantage tou
conpumers, CUNA urdes a reqguirement that the drawee area of all
checks conteln the First four digiia of the drawee's routing
number.” The Board dues not believe it i3 necespary that the
requiremant apply to all checks because tellers and consumers can
determine local or nonlecsl availability by referxing toc the
first four Qigits or the rowting number in the MICR line for all
checks other rhar bank payable through checke.

A few cobmenters puggested that the Beard should
6pucify where tha required information is te be placed on the
face of the check. The Beard hae provided in the commentary to
§ 228,36 that the required informaticn is deemed congpicucun Lf
1t 1s located in the ritle glateﬁ"‘ on the check.

The Board proposed that the rule become effective one
year after adoption. A small number of commenters dizcussed the
appropriate effective date for this proposal. Bank ccumenters

either supported the proppaed one Year implementatlion period or

4 ohe title plate appears in the lowar left quadrant on the
face of the check, balow the ahount line and abgve the memo
line, and generally ingludes the heme and location of the
baying bank.

68
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requested an effective date of less than vne year. Credit union
commentels generally stated that they woold need additional tinme
for their members to use existing check Btock and recrder the new
checks. The Credit Union Warional Association stated, "A mere
reasonable cffective date of this proposal would be two ysars
after adoption of the amondment to ailow credit union members to
use thuir current supply of shure drafts.” While on average
custuners rearder checka snnually, additfcnal time wuuld allow
ror the check printers to nake title platss and for credit union
members to reorder checks. The Board belleves that aighteen
wonths will provide sufficient time for both the manutacture of
new plates and check reorders.

The 81 vemmenters that opposed the conspicucus labeling
propesal statec that it encourages manual handling. A number ot
commenters indicated that they ¢ppesed this propoesl because they
belaeved that the propusal requiring a lecal ronting number in
the MICR line is a better mulution. Pipst Virginia Banks, Inc.,
Falls Church, Virginia, stated, "First Virginis does not favor
this propusal as it places the burden of recugnizing payable
throvwgh checks oo the teller. This proposal invites human error
ana Regulation CC vioclaticns and will ounly act to delay item
procesring, because these checks will have to ke handled as

exception items.”

- 15 -

Muryland Katicnal Bank, Baltimore, Maryland., stated
thar this propcsal *doeg not permit the autokated processing of
payeble through draft checks which is critical to maintaining the
integrity of the payment syetem. This would cruate an
indeterminate degradation of customer service at the branch level
of financlal institutions and & corresponding increase in
expenses due to the visual inapection required which would be
eventusily passed con to the customer.“

4 emall number of commenters discussed the custs of
this proposal. These commenters indicated that without the
concurrent adoption of the proposal reguiring a local routing
number in the MICR line, thé coets to banks would bs prohibitive
because they would have to manually process the payable through
checks. DPank One, Hilwaukee, Wisconsin, stated, ". Bight
review would significantly ilucrease a bank's processlhg coste
because it would require adding employces to the tellar procf or
transit operation.® Bank One est}mated $225,000 par year as "the
labor expense we would incur if we have to visually inspect all
items depcsited, and manually make fleat adjustments for chare
draft or payable through {tems."

A number uf commenters expresmsed concern that the
labeling regquirement could have an adverse impact on the
acceptance of payvable through drafts. The Chicage Clearinghomse
Ammociation, Chicage, Iilinois, commented, "This requiremsnt

would make obvious visual distinction between a reqular check axnd

14
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a payable through check and would be detrimental to institutions
ueing payable through checks. The distin¢tion may create
negotiability problems with merchants and consurers whoe may not
understand the zeasons for such obvious labels. Because of the
label, some merchants may nat honor payable through checke as
cash 1tems.® The spacified information is already required,
however, except for the first four digits of the routing number,
which is necessary for the depceitary bank te determine
aveilability, Consequently, the Bourd does not belleve the
labeling requirement will cause negotiability problems for
payable through checka.

The regquirement that specified information be printed
on the face of the check doez not address the potentlal risks of
bank paysble through checks becoming attractiva vehicles for
fraud because lt does not accelerate the collectlon of payable
through checka. Under this proposal, the hank on which the
peyable through checks arée wricten or itg cuatomers would incur
costs to reissue lte checks. Given an eighteen wonth lead time.
the ceat of reissuance should he minimal- This proposal weuld
not requizre any bank co move its payable through check procasaing
to a different bank.

The Board is adopting an amendment ta Regulation CC
that wouid require bank payable through rhacks to be
conspicucusly labeled with the name, location, and first four

digite of the routing number uwf the bank on which which the check

-7 -

is writeen and the legend "payable throngh" followed by the neme
and location of the payable through bank. This rule becomes
cffective eighteen menths after final adoption.

Place the risk of loss for return of bank payable

through checks being returned by a nenlocal payable through bank

on_the bank on which such checks are written, to the extent thac

the return from the nonlocal payable through bank tock longer

than wounld have been reguired if the check had been returned

expeditionsly by the bank on Which it is written. Commenters on

the interim rule expressed concern regarding the potentiunl risk
of losses und increasud exposure to fraud for depoaitary banuks
regulting from the revised rule. They indicated that checks
conaldered local fur determining aveilability should alsc bw
considered local for determining whether thé checks are returned
expediriously s0 that the risks to depoeltary banks would not be
increased by the revised rule. Two hundred eighty comment
lecters addrassed thia proposal. Twe hundred twelve commenters
supported this proposal and 68 commenters opposed the proposal.
The commenters in support of this proposal stated that
it would aseign risk in the payment system to the appropriate
cause of that risk. The Alamo Savings & Loan Association, San
Antonio, Texas, stated, "Even if none of the other proposed
amendmentg are approved. this one must be, because it is
inappropriate to allow lssuers of 'payabla through’' checks to

accrue the bensfits of the definitica of local checke from an

¥
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availability standpoint, but not be responsible for liabilities
inherent in the delayed return of unpaid checks from nonloucal
'payable through' banka.® The Citizens and Southein Geordia
Corpuration, Atlauta, Ceorgia, commented, "It is reasonable and
fair te place the risk of loss on the inastitution reeponaible for
delaying the return process boyond the tipe normally required for
locul checks."

In an effort to determine che risks confronting & larye
icglonal barnk due to the adoption of the rule establishing the
bank on ¥hich a payable through check is written as the paying
bank for determining funde availability, Sc¢vran Financial
Corpuretien, Norfoulk, ¥irginia, conducted an extensive survey of
payahle through checks in June and July, 1988. Sovran explalned,
"From the survey, we determined that Sovran--in the states of
Huryland, the District of Columbia, and Virginia would process
nearly §1 billion a year of payable thrgugh items drawn on one of
the two mijor national processurs of such items. We projected
the annual volume ot these itema to be 12.2 millign. Vigual
inepection of theae ltems disclased that almoet one half are
iusued by gecgraphically lecal inatitutions. However, bacause
the payable through bank--gr the precensing bank--has the
oppertunity to ceturn the items to ue in the board's preacribed
nonlccal time frame, the guesticn of whether the isauing bank is
geographically local is irrelevant. We applied the actual rate

of dishonor for these itemz, which we had tracked over a two year
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pericd, to the dollar and volume data gathered. We determined
that at a sinimum, based on a one day delay (we wake the funds
available to the cuatomer ip thrae daye, but we receive the
return on the fourth day) our annual exposure from these items
would be §% million,™

The majority of the bank commenters that supported the
proposal shifting the risk of loss ta the bank on which the
payable through check is written recommended that this proposal
should be adopted immediately as an interim measure untll the
propesal requiring a local routing number in the MICR line could
Le implemented. The Citywide Bank of Denvar, Denver, Colorado.
stated, "Untll such time as [the proposal reguiring a lecal
routing number in the MICR line] can be fully implemented, our
bank strongly recommends your [propesal shifting the risk of loss
tu the bank on which the payable through check is written]. . .
be ingtituted for the protecticn of all depositary banks. Thexe
does not peenm to be z time factor requirement to implement this
appreach and the cost factor on the nerm, would be minimal.”

Some hank commenters that supported this proposal
expreesed concern about the practice of clalming a ioss under
this proposal. The Chicago Clearinghouse Association commented,
"We are in favor of assighing risk in the payment system to the
appropriate cause of that risk., but are concerned about the
practlcality of claiming a loss under the current proposal. With

80 many schedules for availability and colleation, preving
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responsibility for lose will be @ifficult. This makes it
uvnlikely that any but large-dcllar losses will be contested. WHe
suggest that a method be developed within tha nortal return
syster for a Jepositary bank to claim a loss and receive
compensation.” Prime Sank, Grand Rapidse, Mlchigan, stated, *"The
Federal Reserve should take meagures to accommcdate these banks
who have suffared such liability end losass t0 easily recoup
these losses from the payable bank.*

Some credit unions expressed limited support for the
proposal shifting the riek of loes to the hank on which a payable
through check is written. The Family Community Credit Union,
Charles City, lowa, commented that this proposal "is alsc a
proposal that could be workabla for credit unione. Either one of
these proposals [the consplcucus labeling propocsal or the
proposal shifting the risk of loss to the bank on which the
payable through check ig written] would hot reGulre the expenss,
equipment and staff that the other two weuld reguire.”

The Chace Maphattan Corporation, New York, Wew York, a
major payable through processor, stated, "0Of the four approachea
the Board has proposed, Chase prafers this approach because it
would provide an effective means of protecting depomitary banks
from the riak of loss far return of bank payabla vhreugh checks
without dismaptling the present efficient and cost effective

payable through syetem,”

_ 21 -

Some commenters suggested that the proposal be modifiec
to limit the risk that could be allocated to the bank on which
the check is written. The Credit Union National Rssociation
gersrally supported & modified version of'the praposal. CURA
commented, "Credit vhlons should only astume actual direct lossce
caused by a delayed return from a payable through barnk; that is,
only lusses of amounts that exceed the §100 next-day availabiliey
rule and are under the $2,500 amount covered by the large~dollar
item notice reguiremency of the Regulation.'

Under the propesed rule to shifrt the risk of loas, the
bauk on which the check is written would only be responsible for
losses that eecurred between the time that the check would have
been reyuired to be returned 1f returnsd expeditiously by that
bank and the actual time that it takes to return the check from
the payable through bank., IF the payable through bank complies
with the curreant nutice of nonpayment regquirement for returned
checks of §2,500 or more and the depositary bank takes actlen to
minimize its risk wpon receipt of the notice, nu lose should
wcepr thar could be allacated to the bank on which the check is
written., It the depogitary bank takes no action upon receipk of
the notice, it may be liable for loeses incurred under tha
liability provisions of § 229.38(a). Thus, the Board doee not
belidve it 1a necessary to modify the rule to address CUNA'e
suggegrion that liability sheuld only apply to those checks that
are less than $2,500 and thus not covered by the notice of

nOnpAyment requirements,

44
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CUNA alsc suggested that the allocation of liubility be
limited to only those amounts that exceed the §100 next-day
availability pule. The Act and Regulation CC require depoaltaty
baoks to provide next-day availability for the First $100 of the
aggregate amount of a cuatorer's check depesita made during a
banking day. The proposed rule would only shift the risk of loss
to the bank on which the check 18 written in cases wheza the less
would not have oceurred if the check had been returned uander the
logal time frame. If losses occurred because the depositary bank
made funde available for withdyawal befure it could learn of &
local return, such loeses weould not be shifted to the bank on
which the payable through check is written. In addition, bacause
a customer's check deposit may inolude a mixture of payable
through checks and otber checks. the Board does not believe it
would be appropriata to releuse the hank on which the payable
thiough check is written frem l1lability for the first $100 of &
day's deposit.

The Board had specifically reguested comment on what
etardavd{e} should be epplicd ¢o decerwmine whether the return
from a nonlocal peyable through bank took longer than weuld have
been required if the check hed been returned expeditiously by the
bank an which the check is written. Regulation CC requires banks
to recurn checks expeditiously. It allows banks to¢ utilize two
tests to determine whether a check has bean retugned

expeditiously. Under the two-day/fonr-day test, a check is

- 23 -

returrned expaditionsly if a local check is received by the
depoeitary bank on or befcre the second business day aftaer the
banking day on which the check was presented to the paying bank
or if & nonlotal check is received by tha depositary bank on or
before the fourth buesinese day after the banking day on which the
check waa presented to the paying bank. Under the forward
collectivn tést, a check is returned expeditiously if a paying
bank eends the returned check in a manner that would ordinariiy
be used by & bank in the peying bank's community to cellect a’
check drawu on the depositary bank. Generally, this test would
be matisfied if a transportation method wr collection path is
used fur returins that is comparable to thar nsed for forward
collection,

Several kank commenters indicated cuncern cver the
precticality of claiming a loss under the proposal, indicating
that it would be particularly difficult to prove responsibility
for less under the forward collaction test. Several credit union
commenters, including CUNA, suggdsted that both tests be
apgplicatile. The Board beliewes that the two-day/four-day test
provides a measurabile standard to ascertain whether the raturn of
the payable thxcugh check is expediticus. 1n contrast, the
determination of whethar return of a check iB expeditious under
the forward ¢ullection tesat is made based on the manner by which
the paying bank returned the check, rather than the tima within

which the depositary bank received the return. Since = payable
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through bank reonlocal to the bank on which the check s written
would not use the seme manner of retuyn as that used by the bank
or Which the check im written to cellect checks, the forward
collection test could not be used ag a standard for expeditiouws
retuin by the payable through hank.

Bank commenters opposed to the proposal shifting the
risk of loes to the bank on which the payable through check is
written stated that this proposal does not addrese the
opetational problem of identlfying payahle Lhrough checks.
Lastover Bank for Savings, Jacksoun, Mississippi, stated,
"shifring the yisk of lose ik not encugh. This will simply lead
to many operational difriculties in identifying thesa checks and
witl not ald ir reaching the goal of a mere apeedy check
collection and ¢eturn proc¢essing system.” TFirst Virginia Banks
commented, "rirst Virginia does mot favor this proposal, s it
will only serve to increase Late Return Claims, litigation
expenses, akd does not allew for expedited processing of thesw
items."

A pumber of credit union ¢ommentern that opposed the
propusul expressed concerr about its implemencation. The
Scuthern Nevada State Savings & Cradit Unlor, LAz Vegas, Hevada,
descrihed this proposai cs complicated and unmanageabie. It
colmented, *. . strict time limite would have to be lmposed on
tha receiving banks as well as a detalled record keeping, timed,

syatem that would tecord the flow of the items. Otherwise,
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anytime there was A DISPUTE for a loes, we've never Nid one in 20
years, the receiving jnsritution could gimply claim 2 delayed
processing Schedule. R tracking mechanism would be required.®

A amall number of credit union commenters stated thar
they did not think this proposal was necessary., The Navy Federal
Credit Union, Merrifield, Virginia, commented, "We are not avware
of any evidence of agrusl logses which would justify the presumed
peed, Withour furthar justifications, no thange to the liability
assiynments ls recommended." A few credit union commenters
indicated thet the payable through bank should be responsible for
the losa instead of the credit unicn.

The Board is adopting the proposal shifting risk of
loss to the bank on which the payable through check is written,
The test for expeditious return under thls final rule will be
based cn the two-day/four-day test under § 239.30{a) {1} of the
regulation.

The Board alsc requested cbmment oh the appropriate
lead time for implementation of the proposal. Although CUNA
indicated that a one-year lead time would allow oredit unions
that issue paysble through drafts sufficient time to modify their
insurance coverage tq cover any increased risk of lows, CUNA
commented that the risk of loss associated with bank payable
through checks is virtually nonexistent. Oo the cther hand, many
bank commenters lndicated thar this proposal ghould be
implemented immediately. The Board belleves that insurance

coverage can be cobtained in less than onre ywar. In any event,

i 4

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



- 286 -

variatfons in the effective @ate of this proposal should have
minjipal effect on the banke on which payable through checks are
written. Therefore, this proposal will become effective six
monchs after adepticn.

Require bank payable through checks to be presentable
locally and bear a local routing number in the MICR line.

Commenters on the interim rule expressed concern about the
uperational problema posed Ly the court ruling and interim
amendments. They indicated that the Board ghould reguire cradit
unions to encode thelr owe routing numbers on their checks or
that of a lecal payable through bank.

The Bgard specifically requested comment on the cost
savings to depcslitary banks and the cosrs to banks issuing
payable chrough checks so that the benefits and COBta of Lhis
proposal counld e more fully assessed. Saven hundred twenty-two
comment letters aderessed thie proposal, Twe hundred eighty-two
commenters supported thic proposal and 440 commenters cpposed
this proposal.

The commenters in support of the praposal to require a
iocal routing number in the MICR line, pradominantly banks,
described it as the only praftical rolution to their operational
problems and risk concerns. Several supporters alsc noted that
the propesal would reduce confusion tor the consumer. The
Rmcerican Banhers Associlation stated, "Currently, there ie na

practical ot comprehensible way to 8escribe to 4 consumer how to
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distinguish between local and nonlocal checka and payable through
checks except to advise them generally to inquire when they
depceit a payable chrough check. The proposal will allow
consumers aimply to refer to the MICR line to ascertain whether =z
depesit is subject to a local or nonlocal check hold.”

Several commenters in support of this proposal
discuszzed how it relatep to the intent of Regulation CC.  The
i1ndependent Bankers Aascclation of America commented, "We believe
that requiring a loetal payable rhiough bank is mosr consistent
with the Act's linkage between the availebility of funds and the
time it takes to collect and returr a check.”™ Great Western
Fipnancial Corporation, Beverly Hills. California, stated, "By
requiring bank paysble through checks to be presentable locally
and bear a local pputing number in the MICR line, Great Western
beijeves that the problems assocciated with the acceptance for
deposit of payable through checke will he addressed, the intent
of Regulation CC will be¢ upheld ard the best interests of the
consumer will be aerved.®

Continencal bank, Chicago, Illinoie, stated, "Any
propusal that does not sllow banks to rely on the MICR line will
slow the automated check clearing procees considerably and thus
retard the goals set by EFAA.  Ag the Board observes, payable
through checks acecunt for less than 3% of the processed check
volume . . . . Any proposal that does not allow a bank to rely

on the WITR line will 510W Sown the processing of the 37%
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rumalnder uf the checks which today are being efficiently
pracesasd. [This proposal] not only confirma the axiom, 'if it
ain't broke, dop't fix it,' it also encourages credit unicnz to
process their items in a mahner that Will ehhance the goals of
EFAA. . [This proposal] thue places the cost of
expeditiously processing payable through checke on the gsegmest of
the industry that enjoys the bendfit, aad inp aadition, encourages
high speed automatic processing of checka consistent with the
goals of EFAA."

Commenters explsined that the primary benefit of this
proposal would Le to eliminate problems in determining proper
avaiiability by ellowing Panks to rely on the roucing number
encoded in the MICR line. The Bank Administration Institute
stated that this propusal is "the most cumprehencive solution to
the problem. 1t redoces risk bY providing a logal clearing and
return mechapism for checks that must be treated as locul for
check holds. It alsu simplifies compliance because depasitory

gtitutions would be able to rely on the routing romber te

adentify the local check processing region, either by visual
inEpEgrion or autcmatad means.™ First Virginia Banks stated,
"Firat Virginla favors thls proposal az it allows for auntomated
processing and expedites the check céllection. It will eliminate
as much human intervention as peesible and allows payable through
checks t& be handled in mainetreal Processing and nat as

exception items.®
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Withcut the ability to rely en the routing number to
determine whether 2 check it local or nonlocal and thus determine
the appropriate holds, a bank must develop alternative procedures
to identify payable through checka and place the abpropriate
holds on such checks. Theee procedurea incluge {1} having the
teller identify and outsort payable throwgh checks as they are
depoeitad 50 that holds can be manually applied; and {2)
identifying the routing numbers of nonlocal payable through
vanks’ and asgigning 1ocdl availability on an automated basis to
all checka deetined to these routing numbers.

Bank commenters noted that reguiring a local routing
agaber 1n the MICK line was the only proposal that placed the
time and expense of processing payable through checks on the bank
on which tha checks are written., &ranch County Bank, Coldwatar,
Michigan, commented, "The reguirement to make bank payable
through checks bear a locul rouring rumber ig the only one which
rlaces the time and expenss of processing wiwre it rightly
belonga. ¥

Bank commenters etated that it wae diffioult to
estinate the operationsl cost gavings that wonld repult if this
praposal were adopted. AmSouth Bank, Pizmingham, Alabama,

estimated that 1ts 4nnual dollar cost in teller etaffing to

3/ A survey by Doard staff identified £5 routlng mumbers that
are usad on bank payable through checka.
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implement a nanual ilnepection approach to payable through checks
would be $56,.607,500. Bank Dne stated, "Thare ia u cost avoidanse
{through requiring a local routing numder in the MICK line] of
about $225,00D0 per year. This is the labor expanse we would
incur Lf we have ta wvisnally ipapect all Ltems deposized, aod
manually make float adjustwents for share draft or payabla
througb ltews.® Citicorp, New York, New York, stated, “As for
the codts asscciated with the proposal, it is practlcally
imposwible te provide heaningfully accurate figures; it iz pot
upreasonable, however, to pyoject wiyme iigures baned on the check
collection process iteelf. For the banking induztry nationwide
{not includipg crédit unions and the procassors), Citicorp
estimates that it would take o tellar approrimetely two/three
sacchds to determine whather or net an item is a payable through
druft anc wneétner or not it is local based on an examipation of
the check lcgelf. . . . Factoring in the number of tellers
employed, thelr hours, salary, other banefits and the spproximate
total puwber of itews processad by all barks in the course of a
yeir, we would project a cost figure of five huadred millicn
dpllars . . ., for the banking community to comply with the
regqulation as amanded aé & yesult of the CURA suit - abaent
adoption of the proposed smendments.”

This ewtimate, howsever, pssun#e that all banke apply
differential holds to depositd of lacal and nenlocal chechs, as

permitted in the régulation. According to a study conducted by
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the Bank Adninistration Inetitute, 83 percent of all banks
provide immediate or next-day avajlability with thz option to
apply holds on a cage-by-case or axception basis. The BAL study
is corrcherated by surveye conducted by trade asscclations in
caoxdination with the Federal Reserve, which indicsted that 75
percent of banks provide immediate or next-day availability with
the option to apply holds on s case-by-case or exception basis.
Applying cabe-by-case holds generally entails manual intervention
to determine those checks on which bolde should be imposed.
Thug, the need for a method to apply Aautamated holds apprazs to
be limited to a winovity f{apprémimately 20 percent) of banks.
Even though only a small numbey of panks place diflerential
helds, these banks are offen lurge and represant a §reater
proportion of all checks deposited.

By imposing differential holds for local and nonlocal
checks, these hanke have indicated a high level of concern about
the risk of making funds available for withdrawal befare leaxrning
whether a check hae been returpad. The Board recognizes that by
ot adepting the propusal reqoiring lecal routing numbers for
payable through checks, a depositary bank elactlng to grant local
availability for all checke drawn on the routing numbers of
nonlepal payable through benks would increase this risk by
granting local availability for checks that would not be subject
to the local schedules under the regulation. In adaition. banks

epplying differcntial holds aze subject to lifigation rigk and
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could be liable for exceeding the mayximum availability schedules
if they deo not qrant local avallability for a payable throuyh
check bearing a nonlocal ywuting number. Inaccurate assignment
of availability could result when a celler aakes errors in
outserting payable throngh checks or when the bank falle to
accurately identicy all gosloeal banks acting 28 payable through
banks for lecal banks. The Board Delieves that a depositary bank
can control these riskg through its diligept spplication of the
process it chooses to use in applying holde tu assure that ic
grants lacal avallability for payable through checks igsued by
lacal banke.

Cammenters ih suppert of the proposal reguiring
local royting pumbers alee indicated that they would ruceive
faster availability and incur lowser collection qests for payable
through ¢hecks drawn on lacal banks under this preposal than they
wair receive when sepding the checks to the nonlgual payable
through Lank for collection. BSunttuat Service Corporation.
¢relande, Florida, stated, “Current volume from Suntruet Service
Corporation Florida Operatione to just the New York and
Mipneapclip share draft processors is approximately 6,500,000
iteme per yuvar at a Cost over $20,000.00 per year for
transportalion expenses.”

Somre bank commentere notwd that this propoeal would
limit deiayed disbursement. Thesé copmenters indicatad that the

aredit unions using nonlocal payable through banka have an unfair
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float advantage over gther Lanks. The Litchvilie State Bank,
Litchville, Morth Bakota, commented, "Fur the cregit unions to
have special treatment L& to yive che Lanks and savings and loets

unfair treatment. Flease make the laws the e for all." 7Jhe

president of the Cltizens Burk oi Uvieae, Oviedo, Florida,
commented, . i think it shouiu be 1llegil for any finencial
institution to carry its glearinyg account ob the other side of
the <oUntry bo they can tuke adVantaye of float.”

Payable throwgh banks have indicated that many
colléecting banke receive availability for payable through crhecks
drawn on & nenlocal paysble through bamk eguivalent to that for
checks c¢ollugted locally by sending the checks directly €0 tie
rotilogal payable through bank. The payable threugh banks
irdicated that these "direct send" arrengements can only bLe cost
vffective for the collecting banks when sufficient volumes are
Lelng delivered to one presentmunt polnt and that maintenance of
the payable through system is neceesary to achieve these critical
voluma levels.

The majority af the bapsks cummente@ that the potentiual
risk of loBE and increased expopure to fraud ig alag difficult to
quantify. Bank of Amerlca stated, "The greatest potential
savings, however, would not be operatlonal. It wouid resuir from
the reduced exposvre to fraud leosses . whila we have not
attempted to estimate the fraud potential, as the processor of an

eptimared $850 million per year in payable through ghare drafts,
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our expogWte ie evident.® Florida Naticnal Bank, Jacksonville,
Florida, commented, ™. . . this propoaal would eliminate the
likelihood that these checks would bacome vehiclea for chsck
fraud. It would reduce the collestion time, r=duce overall
float, as well mE reduce the risk for depository bankse.”

The 440 commenters that opposed the proposal,
predominantly oredit wnions, indicated that requiring payshble
through chevka t0 Dear s local reuting mumber in the KICR line
was totully unaccsptable and thot its burden and high custs would
far obtweigh any benefits., Several comménters questioned the
tustification for the proposal. United States Senators Rudy
Boschwitz and David Purenherger commented, ". the Foderal
Reserve has yet to denonstrate that a drastic atep such as local
MICR number is necessacy in order to address percelved problems
with the payable-through smystém. There sie uther sciutions that

should be explorta before destroying a system that vorks well fur

credit unlone,® The Arizoma Credit Union League, iInc., Phoenix,
Arizuna, stated, ". . . there 1s no evidence that the propased
thanges ake warranted, Ipdeed there are ne cases of fraud or
embezzlement on récord thut suggest problems with the payable
through system to the degree suggested by the proposed
regulations.” CPMA commented that this proposal would "reduce
wfficiencies of the check collectign syatem by creating thousands

wi additional endpoints.*

- 15 -

Commenters expressed concern that thie propemal could
lead to the dlsmantlement of all naticnal and regicnal payable
through systems and thereby result in the loss of the
efficiencies galned through accnouies of acale achieved from
theae ayotema. They explained that the payable through ahare
draft program was initiated as a means for credit uniona to

provide a checking system to their members at a ressonsble cos

Hany credit unlona stated that they are able to provlde checking
services only through tha uwee of peyable through procesaors,
which provide efficient pyocessing at B cost much lower than
in~houee processing. The Sherwih-Williaws Employees Credit
Unicn, Chicago, Illipois, stated, "Credit unlons on a national or
regicnal payable through program should not be forced to abandon
thelr cost efficient, truncated eystem. This syotem has worked
well for almoet 15 years and has =1lowed thousands of credit
vnione te cffer share draft¢s to millions of their membera.”™ The
Alpena Altona Area Credit Union., Alpana, Michlgan, commented,

*. + . the dizwantlement »f the gayable throwgh wywten would
deprive memberw of a viable service, and at the same time
increags the operational guste of the credit union --- all
without aignificant advantage.® Tha Motorcla Employees Credit
Unich, 3chaumberg, Illlnods, stressed that it chose Travelers
Express as its payable through processor because the payable
through program 1ls both efficient and economical. It noted that
it wonld be too costly to cenvert to in-house or local procesaing

or to arrange for local intercept pointé.

A
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Commenters expresged concern that local processors
wounld not be able to provida the truncation services currently
provided by the major payable through processors, They described
the current truncation system A5 very coet efficient. LEE
Telephene Federal Credit Union, Rochelle Park: Kew Jersay, noted
that it prévioualy vsed lcoal banke to clear its checks Dut
pvitched tc a naticnal processor that wae superior. Probleme
with its local bank incluaeds "1} the return of actuai checke &
vs which resulted in & moudtaln of paper and work tu vrganize
datap 2] poor raporting capabilities and longer tims laga for
information availability; and 3} more costly ssyvice cherges.”

<redit union collrentets cited twy costs of implementing
the proposel requiring local routing numbers cn payable through
checke. First, credit gricrs and pther banke issuing payable
through checks would be reguirwd tu either convert to in-house
procesaing or establigh a local presentment poinc fox their
payable throegh checks. They cosmented that thege alternatives
would be so coatly that the contipued shaze draft service would
not be cout effective and would rasult in their imposing
excepgive fees on thelr menberm, Many commantsrs stated that an
in~hbuse zyestem would not be aconomically feasible because of
their small eife and volume. The IBEW Federal ¢resdir Union,
Fnoxville, Tennsssee, cobnented that conforming "to the hroposed
amendments would be cost prohibitive due to ligreassd processing
costs, cigk involwed, and additional eraff and data pracassing

aeads, "

L7 -

The City of Huntington Federal Credit Union,
Huntington, West Virgirla, indicated that a local bank estimated
that it would charge approximately $30,000 per year to Drocess
the credit union’s share drafts, compared to an anuval charye of
epproXximately 510,300 asaessed by Chase Manhattan Bank to perform
similar aervices. &ncther credit wnion estiwated that ¢urrent
share draft account fees charged to credit Union Members wozld
triple if the credit union clused and they were forced to use
local banks. A third credit union with 850 Ahare draft accounts
indicated that its per accoont cost wotld increase an escimated

$41

1 anmually as a result of this propoeal, R aredit union
that uses the Travelers Express payable through draft prucesaing
service stated that its sverags per item cost is $.06 and the
time required to receive and poat accounts jis less than one hour
per day. Thia cradit union estimated that this prupoeed
amendment wonld reguire the purchape of additional equipment
costing approximately $20,000 and the additlon of one staff
peraon at approdimately §$15,0C0 per year.

Commenters alse noted that a second type of cost
aspociated with the proposal is the cost of reissuing checks to
costomers. In addition to the cost of reisgulng check stock, a
change in routing nurber requires the asdditlonal cost vi dual
Procesaing during the transitlion period when the processor nust
process checks with both the pld and hew routing numbers. The

cost apgociared with duai processing will vary based cr the time
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required to replace check stock. The Beard bulieves that banks
can minimize this tiwe through diligent instruction to its
cuptomers in reordering and using new chacks. These coets would
either be borne directly by the customer, wha would have to pay
for new check stock, ot inditectly by the custumer through
increased serwvice charges imposed by the bank that bore the cost
of replacing the check stock.

In additien to the cost/benefit analysis, the Board
considered the competitive jmplicationa of thie proposal. This
analysis included competitive factors vis-a-vis credit uniuug ve.
commercial banks. Credit wplon commenters indicated ghat because
this propesal hams the effect of limitihy a credit union's choice
of payable thnrougn bepk, 1ts adoptios could prompt local banks to
ralee their fess. In additfon, many credit unions believe that
lecal banks may not have the incentive to keep costs down for the
credit unien issuing payable through checka because many of thase
lucal bapkr are compoting for the same customer accounts as those
held by the crodit union. The Pedford Tuwnship Commuonity Credit
Unien, Redford, Michigan, stated, "this propessl would eliminate
most of the competition which is a healthy situation for cost
control. "

Sume credit unions indicated thar they had no local
pracessing opticrs. The Fort Harrlson VAF Federal Credit Unian,
Fort Harrison, Montana, stated, ". . . there is no Montana-based

proceseing point at this time and one could not be set up within
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the ona year deadline,” The Jackson USDA Paderal Credit Unicm,
Jacksaon. Mlssissippi, cobmested that "there are no Panks in the
state of Miseipaippi that we know of that will process share
drafts for credit unions." The manager of the Jackson USDA FCU
contacted twe local banke about procepeing share drafis and was
informed that their wmarket studiss indicated there would be
insufficient credit union share draft voluke to make tha shaze
draft processing profitable.

GCther comwunts indicated that the competitive jpsues
between commercial banks and credlt Unicns are broader than the
iesues fraised by theme paysble thruugh check proposals. Bank
commeniers indicated thav the credit unions' tax-free statupd and
liberal common bond restrictlons give the ¢redit unions an unfair
advantage il competing for cuatomers, which is only exacerbated
by the credit unione' ability to leeue payeble through checks.

Commenters alse noted that this proposal would have an
anti-ceopetitive effect on consWmdrs by limitirg choice of bank.
The majority of small ¢creditr unions that commented on thia
proposal indicated that they would have vo discontinue thejr
share draft programe if the propugal were pdoptad because they
would be unable to finance the ingreased hpman and equipment
rescurce requirements. They expreaased congern that they would no
longer be able to offer a low cost checking alternative to lower
income customers. The Fennaylvania Mennonite Federal Credit

Union, Scottdale, Pepueylvania, stated, *In this day when the
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U.§. €ongress 18 conaidering 'lifeline banking' ond providing and cost vffeective eystem available." The Chase Maphattan
basic financial services that ozdisary people can afford. we £ind Corporation stated, "If this aperoach were implemented. the
it incongryous for & major organizdation such as the Federal Fedegal Reserve System with its extensive processing facilitics
Resorve System to mandate regulations which will cither increase and resvurces in everY check processing region would have a
the cost of these sarvices to our membérs or result in their coumppritive advesntage Gver private sectur providers in cffering a
discontinvance alteyether.” national truncatlon swervice.™
The Newark Aercepace Federal Credit Union, Heath, ohio, The Board believes that provisicn of tiuncation

cummented, "A lifeline no service charge share draft account services by the Federal Reserve Banks and other privatré sectoz
might no longer be available to many ©f our mambers becatse of providers should help facilitate the payable through system by
inereased cost. If we could not afford the necegsary eguipment, expedlting the delivery of check information to the payable
2,200 members would loge thelr share draft accounts and be forced through bank, thereby allowing the payable through bank to
tu open checking accounts it banks. Recent réportc indlcate the provide mwre efficient, cost-effective payment services to credit N
average checking account costs the conmumer cloge to 5200 unione. The Federal Reserve encourages private sactor CE
annuully.™ Congressmen Frank Annunzic apd Bruce Ventu stated, participation in providing truncation eetvices, and the Reserve
“We believe the Busrd has consistently fuiled to balance the Banks developed thelr truncation service in coordination with
adverse eficcrs such a proposed amendment will have on the nw:diom private sector trupcation service providers through the National
ro small oredit unicns and their life-iine services, such as Assgciation for Check Safekeeping, which has expressed an
share dratts. Inetead the Board cited unaubetaptiated interest in Rupperting the payable throwgh eystem by meant of
allegations uf fraud and operation difficultier as its basis for truncaticn.
reguiring euch 2 propoeed amendment tc Regulatlon CC." A ftew commenters noted that this proposal could be

Ccredit unions and payable through processors hoted difficult to enforce hecavee some credit union members crder
that thie proposal would have an antl-competitive impact by thelr own drafts from pyinting coppanies and they would be
limiting pro¢essing ¢hoice. The Dearboin Federal Credit Unien, individually responsihle for ensuring that their drafte have the
Dearborn, Kichigan, stated, *Uearborn Federsl belisves that every proper routing number in the MICR line. XA =mall number of
credit union should have the right to chocse the most efficient comgenters ldentified as ancthar potential problem that soma
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kembers would be reluctant to throw away unused drafts even if
new Jdrafta were issuved free of charge.

The Hatiohal Assoclation for Check Safekeeping [NACS)
proposed an alternative to this proposal. HACS propossd use of
the H000 series of rouwting numbere to identify checks that are
payable throngh a bank not located in the same ch&ck proceseing
region as the issuer of the check. NACE noted that the only
current use of the 8000 series is for travellers checka.

Under the HACS proposal, the first digit of the routing
number would be the number 8, ldentifying the 8000 series. The
second and third digits would identify the check proceasing
ragion of the hank on which the check is drawn, These two digits
cuuld be the number 01 thruungh 48, identifying one of the 4B
Puderal Reserve chack prucesaing rugions. The fouzrth and Eifth
digite would identify <he check processing region of the payable
throogh bank. Again, the two digits cculd ba 01 throwgh 48
identifying a check processing reqion. The eixth, seventh, and
eighth digita would identify the particular paysble through
bank{s] within each cheeX ptocessing reqion. The ninth digit
would be the check digit.

MACS stated, "bupositary barks could gasily examine the
8000 geries number and determine two things. Banks can detegmine
where to send the check for collection and the funds availability
to aselyh. Only banks uelng payable through procesaors in ancther

check processing region will be eligible for an B40D &eries
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routing nurber." Uese of the BOO0 saries of routing numbers would
enable banks to use automated equipment to read the MICR line to
asaign funds availability. Several commenters urged the Board to
first research the KACE proposal further if the Roard planned to
adopt the proposal to require that payeble through checks bear a
local routing number in the MICR line. If the NACS proposal wae
determined to be an effective alternative, the commenters urged
the Board to issue the proposal for public comment to deternine
whether it could previde the same bLenefits to depositary banka as
the local routing number proposal wilthout disrupting the naticnal
payable through system.

Eoard staff discussed the NACE proposal with industry
representatives, equlpment vendors, and check proceassing etaff at
the Federal Reserve Banke. Equipment vendors indicated that use
wf the 8000 serles would reguire egquipment upgrades =t collecting
banks, and that purchase and installment could take wp to two
yeare. Federal Reserve Bank staff indicated that this proposal
could impact gort patterns, memory capacity fur look-sp tables,
and processing schedules.

Adoption of the NACS proposal would also requirs
reissuance of ull paysble through checks. Because the Boerd ia
adopting the conspicucus labeling requirement at this time, later
adoption of the NACS proposal would reguire banks issuing payable
through checks to reissue their checks twice. Two reissuances
would be costly and burdencome for these banks and their

customers.
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Adoption of the RACA proposal would only benefit the
approximately 20 parcent of hanrks with blanket Hold policies.
The propomal Would rot provide incremantal benefits to the laxge
majority &f banks that generally uffer same-day Or neXt-day
avallability. The SACS proposal would, however. impact all
colleating banks because they wonld have to upgtade equipment to
prodese these checks. Since this proposal would only benefit the
minority of banke with blanket hold policles and would be
burdensome for credit nnicns 2nd ccllecting banke, the Board
believes there is not sufficient justification to issue the NACS
proposal for public comment.

Sovran Finupcial Corpeoration also suggested an
alternative to the proposal reguiring payabls through checks to
bear m local routing numbar in the MICR line. &ovran recormended

that the "Board consider setcting a especific time linit--twa

years—-by which all Lssuexrs of paysble through ltems wishing to
obtzin better acceptabillity for thelr items Iln the loval
marketpiuce most canvert to ueing & local paying agent for the
items. ahd to ensurd that tha lteme bear the routing pumber of
the local paying agent. Those ipatitutions which beliave the
costs of increased acceptability outweigh the bepafites will atill
have the opportunity to use a distantly located payable through
buank, but collecting banks will also have the opportunity to
grant nanloce! fonde access to depositing customers for these

items." The Act does mot give the Board the authority ¢o
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lengthen the availability schecules, which would be the result of
this proposed alternative.

Travelers Express Company, Minneapclis, Minmesota,
recommended twe altecaatives to the propeosal reguiving e local
rouring pumber in the MICR line. Travelers suggested using
positltn 44 in the MICR line to identify whether payable through
checks are local vy nonloeal. The Board believes that, while it
would be possible to use posation 44 to identify whether or not a
check is @ payable thicugh check, manual intervention would still
he necgssary to determine whether such check ia local or
nonlocal. Thus, this alternative would provide only margipal
benefic to depositary banks and should not be pursuea at this
time.

A second sugyestion by Travelers Express wae to
impleément "a requirement that payable through banks notify their
local Fedeirsl Regerve «f evary robting number that includes items
that would be cohesidered local. The Fed could then publish a
directory of thess numbers. This would pexmit automation for the
vast majority of the items at issue." As previcusly indicated,
Board staff developed a list of 65 routing numbers that are ised
on bapk payable through checks. The Board believes thar, becauce
banks may Legin to offer or discontinue payakle throwgh eervices
at any time, maintaining the accuracy of such & list ard
diseeminating updared Information to all depositary bankas would
be difflcult.
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Somé conmenters discnased the appropriats lead time for
implepentation of the propoawd requicement that bank payable
through checks bear a leccal ronting nuwber in the MICR lina. The
majerity ol the commenters noted that the proposed one year
ipplementation time pericd was too short. oCak Ridge Government
FPeaderal Credit Unlen., Oak Ridge, Tennceses, commented, "My only
suggestion would be that the lmplementation date be extended from
12 to 24 months. Any credit union that hae gune through the
gconveraglon process already will tell you that it 1¢ impossible to
accemplish in 12 montha, and that is after the decision js made.
The decision whether to go with a Ipcal third party Processor or
in-house cian take 3 £0 § monthe.”

The Board did not find reascn to believe that the
benufics of amplemencing the proposal to require payable through
checks o bear a local routlng number io the MICR line outweigh
the reported costs of implementation, asa 1hus is npt adopting
this propogal.

Authorize direct presentment to the bank gn whlch

payAble ghrough checks are written. Ccurrently, the law is
unclear a8 to whether a bank puyable through check gan be
presented directly to the bank on which it is written or whether
such checks mugt be presented to the payable through bank.
Expresely permitting such checks to be presented directly to the
bank on which _hey ape wyicten Wwosld ewsble banks ko have such

checks collected and returned locally, and thus would avoid
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delaye in collection angd retufn that might occur when the
depositary bank sehds the checks to nonlaocal payable through
banks.

The Board specifically requeated comment on the cost
and operativnal burden of this proposal on banks that uee payable
through chegks, rhe potential cust savings to depositary banks,
and the appropriate lead time oy implementation of vhls proposal
if adopted. Six hundred thirty-seven comment letters addregsed
whis proposul. One hunared seventy-two commenters supported the
proposal &nd 465 commenters opposed it.

The commenters in support of this proposal cemmented
that direct presenttent would minimize the potential for fraud.
haticnal Caty Corperation, Cleveland, Ohio. commented, “To the
extent that the proposal ls employed, it would zallow banks to
determine the collectibility of checks/drafts in less time than
otherwise would be the case, thereby reducing the risk of loss.®
The majority of the coumenters that supported the direct
presentment propossl indycated that they preferyad the adoption
of both the proposal reguiring a4 local routing number in the MICR
iine and the direct presentment propusal.

A pumher of cowmenters indicateg that they would like
t¢ have the gption of direct presentment but did not indicate if
they would actually present directly to the bank on which the
checks are written, rather than to the payable through bank, if

thie proposal wers adopted. The Chicago Clearinghotae
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Asgociation stated, "The Rsscelation suppurts direct presentment
9f payable through items tu the paylong institution as an optiuvnal
methcd of ¢ollecting such tteme In maby cuses, the
aptlor of direct presentment would be effective for speeding the
forward collection process. However, we recogniZe that some
qoliwating banks way not wish to exerclee this option.”

A small number of commentera Buggested thar che Federal
Reserye should facilitate direet presentment. ‘The Unirted $tates
League of Savings Institutions stated, “Having the Federal
Reserve make direct presentments overcomes tie cost
prohabitiveness of having individual depggitary banks making a
presentment. Concentrating payable~through check valume at
pistrict Federal Reserve Danks makes this direct presentment
alternatave much wmore feagible," Continental Bank commented,
"our suppoxt for thils cption is aleo contingent on the Fed

expanding its current fine-sorc optign te facilitate the dire

presentment of payable through cherks te the 'paying bank'. 1f
Lhis Fed axganaion iz net achieved, thers would be no egonomical
way to get the payable through checks presented directly to the
individual credit unions."

Bank commenters noted that direct presentrent would be
used primarily by banks that heve both the resources to perform
this function and the volume to juetify the expense. The Rey
State Bank, OWoss0, Michigan, commented, ™Allowing banks to

prement the items directly to a local credit unlon is only
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practical if sufficient vplume allows a separate 'break cut' of
these itema and ample capacity in the bank's equipment is
avalluble for a separate sort oi theae ilteme."

Commenters noted that darect presentment would be
useful in the case of large-dollar checks. The Bark
Adolnistration Institute commented, "Direct presentment daes make
vense, hoWwever, in the cuse of large duilar items- It iz not
uncommon for banks to single out large dollar checks fur special
handling. Dy presenting chese items directly, a hank 2an ¢ften
reduce float by acc&lerating the collegtion of funds., It ales
dllowe banks toc detarmine the colluctibllity of ltems more
quickly, reducing the riak of loas.”

A amall number of commenters hoted that adoption of
this proposal would aimply clarify current law that provides that
bank payable through checks <an b2 presentsd directly to the
vredlt wnion. The American Bankers Association stated,
"Curxently, cld case law apd Article 3 of the Uniform Commerclal
Code (UCC) might euggest that a 'drawee bsnk' {payor bank] may
properly refuse to pay a check made payable through a particular
kank when the check is not presented to the drawee by that bank.
Fowever, we believe that section 4-204(2) of the UCC . .
already authurizes c¢ollecting banke to send items directly to the
payar bank, The Eoard aheuld resclve this ambiguity by stating
that banks may presept Qirsctly to the bank on which the check ia

written.®

PAS
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The credit union commentera that opposed this proposal
ipndicated that they did not have the operational capabllities to
hendle direct presentment. The Salt River Project Federal Credit
Unicn, FPheoenix, Arizona, commented, *Perpitring deposicary
ipetitutions to preseat & payable through share draft directly to
credit unionzs for payment will create additional operational
prableas, ¢specially for =mall credit unicons. Many do hot have
the personnel nor the cash cn hand to respond f£o direct
presentment. They 4lsc do net own the equipment t¢ handle direct
presenthent, and would be reduced to the eguivalent of clearing
«ll share drafts by Rand] Thies was the reason the payable
threugh syastem was set up in the firat place, ¢o mllow credit
unions to offer & transaction acceunt, without the costly capital
investment in persunnel and egqeipment. The proposed changes
wonld destroy thear akllity to offer transaction accounte by
destroyirng the gystem that allowed them to offer thobe accounts
in the first place."

The Credit Union National hssociation comsented that
this propessl would *diemantlé che credit union payable through
system, thereby eliminating sbare draft accountd fox mempers of
1,500 co 2,000 small creditc unlons. Many small credit unions
that could afford & local processing option would be put out of
the share dyafy busipeas becavse they aimply capnot handle direct
presentments. {(Many of them are not caPable of handling their
own on-us items withput depcsiting them in another finanecial

institution.i”
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& number of credif union commentera discusked the cost
implicationg pf direct presentment. The Billings Eealth
htfiliated Federal Credit Upicpn, Billings, Montsha, ptated, "I
have J fuil time emplovee's {8ic), includipg myself, whe handle
%,500 weabers, We could not begin to do the direct presentments.
Expenses involved would be @ new safe which would run about
$8,000 to $16,000.00. & nev staff person at $12,000,00 per year
and any expenses incurred through purchase of new electronic
equipment, My net income YTD for 1588 1E $20,699.04, 1 am sure
yOu can see that to make the requiced staf{ increabes uhd
equipment purchases would jutt not be feasible. We would most
definitely have to dzop our Program,”

A few oredit uniop commenters discussed the
transportation costs of this prepakal. The Missoari Credit Union
League, St. Lovis, Missouri, comuented, “If this proposal is
adopted, credit unions receiving a direct presencment from &
depositary bank would have to arkangs far timely deiivery of
these itenms to the payable through procecsur. Degides being a
Luyisticul problem it alse creates an economi¢ burden. At a
minimwn, checks would need to be sunt by overnight courier
Bex¥ice aince timely delivery is a Key isgue. This would result
in a minimum daily gost per credit union of approaimately $14.
The daily cost ¢ Missouri credit unifns would be $1,400 under
this method. For large cash letters, credit unions would need to
consideT 'next £light out' arrangements. The daily cost for this

type of courler service would he $1.00¢."

8¢
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The majority of the credit wmicn commepters strassed
the same reasons for opposihg the direct preEentgsnt proposal as
they used in explaining their oppesition to the proposal
requiring a local ruwting number in the MICR line. These
commenters cited the cost, lack of operational capability, and
the potential dismantlement of the national payable through
program if this proposal were adepted. TheEe reascnp are more
fuliy arziculated in the discussion of the propusal requiking
bank payable through checks to bear a lucal rouring number in the
HICR lina.

BARK coMmenters opposed to thie prupeozal commented that
this proposal Goes not facilitate tiie assignment of availabilicy
on an cutemated basig. The Maryland Nacional Bank cormented,
"Althouoh we vonceptually support [the direct pres@ntment
propesal]. . we could not suppurt this option in terms of an
actyual implementation for the following reascn: BAgaln, this
option would not permit the automated Processing ot the credit
union drafts. W¥e believe that any opticn which may require
special nopavtomated check handling will cnly weaken the check
collectior system.”™ The Bank of Bostun, Boston, Massachusetrts,
etated, *The Bank b&lleves that this propesal iz unworkable silhce
it does not relieve depository inatitutione from the onerous task
0f manual identification of bank payable-through drafts.®

Bank comménters alamo noted that direct presentment was

only feasible for large organizations becavse the majority of
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bapks would not receive anough share draft volume frow cne credit
wnion in cne day ta make direct presentment worthwhile. The
Alame Savings Asscclation of Texas commented, "This iw net a
practical alternative because of the transportation and
gettlement systems that wovld have to be developed to accommodate
goch direct presentment."

A amall number of bank comzenters discossed the coat
implications of the direct presentment propcsakb. Provident
Mational Bank. Philadelphia, Pennsylvania, commented. “It le alss
not a feasible alternative because of the large number of credit
unions and the costs assBpclated with direct presentment
Itranaportation, cash letter processing and transaction costs)

In additicn to these costs are the costs associated with the
manual outsarring ¢f iteme and the mgnual jntervenption in those
systems used to a2algn availability to customer deposits.”

The Scvran Financial Corporaticn stated, ". . . to
oparationally effect direct presentment, We must manually sort
through checks {in the cmme of one major payable rhrough bank,
some 30,000 items per day) to separste out theose drawn on local
institutions. To preserve scme semhlance of an sudit trail, the
items drawn on the distant payable through processer weuld have
to be rerun on our high speed check sorting equipment, and
another cash letter created. The smaller gqroups of Ltems drawn
an individual locul issuing institutions would similarly have to

be rerus. Depending on the internal cost structures wf

69
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ipdividual banke, the incremental per-item cuet to Eerun thése
itenis could range from $0.005 to §0.012 cents per ltem pauss. We
estimate, given current annual volumes of payable through drafts
cleared through one major national payable through processor.
that, repracesaing these itews would cost ws apprawimately $14,000
per year—-excluding any forward presentmeat fewss that we might
algo incur. Reconcilement and adjustment costs du¢ ro crrors
following from such & manually intensive endeaver would rige ax
well." Bank of hmerice estimated that the cost of sorting the
checks manually for direct presentment would be £§00.000 per
year.

Yery few commenters commerted on the appropriate lead
time for implementation @f this proposal. Suggested Uilke frames
ranged from ipmediately vpon adeption ¢f the amendment to three
to four years after adoption.

The Board believes that there iz not sufficient
inpeification to clarlfy by regulaticn that 3 hank paysble
through check can be presented directly to the bank on whach it
is wyitten. Therefore, the Board has not adopted thias proposal.

#iscellaneous Recommendatjons. A aumber of commenters

suggested alternatives Other than the proposals issued by the
Board. & small number of commanters noted that they disaqreed
with the Board's decision not to appeal the court ruling and
urged the Board to appesl the ruling. First Panmnaylvinia Bank,

Philadelphia, Penneylvania, stated, ". . . We urge the Hoard to
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reconsider their previcus position on thie matter and to appral
the Federal court ruling concerning the treatment of payable
throngh checka.”

Some commenters recommended that the Huard should seek
smsndments to the Act. The lUunited BM Qredit Unien, st. Paul.
Minnesota, statefl, “Save the toxpayera money by sending your
proposals for comment to all Congressmen and suggeet they amend
the law. They ceuld amend the law to say cheeks drawn on local
banks are lucal checke and checks drawn on nonlacal banke are
nonlocal checks, PERIGD." The Boerd supports An amendmentc ta the
Zgt that would amend the definition of "originating depository
1nstitotion® to mean the Lranch of a depesitery institution on
which a check is drawn or through which a check ig payable, If
thic amendmeat wers enccted, the payable through bank would De
defined as the paying bank in the sequlation for the purpgse of
determining whether a payable through check is a local or
nonlocal check.

A number of cummeﬂlet; requested the Board to require
that barnk payable through checks be deposited with a wpecial
deposit slip in grder to receive lofal availability, Marine
Midland Bank commented, "If the propusal te MICR encode a touting
number which is local tc the paying bank 1s pot adopted by the
board, Marine would request the Board to consgider permetting
banks to require that bank payable throwgh ghecks bae deposited in

yersan with a special deposit Blip 0 & Lank employee 1n order to
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get availability according to the schedule for local paying
banks, if the paying bank is tot in the same check Processing
region as the pdyabiie through bapk.' Thie would require an
amendwent o the Aot because, under the Act, the Beard Goes not
have the authurity to lengthen the avxilability schedules by
reguiriag the use of special deposit siips as a condition for
providing lecal availability to cértain payable through checks.

A small number oi comment:rs recommended that the Buard
shculd document the frauw, af any, caused by payable through
checks and, 1f necessary, swapend the requistion for payable
through thecks. Thae Missouri Credit Unlen Leaguse commented,
"gince the Fod has the avtkerity to supfend thed Regulation for
certiéin classey of items, thils appears t¢ be more than adeguate
protedrius tor the participaczs 1n the chuck collectiun system.
Kather than be proactive without cause, 4 nore prudent approach
ig to Lw reactlve with cauae,”

The Independent Bankers Asspciatior of America
recommended "thet the Board adopt an amendment to Regulation CC
zequiring ¢redit unions with payable throwgh share draft programs
to respond cn u timely basig, to all inquiries from depositary
banks on items over $500." A similat propossl was issued for
puklic comment in December 1987, which would recuire banks
ipsuing cashier's or teller's checks or certifying checks to
respond to such inguiries. Several commenters on that proposal

indicated that £he provision would n0t protect depositary hanks
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completely because Tuny furgerics snd counterreiss would go
untetected. They alsu noted that depositary bapks wenld not know
whers Lo direct che inguiry Withan the paying bank tc obtaan
reliable information, or may act be able to contact or recelve 4
regponse from ille payiag bark within a reasonable time,
thereiore., the Hoard does not belleve rhis proposal shuuid be
issuec {or public comment,

& pumber of credit union commenters requested that the
Etard delay coreideration of these propesals to allow sufticient
time to evaluate the effvcte of Regulation CC ou the check
collection system. CBI Dak Bruok Federal Credit Unjon cowmented,
“. . . give the nev system a year to functjen &nd gather scme
facts and figures on nonlocal payable-through-bank retukns.
There might be hetter ways to solve this liabllity problem in the
ruture {Lf it &xiste) then the proposale that have been made,” A
numbes of depositary banks have expressed concern about thelr
ability to comply with the revised regulation, and the Eoard

believes it iE appropriate to adopt amendhments at this time,

FINAL REGULATORY FLEXIBILITY ANALYSIS

The Requlatery Flexibility Act {5 U.S.C. 601-61Z)
teglires an afency to publish 2 final requlatory flexibility
analysis when it promulgates a final rule. Twe of the
regnirements {5 U.§.C. 603ta) (1) ard (2)) of o final regulatory

tiexibility analysis., (1} a succinct atatement of the need for,

19

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



- 58 -

and the oblectives of, tke rule and (2] A summary of the issues
raised by the poblic comments in response to the initiat
requlacory flexibilivy analysis; a summary of the asBessment of
the agency of such isEnep, and a stutadent of any changes made 1o
the proposed ruls as o résult of such ¢omments are concained in
the enpplementary material above.

# third veguirewent of a final regulatory flaxibility
anelysig {5 U.E.C. 604{a}(3)} is a Bescription of each of the
dignificant alternatives ¢ the rule consistent with the stated
objectives of #pplicable ststutes and cestgnes to minimige any
wignificant economic impact af the zule vn bmall entities which
wae consldered by the agehicy, and = stetewsnt ¢f the reasons why
each one vf such alternatives wag rejected. A6 dewscribed in the
above preamble, the Boazd included in its initial proposal
sevarsl altérnative rules, and requested and peceived comment on
the cast aid risk assorlated with cach alternutive for all
affected entities, both large and small

after coneldering the comments and the costs and
banefies of the various alterpactives on the affected eutities,
the Board adopted a finel rule which it belleves will have the
minimom impact on small entlties, gensrally credit uniena, While
wtill achieving the chjectives of the rele. The reasons tor the
Board's final determinations are more fully described above. The
Board dic aut. however, eizher propose or adopt an exewption from

coverage for swall institutionm that nse payable through checks.
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The purpose of the rwles published today ig to alleviate the
opftational difficultias and rlak assoviated with the acceptance
af payable throuah checks by depoeitaty banks. This purpose
woyld be defeared if the rules 4id not appiy to small
ingtitutions that use payabl® through ¢hecks hecause the
uparational apd pisk probleme for their checks wonld remain.

List of Subjects in 12 CFR Pary 223

Banks, banking; Federal Res¢rve System.

Par the reasond set out in whe preambie, 12 CFR Part
22% ia propused to by amended as follaws:
PART 229 ~- AVAILABILTPY OF FUNDS AND COLLECTION OF CHECKS

1, The authorlty citation for Part 129 coniifues to
read as follows:
Aothority: Title VI of pub. L. 100-B6, 101 stat. 552, 635,

12 U.5.C. 4001 et seq.

2. In § 229,36, vhe heading is revised and & new
paragraph (e} is added to redd aa follows:
& 229.36 -- Presentwest and issuvance of checks.

. - . - "
te) Issnance of payable thraqugh checks. A bank that arranges fu:
checks payable by it to be payable through another bank shall
require that the following information be printed conspicuously
on the face of &ach check:
{1) the name, location, and first four digits af the

nine-31git routing number of the bank by which the check is
paYabler and
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(2) the words "payshle through™ followed by the hame and
louastion of the payahle through bank.
This provasion shall ke etfective February 1, 1991, ang aiter
that date bankse thar use payable through arrangements mysc
require thelr cuttomers to %o checks that meet the reguirenenta
of this provieion.

3, 1In § 229,.3k, paragraph !d] (8 redesignated 3s
parcgraph 1d) {11, 4 new heading le added to paragtaph (d), and &
new paragraph (3) [3) is added to read as follows:

§ i2%.38 Liabiliry,
{d) Responsibilaty for certaip aspects of checks

y e ox

(2] Responaibility for payable throngh checks. 1u the cake
wi a vhegk that is payable by 2 bank and payable thzough a paying
bank located in a different check processing region than the bank
by which the check 1s payable, the bank by which cle ¢heck i
payable i responsible for demages under pearagraph (al of thie
seation, to che extsnt that the check i not returned to the
depositary bank through the payable through bavnk ss quickly ek
the check would have been required to be retursed under
$ ¢29.30(a) had the bank by which the check is payable --

[i) receivaa the check ag paying bank on Lhe day ¢he

payable throughk bank received the check; and
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{iil returned the check as paying bank in aecordance
with § 229.30{a) {27,
Responsibility under this paragraph shall be rrezted as
regligencs of the bank by which the check is payable for purposes
ot parayreph ic) of this section.
- B . -
4. Appendix £ -- Commentary to Part 229 is smepded to
read as follows:
a. Section 2:5.36 is amended by revising the heading and
adding a Rew paragraph (e).
Appendix T —~ Commentary
. - . = ~

Bectich 2¢9.36 Presentment and iswwance of checks

" * . . *

{e) _iwsuance 5f payable thipugh checks.

If a bank arranges for checks payable by it to ba
payable through another bank, it sust reguire its customers to

use checks that contain conspicuously on their face the name,

location, and fizst four digits of the -digit routing nember
of the benk by which the check is payable and the legeng "payable
through® followsd by the name and lecatich of the payable through
bauk. The first four digits of the pize-digit routing number and
the location of the bank by which the check ig payakle most be

associated with the same check processing region. <{This section

dows not :ffact § 228.36{(b).) The required information ip deemed

£9
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conspicuous if it ie printed 1n 4 type size pot smaller than
six-point ©ypw anmd it 1%t is contained in the title plate, which
in located in the lower left quadrant of che oheck. The requared
information may be consplcucue if it is located elsewhere on the
check.

1f o payable through check dues not mest the
requiréments of thie pazagraph, the bank by which the check is
payable may be lialle to the deppsitary bank ae ethers as
provided in § :£9.38. For ekample, a bunk by whigh a payable
through check i payabie could be liable to a depositary bank
thet swifers a loss, such as lovt intercst or liability under
Snbpart B, that would not have ogouryed had the check met the
reguirements of this paragraph. The bank by which the chack im
payable may be liable for additional damages if 1t fails to act
in good faith.

L. Section 129.28 is amended by redesignating the first
three paAragraphs of paragraph (d} ae gavagraph f8) i1); by adding
a new heading to paragraph {d); by udding a nev¥ paragraph (dl iz}
to follaw newly redesignated paragraph (d) i1}; and by révising
the laet paragraph of paragraph (d) to rcad as follows:

Section 229.38 Liabiliey

" . . . .

(dj PResponsibility for certain aspects of chegks
(1) * - *

- §3 -

{2} Responeibility for payable thiopgh ... k&, *his

paragrpph provides that the bank by which a payable through check
is paysble is liable for damages under paragraph (a} of this
seftion to the extent that the check is net returhed through che
payable through bank as guickly aB weuld have been negessary to
me¢t the reguirements of § 225.30(a} {1} (the 2-day/4-dmy test
had the bank by which it is payable received the check as paying
bank on the day the payable through bank received it. The
lecation of the bank by which a check is payable for purposes of
the 2-day/4-day test may be determined fyom the location or the
fipst four digits of the routing number af the bank by which the
check 1s payable. Thie information should be stated on ths
check. (See § 229,36{e} and accompanying Commentary.)
Responaibility wnder paragraph 1d) i2) does not include
responsibility for the rime required foxr ghe forward colledtion
wf & check to the payable through bank.

Generally, liebility under paragraph (d){Z) will be
limived in amount. Under § 229.33{a), a paying bank that returns
a cheek in the amount of $1,500 ox more must provide notice of
nonpayment to the depGsicbry bank by 4:00 p.w. on the secend
business day following thé banking day on which tha check is
presented to the paying bank. FEven 1f & payable through chéck in
the amcunt of $2,500 Ar more 18 not returned through the paysble
throvgh bank as guickly as would have been rsquired had the check

been recgived by the benk by which it 1w paYable. the depositary

[£:]
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bank should not suffer damages unless it has not received timely
potice of nompayment, Thus, ordinarily the bank by which &
peyable throwygh check is payable would be liabla undeér paragraph
fa} only for checks in amounts up to $2,500, and the paying bank
would ba resppnsible for notice of nonpayment for checks in the
amount of %2,500 or more.

Responsibility under patagraphs (4} i1} -and {4} {2} ie

treated am nagligende for comparative negligance purposes, and

g9

the contributico to damages under paraqgraphs (d) {l1 and (47 (2} is
treated in the same way ad the degree of negligence under
paragraph (¢) of thia eectian.

By order of the Board of Governors of the Padersl

Regerve System, July 28, 1989,

{SIGNED) Jempifar 1. Jones

Jennifer J. Johnson
Apaoglate Sacrasary of tha Board
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Senator Sarsangs. Thank you very much, Mr. Chairman.

In view of the number of members that are here, I think we will
do a 7-minute round, and then we can ¢come back and do a second
round if members still wish to proceed, and I would ask the staff to
time us on that.

Mr. Chairman, I gather that while you've left the ranges for
monetary growth at the same figures as before, as I understand it,
what you're indicating is that you hope however to have growth at
levels within the range higher than they have been heretofore; is
that correct?

Chairman GrEENSPAN., You mean heretofore meaning so far this
year?

Senator SARBANES. Yes.

Chairman GrEENsPAN. Yes. In fact, both M2 and M3 are now
within the ranges, and we expect them to stay there for the re-
mainder of this year.

Senator SarBanNES. You hope to have them not at the low end of
the range, [ take it.

Chairman GreEnsean. I would think not. My impression is that
they will move toward the center of the range. It's difficult to fore-
cast, but they could conceivably go above the center of the range.

Senator SARBANES. There are some who take the view that our
economy does not function very well at low growth rates and that
in fact sustaining a positive rate of growth under 2 percent without
slipping into a recession is very difficult to do.

QUARTERS OF GROWTH UNDER 2 PERCENT

First of all, 1 would like to ask you how many quarters of growth
under 2 percent do you anticipate?

Chairman GREENSPAN. It's very difficult to forecast, Mr. Chair-
man. It should occur through a good part of the forecast period if
one takes as the standard the forecast of the FOMC. But I don't
think we can forecast to a level of even one percentage point with
great accuracy. My impression is that we wiil be slow for a period,
but that we will pick up at some point. I would hate to designate
when that point might be, because I don’t think we can in all rea-
sonableness.

Senator Sarsangs. Looking back historically, has the 11.8, econo-
my ever experienced a prolonged period of very slow growth with-
out slipping into a recession?

Chairman GReEeNsPAN. I don’t think so. And [ think the reason
for that is largely that in past periods when we start to slow up, we
slow up in the context in which the markets expect that the econo-
my will continue to move ahead. That does induce a significant
backing up of inventories and usually leads to the classical invento-
ry recession which has been so characteristic of our past history.

It seems at the moment that inventories are in much better
shape than they typically are both with respect to levels and with
respect to growth, and while there is very minor evidence that in
certain areas of the economy there has been some backing up, in
general that has not been the case. I think that the expeciation of
continued slowness has had the effect of adjustments occurring
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before an unanticipated build-up of inventories or imbalances
oceurs.

But I would certainly say that a necessary condition to keep a
moderate growth path in place is that the markets generally
assume that will be the case because if they assume significant ac-
celeration and it doesn’t occur, then the economy would back up
and turn down. At the moment that does not appear to be the case.

ECONOMIC SUMMIT CONFERENCES

Senator SarBaNgs. Do you think the Central Bank Governors
ought to be present at the Economic Summit Conferences?

Chairman GREENSPAN. You mean the one that was in Paris?

Senator SARBANES. Yes.

Chairman GREENSPAN. We never have been. I was at the first
Summit, in fact the first two Summits, as Chairman of the Council
of Economic Advisers. It has essentially been a vehicle by which
the President, the Secretary of the Treasury, and the Secretary of
State have carried the position of the U.S. Government.

I can argue on both sides of that. I think that I see no need for
Governors, Central Bank Governors to be there. We do, of course,
meet with the Finance Ministers in the regular G-7 meetings and,
as best as I can judge, all that is required with respect to coordina-
tion occurs at that point.

Senator SarBaNgs. Well, the Summits actually are getting more
and more away from economic issues. This Summit in fact, the first
communique dealt largely with political issues, and the major com-
munique was devoted a third or more to environmental issues. And
there is a real question about, and we may change the purpose of
the Summits, and then we shouldn't call them Economic Summits,
but I guess the question is if they are to be Economic Summits, and
given the importance of monetary policy, whether having the
World Central Bank Governors also present wouldn’t contribute to
maintaining that focus.

Chairman GREENSFAN. It is possible, Mr. Chairman. All T can say
to you is that I don’t feel strongly one way or the other about it
because I think that we get our input in, as is necessary, as a
group, through the regular G-7 meetings.

Senator SarBaNes. The IMF projected in April that the U.S. cur-
rent account deficit would expand from $135 billion last year to
$139 billion this year and $154 billion next. This projection was
made before the recent rise in the dollar, If the dollar remains at,
its present level, what do you believe will happen to the 1.8, trade
and current account balances this year and next?

Chairman GRrREENSPAN. It’s fairly clear that the strength in the
dollar has slowed the adjustment process. I don't think it has ter-
minated it. I still think that there is considerable momentum in
the export markets. We still have unfilled orders for exports rising,
which means that new orders are coming in at a rate above the
actual shipments. That in a sense, says that the increase in the
value of the dollar has not significantly inhibited our exports just
yet. It is true that they have slowed from their pace of advance in
1988, but they are still fairly significant.
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My view is that the adjustment process has to continue and 1
think wiil continue perhaps after some pause, as I have indicated
in earlier periods, but ultimately I think the deficit will start to de-
cline again, and my best guess is sometime next year in a signifi-
cant way.

I think we have to be careful to remember that there is more in-
volved in these adjustment processes than strictly the issue of ex-
change rates. The real fundamental adjustments have got to occur
with respect to the basic saving and investment balances, and
clearly the growth rates of the United States relative to our trad-
ing partners is a very significant factor in these adjustments.

So in summary let me just say that I would expect perhaps not
much in the way of movement in our trade balance in the months
ahead, but probably starting to continue to improve again after the
very dramatic improvement in the first half of 1988.

Senator SARBANES. Let me just ask this final question. Given the
very large borrowing that is associated with these continuing large
trade deficits, what does it portend for U.S. financial strength in
the world economy and the role the United Siates can play in re-
solving international economic problems?

Chairman GrReEEnspan. Well, Mr. Chairman, I think it's fairly ap-
parent, despite the very large increage in external claims on the
United States, almost all denominated in dollars, that that has not
deterred the desire on the part of portfolio holders around the
world to continue to increase their dollar holdings.

Senator SarBaNES. Has your policy at the Fed been constrained
by the need to keep the U.S. attractive to foreign lenders?

Chairman GREENSPAN. No. [ would say that while obviously we
watch what the exchange rate is doing and its effect in the interna-
tional markets, it is only when we view it as having a major
impact on domestic economic activity or inflation that we believe
that American economic policy need address the exchange rate in a
significant manner.

Senator SARBANES. Senator Heinz.

Senator HEINZ. Thank you, My, Chairman.

Chairman Greenspan, first [ would like to compliment you for
your testimony at the bottom of page 14 and the top of page 15 for
the most articulate expression of why this country and why you or
whoever sits in your chair must do a very good job of fighting infla-
tion. I think you have done the best job I've ever seen or heard
anyone do expressing more articulately the pernicious effects that
inflation can exact, particularly in a democracy like ours, and I do
commend you for that.

Chairman GreenspAN. Thank you.

Senator HEmnz. You also, of course, point out quite correctly that
you don't want to win the batile and lose the war, by which I mean
kill inflation and kill the economy at the same time. You describe
that as a delicate balancing act, and so it is.

You indicate that over the long term, and here I cite page 12,
that fundamentally what will be required for this country to con-
tinue to grow and grow in real terms is to enhance investment and
have a higher national savings rate, and you say that most inter-
estingly, that improvement in our international payments position
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is going to require productivity enhancing investment and a higher
national savings rate.

Now one of the things you say we should do is reduce the federal
budget deficit, which certainly we agree with, but what else should
we do besides that?

Chairman GREENSpan. Senator, when we finally get beyond the
immediate problems of the savings and loan difficulties, and when
hopefully we get our budget deficit resolved sooner rather than
later, it’s important that economic policy in this country focus on
what is the most efficient element in our system, namely, an ade-
guate level of saving.

SAVING RATES DEFICIENT

We at the Federal Reserve and I think other agencies of Govern-
ment—the Council of Economic Advisers and the Treasury Depart-
ment—obviously are beginning to look at the process in a manner
which interfaces with potential policy. We are relooking at the tax
incentive effects and we are looking at the structure of our mar-
kets to try to understand why is it that our saving rates are cur-
rently so deficient when it has not necessarily been so in America’s
past.

On the contrary, in fact, between the Civil War and the World
War I our saving rates were the highest in the world. So there is
nothing culturally built into our society which requires that.

Senator HEinz. Unless you think this country has changed.

Chairman GRrREENsPaN. Unless it has changed, which 1 doubt, I
mean 1 don't think it has changed enough to suggest that we
cannot restore the levels of saving that has characterized this coun-
try in earlier periods.

So while I can’t address your question in a confident manner at
the moment, I should hope that within a reasonably short period
those of us who are looking at this process will be coming to the
Congress to offer suggestions which might be helpful,

Senator Heinz. Do you anticipate doing that this calendar year?

Chairman GrreeNspaN. 1 frankly don't know. 1 will say to you we
are looking at the problem now, but my impression is it’s probably
more for the 1990 legislative period.

Senator HENz. Well, let me encourage you, Chairman Green-
span, to do so. As you point out, we will be dealing with the next
budget cycle early on next year, and it sounds to me like you hope
to have something to us before we begin deliberations on the Presi-
dent’s next budget and I hope that’s true.

Chairman GreeEnspan. All [ will say to you, Senator, is it is a
very difficult problem. It's one which has exasperated economists
for a number of years, but we will endeavor to do so.

Senator Hrinz. That sounds only fair after all the exasperations
that economists cause for everybody else, Mr. Chairman.

SOCIAL SECURYTY TRUST FUNDS

But let me ask you about a specific issue. Right now the Social
Security Trust Funds are generating annual surpluges in the neigh-
borhood of, for fiscal year 1990, for example, around $70 hillion
excess revenues over expenditures. Being the Chairman, as you

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



70

were, of the National Commission on Social Security Solvency, you
well know that the purpose of having those annual surpluses was
t0, in effect, to have a reserve that would be sufficient to help pay
the benefits for the baby boom generation when they retire without
having o increase payroll taxes to unaffordably high levels.

Unfortunately, Congress is now treating that income, that sur-
plus income, as if it is deficit reduction. It is used to reduce the cal-
culation of the budget deficit and in the Gramm-Rudman-Hollings
numbers.

Clearly, if we continue to do that, we will report a string of
budget deficit numbers that is lower than the string of increases in
the Federal debt because we will be writing, in addition to the
usual pieces of paper that says I, Uncle Sam, owe you, the public, a
lot of money, we will at the same time be writing the Social Securi-
ty Trust Fund an increasingly large number of similar pieces of
paper, and the only difference is that it will be the Social Security
Trustees who hold the paper rather than the general public

It seems to me that there is an outstanding opportunity for the
United States to increase its saving rate if we would stop the prac-
tice of spending the annual Social Security surplus ag if it was defi-
cit reduction and in fact we actually saved it,

Now that would mean that by 1993 under Gramm-Rudman if we
do our job we get down to a zero deficit. If we did not spend that
money as we are now, we would actually be running in aggregate
terms a surplus, and it would be a modest surplus. It would be
under a hundred billion dollars a year.

My recollection is that the National Economic Commission dis-
agreed on everything except one thing. The one thing they agreed
upon is that we shouldn’t spend the Social Security Trust Fund re-
serves like we are now.

My question to you is this. First, do you agree with the National
Economic Commission and then their membership on that point
and, second, since some people say a surplus is deflationary and
can slow down the economy, is that true and, to the extent it is
true, how do we deal with that?

Chairman GreenspaN. Well, Senator, let me answer the second
question first.

In today’s environment it’s credible to me that a surplus, and
hopefully a chronic surplus, in our unified budget account would be
deflationary. Obvicusly the British at this particular stage have a
very large surplus and there is no evidence that that in fact, in and
of itself, has been deflationary. It need not be and shouldn’t be.

Senator HEimnz. Is the other side of the coin, that deficits need
not be inflationary and it depends how you finance them? If you
finance them by printing money, they are inflation, and if you hold
the line on credit, they are not?

Chairman GREENSPAN. It depends, in part, on a number of other
facets of what is going on in the economy. Very specifically, be-
cause our private saving rate is low, were we to add to the aggre-
gate national saving rate, the saving coming from the Federal Gov-
ernment, that would not be a level of saving which would be so in-
ordinately large as to cause, as economists like to say, fiscal drag
on the system.
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Senator Heinz. So we should look at the aggregate amount of
saving and not just what the Federal Government is doing?

Chairman GreeNsPAN. Exactly.

Senator HEiNz, The same way as we should look at the aggregate
amount of debt.

Chairman GREENSPAN. Yes. It iz the same issue from different
sides. The problem that exists with respect fo the Social Security
surplus issue is not the desirability of saving it. In fact, saving it
all would be highly useful to the American monetary policy.

There is a technical problem which causes me concern and leads
me to the worry that Congress would not be able to hold to that
position. That is the growing and, by the year 2000, very large in-
tragovernmental interest payment from the U.S. Treasury into the
Social Security Trust Fund. A very substantial part of the accumu-
lated Social Security surplus, say by the year 2010 or 2015, turns
out to be that interest payment, an interest on interest.

As a consequence of that, if one looks at this tremendous in-
crease in the annual Social Security surplus and with a very large
and growing part of that being interest payments from the Treas-
ury, the other side of the same process is that there is a growing
acceleration of interest payments from the Treasury to the Social
Security Trust Funds, which when you consolidate them washes
out and doesn’t appear in the numbers.

So what concerns me is that that acceleration of interest, the in-
tragovernmental interest would make the non-Social Security defi-
cit increasingly large and very difficult to handle, and I'm fearful
that were that to occur, we would then abandon the whole process.

So I would be inclined to try to find a means by which if we are
going to literally save parts or all of the Social Security surplus,
which I think is highly desirable, that we keep in mind that other
process and make certain——

Senator HEinz. The net interest problem.

Chairman GREENSPAN. Exactly, and make sure that we don't get
upended by this extraordinary accounting process that would be
going on.

Senator Hrinz. That strikes me, if the Chairman, and I see the
red light is on, will permit me, that strikes me as a question of
management accounting for the Congress to consider, not that
that's our strongest field, mind you, but I don’t think that with the
brain power that we've got that that problem need sink the ship. It
setlems to me to be a solvable, if not necessarily facile problem to
solve.

Chairman GrReENSPAN. Yes, and one solution is to save the non-
interest part of the growth in the Social Security Trust Funds.

Senator HEINZ. Yes.

Thank you very much, Mr. Chairman.

Senator Granam of Florida [presiding]. Thank you, Senator.

Following the rule of first-come/first-question, it is now my op-
portunity to question.

I am going to ask questions in three areas. One is the savings
and loan issue, second is the Third World debt and, finally interna-
tional interest parity.

Starting with the first question, in February of this year we had
a discussion on the administration’s projections as to how much the
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savings and lean industry could contribute to the bailout plan, spe-
cifically as to whether the projection of a T-percent deposit growth,
which was assumed in the administration’s projection, was realis-
tic.

In your testimony today you state on page 6 that FSLIC insured
institutions began losing deposits at a significant rate. These depos-
it withdrawals were particularly strong in the first quarter of this
year.

Based on the history that has occurred since February, do you
have any further comments as to whether you believe a 7-percent
deposit growth rate is a reasonable expectation for the savings and
loan industry?

Chairman GreENspaN. Mr. Chairman, it clearly is on the high
side, but I wouldn’t necessarily say that the experience that we
have had in recent months in any way alters the probability of how
that growth will emerge. It's fairly clear that until we have gotten
through the problem of reconstituting a number of these associa-
tions and restoring the confidence that we believe consumers will
again have in thrift institutions, until that is done, it’s not easy to
see what track of growth will occur in those institutions.

While 7 percent is probably on the high side, it is technically
achievable, and I wouldn’t automatically rule it out.

It is certainly true that if you lower that assumption, you get
somewhat different assumptions about the sources and uses of
funds with respect to the so-called bailout, but 1 don’t think they
are of an order of magnitude which concerns me greatly.

Senator GRaHAM. The consequence of lowering the expected rate
of growth of depository insured funds within the savings and loan
industry is to reduce the level of contribution which the industry
can make toward the bailout and therefore increase the portion of
the bailout which will be paid by the taxpayers; is that correct?

Chairman GrEENsPaN. That is correct, Mr. Chairman.

Senator GRanaM. Given what has in fact cccurred to the indus-
try over the last 3 to 4 quarters, which has been a decline in depos-
it base, what percentage increase would be required for the next 3
or 4 years in order to recapture what has been lost and accelerate
to the average of the 7 percent upon which the industry contribu-
tion is currently predicated?

Chairman GREENSPAN. If I may, Mr. Chairman, I would like to
put that in the record because 1 don’t recall offhand exactly what
the percentage change is to bring us back to the long-term level
projected in the official document but 1 will submit that for the
record.

[Chairman Greenspan subsequently submitted the following in
response to a question frotn Senator Graham:]

In view of the decline in total deposits at FSLIC-insured institutions over the last
several quarters, deposit growth would have to accelerate to roughly a 9-percent

rate over the next 3 or 4 years in order to lift growth to a 7-percent average from its
September 1988 base,

FINANCING OF THE S&L BAILOUT

Senator Granam. One of the consequences of an understatement
of what the industry can contribute and therefore an increase in
what the taxpayers’ contribution will be would be the potential
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that the level of taxpayer contribution which is contemplated in
the current Conference Committee report will be deficient and we
would have to have another round of taxpayer contributions to-
wards the overall financing of the bailout.

In that context, I would like to go to the question of the most
appropriate means of financing the taxpayers’ portion, and specifi-
cally whether it should be paid through some immediate or rela-
tively short-term contribution, such as a proposal that was voted on
in the House of a short-term tax increase in order to immediately
finance the taxpayers’ portion, or if we go to a longer-term provi-
sion, whether it should be financed through direct Federal borrow-
ing or through the use of an independent agency.

You have recently written to the Congress recommending the
third approach, which is the use of an independent agency. Could
you assess, particularly in the context of the possibility that addi-
tional taxpayer financing will be required in part due to the slower
than anticipated growth of the S&L industry deposits what you
think the ramifications of those three approaches would be, and a
further explanation of your preference for approach No. 3.

Chairman GREENSPAN. Mr. Chairman, let me repeat what I be-
lieve I said in an earlier meeting of this committee. We don’t know
exactly what the actual cost of the so-called bailout will be. We
know within a rough approximation, more than adequate to know
the form of the legislative structure that should be instituted, and I
must say that I helieve that the general configuration that has
come up in the Senate and in the House does meet the require-
ments that I envisaged for financing and restructuring the indus-
try.

Even if we knew exactly what the cost would be, it wouldn't help
us. We are going to have to relook at this issue in a couple of years
to fine tune it, either reducing or increasing the commitments that
would be involved. And it is not only the rate of growth in thrift
deposits which affects that estimate, but perhaps a far greater ele-
ment will be whether or not the underlying losses that are current-
ly estimated are larger or smaller than anticipated. So we really
will not know until a later time. So I merely suggest to you that
how that is met is something which we probably will not know
enocugh about for at least a year and maybe 2 years.

I originally and continue to support the so-called off-budget
means of financing, the one embraced by the full Senate. The
reason is wholly an issue of Gramm-Rudman-Hollings and fiscal re-
sponsibility and has, of course, nothing whatever to do with the
savings and loan issue per se.

My basic concern with the on-budget with exemption alternative
is not whether it is on-budget or off-budget, but it’s the exemption
process itself which I am fearful could become too general and used
in a variety of other vehicles of financing which would ultimately
break down the Gramm-Rudman-Hollings process.

1 obviously could not have that ohjection, and technically do not
on the question if one wanted to finance the whole savings and
loan thing with taxes. I don’t think it's a practical thing to do, and
I'm not supportive of it, but it would not be an issue of a Gramm-
Rudman-Hollings exemption.
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It is far more difficult to replicate the off-budget alternative, as 1
see it, and, hence, far more supportive of budgetary discipline im-
plicit in Gramm-Rudman-Hollings. In addition, of course, it does
lock in the thrift industry’s contributions to the bailout process,
which would be somewhat more difficult with the so-called on-
budget exemption procedure.

Senator GRaHAM. One final question. A concern which is implicit.
in your letter of July 12 and the comment that you’ve just made is
that the capital markets would respond adversely to what would be
appear to be a weakening of our resolve to achieve budget balance
and discipline.

What would be the principal specific indicators of that adverse
market reaction that you would point us to, particularly in the
period of the last week since the Conference Committee has decid-
ed to recommend to the full Congress an on-budget approach to fi-
nancing the S&L bailout?

Chairman GreensraN. I think the issue is not so much the spe-
cific choice that would affect the markets, but it’s the concern that
would emerge if it was perceived that fiscal responsibility was
breaking down in this country.

I think the progress that has been made in recent years in bring-
ing down the budget deficit has been a marked factor, an impor-
tant factor in the reduction in long-term nominal interest rates. 1
would look for signals which somehow suggested that there was a
disaffection within the financial markets both domestically and
internationally.

Senator GranaM. And have there been any signals that you
would point us to?

Chairman GREENSPaN. Not to my knowledge at this stage. There
is still confidence that we are moving toward a fiscally responsible
reduction in our deficit.

Senator GranaM. Senator Mack.

Senator Mack. Thank you.

Again, welcome, Mr. Chairman,

In the last 5 or 6 years or so0 we have, the Congress and the coun-
try have pretty much focused on fiscal policy deficit reduction tax
policy spending as a percentage of GNP.

I believe we are at a point where we need to focus on monetary
policy, the direction towards zero inflation and low interest rates.
A sustainable long-term growth that will lead us into the 21st Cen-
tury I think is important, and for that reason I commend you on
refocusing our attention on meonetary policy and in difficult times
are willing to take the heat in order continue that policy of reduc-
ing inflation.

I know that in the past you have said that we can’t focus solely
on the M's engaging monetary policy and that we ought to pay at-
tention to what the markets are telling us as well, commodity
prices, currencies, bond prices and even gold. We have seen recent-
ly, for example, the gold price over the past 1'% years declining from
roughly 480 to below 37h, and commeodity prices have begun to be
reduced.

I just would be interested in what are you looking at beyond the
M’s and what are these indicators, such as the ones that I've men-
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tioned, commeodity prices and currencies and bond prices telling
you about the state of the economy?

Chairman GreENsPAN. Well, so far as inflation is concerned, over
the long run I think the evidence unquestionably points to the fact
that inflation is fundamentally a monetary problem. If our goal is
to basically reduce inflation essentially to zero, which has the
effect of bringing real interest rates down to a minimum, then I
think we have to look at the various financial indicators of which
money supply is one and credit and other elements are other fac-
tors.

We have devised a rather simplistic money supply analysis proce-
dure which is one of the things we look at as sort of a gross proxy
which says to us that one can achieve stable prices over the long
run if the rate of growth of M2 is the same as the rate of growth of
the potential in the economy.

Now that is a rough proxy for where we ultimately want to be,
and it’s our belief that if we get there in a stable manner, we will
have inflation to a point where it is no longer acting as a corrosive
force on our society or creating a level of real interest rates that
are higher than we should wish to tolerate.

So far as the economy is concerned, other than inflation, it is our
view that if we can achieve a stable noninflationary environment,
that that is the major contribution that monetary policy can con-
tribute to economic growth. That is not to say that there are many
other elements that are involved. The tax issues and fiscal issues
clearly are very crucially important as is regulation and a wide va-
riety of a number of issues which we have discussed over the years.

But the essential long-term contribution that monetary policy
can make to a stable, growing America with increasing real in-
comes and increasing standards of living is to make sure that we
have a sound currency.

Senator Mack. In your response again you talked about guantify-
ing I guess monetary growth as kind of the target that we're shoot-
ing for, but didn’t respond to the other indicators I guess that I
raised. I mean does that provide you with information as to wheth-
er yoau're on target or not on target?

Chairman GREENSPAN. In the short run it clearly does. The
extent to which various elements in the economy are exhibiting ex-
cessive speculative pressures or compression does tell us what types
of demands are going to be put on the financial system and, hence,
what type of inflation pressures will ultimately emerge as a conse-
quence.

MONEY GROWTH LINKED TO INFLATION

Senator Mack. In stating that monetary policy or money growth
clearly is linked to prices, is it fair to say that the growth in the
money supply, and I've forgotten the specific dates, but in 1987 and
1988 fueled the inflation that we experienced earlier this year or
that we're experiencing now?

Chairman GreenspaN. Well, there are some who would argue
that the excess growth in money supply in 1985 and 1986 have
done so. 1 think it's an arguable point, but clearly there is some
spillover from rates of growth which are too high into the price
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level, if they start from a point in which the level of money supply
is excessive. It's not only the rate of growth that is relevant, but
the level from which that acceleration occurs, according to ocur
studies.

Senator Mack. Do 1 draw from your earlier response that the ob-
jective then of the Federal Reserve with respect to money growth
would be somewhere in the 2 to 3 percent range, and I'm talking
about long term?

Chairman GreeNsPaN. [ would say ultimately yes. The target
ranges that we view would ultimately be brought down into that
range if we are committed to achieve a stable price level.

Senator Mack, Just me just raise one additional question, and
again it goes back to your indicating the relationship between
money and prices is without question, and we have already talked
about again trying to quantify money growth is difficult, or the
money supply is difficult.

There was a lead article in the Wall Street Journal editor page
on June 29 by John Mueller. He argued that worldwide measure of
the supply of dollars, which he calls the world dollar base, is more
important in predicting U.S. growth and inflation than the domes-
tic money supply numbers.

Did you happen to see that or are you familiar with that argu-
ment, and what is your response to it?

Chairman GREENSPAN. I am. I think it’s an intriguing argument.
The problem that I have with it is it doesn’t work as well as one
would think it did. Most of these money supply relationships work
over the longer run and have not been very useful as indicators
over the shorter run.

I mean, for example, a comparable notion is that the exchange
rates should be a function of the ratio of the money supplies of the
two different nations whose currencies are involved, and one would
argue that obviously the more money you create of say dollars
versus ven, the weaker the dollar should be. The trouble is the
numbers don’t work out that way, and I would say similar things
with respect to that particular concept.

It is an interesting notion, and 1 think one should look at the so-
called dollar base, which includes the dollar holdings of the Central
Banks around the world as well as numbers in our domestic
system, but I think you have to be terribly careful not to read too
much into them as an indicator of what the world is all about.

Senator Mack. Thank you, Mr. Chairman.

Senator GraHAM. Senator Shelby.

Senator SHELBY. Thank you.

ON BUDGET/OFF BUDGET FINANCING

Mr. Chairman, you've talked about it before, about on-budget and
off-budget financing, and 1 believe, as it has been alluded to here
today, that's going to be a fundamental question that we're going
to have to face first whether we're going to waive the Budget Act
in the Senate regarding the savings and loan financing, on budget/
off budget.

I have my colleagiie from Texas here, and I'm sure we’ll talk
about it. He talks about it and does it well.
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Let's talk about on budget/off budget and the growth of off-
budget money in borrowing. It seems to me that whether it’s on
budget or off budget basically, that the money is being borrowed
from a market out there, partly our savings, but not enough as you
say, and rightly so, and partly the savings of the Japanese and the
Swiss and the Germans and others in international markets.

But no matter what happens, if it’s on budget or off budget,
whether it's a savings and loan situation or anything else, that
money is out there and it’s capital that has to be raised somewhere
in the market, am I correct on that?

Chairman GReENSPaN. Yes, Senator.

Senator SgersY. OK. What is the downside, the real downside of
putting this on budget versus off budget, and I'm talking about the
savings and loan bailout, is it more political than economic, or is it
some of both?

Chairman GrREENSPAN. Well, remember that the crucial issue of
on budget is an on-budget with a Gramm-Rudman-Hollings exemp-
tion. That’s crucial.

Senator SueLBY. | understand that.

Chairman GreeNspaN. It's the exemption which is the problem.

Senator SurLey. But is that exemption political in nature or eco-
nomic or some of both?

Chairman GREENSPAN. It’s political.

Senator SHeLsY. It's political and not economic?

Chairman GREENSPAN. Yes, that’s correct. The sole concern that
I have with respect to this issue reflects the maintenance of the
Gramm-Rudman-Hollings process which, aside from all its faults,
has turned out to be the one mechanism that we have in this coun-
try to maintain fiscal discipline, and that is a political process. And
to the extent that we undercut that, we are undercutting the via-
bility of the financial system and economic stability in the future.

Senator SHELBY. Is a central question there whether Gramm-
Rudman is a steel band or perhaps a rubber band?

Chairman GreeNspAN. I'm concerned that it may be no band.

Senator SueLBY. No band. If it’s waived and continues to be
waived, it would be meaningless as a major thrust?

Chairman GreeNspAN. That is my major concern, Senator.

Senator SueLBy. But going back to the off budget, how much
money within certain figures, and I know you probably don’t have
it before you, have we borrowed, cur agencies have borrowed off
budget? How much money is owed off budget? I know there has
been phenomenal growth there.

Chairman GREENSPAN. My recollection is that the so-called feder-
ally sponsored credit agencies, which are essentially off-budget
items, are something under a trillion dollars.

Senator SHeLBY. Under a trillion?

Chairman GreeENsPaN. Yes, but not as much as I would like it to
be. I think that’s correct, 900-and-some odd.

Senator SgELBY. Can you furnish that information for the record
and to this Senator.

Chairman GREENSPAN. Yes.

[Chairman Greenspan subsequently submitted the following in
response to a question from Senator Shelby:]
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As of the end of the last fiscal year, the federally sponsored credit agencies had
about $330 billion of debt outstanding. In addition, two of the agencies had issued
$388 billion of mortgage pass-through securities on which they had guaranieed the
interest and principal. Adding the value of the pass-throughs to the direct debt of
the agencies—and then subtracting the $55 billion of assets held by the sponsored
agencies that were either insured directly by the Federal Government or were debt
obligations of the U.8. Treasury-—yields $663 billion, which is OMB’s measure of
spongored-agency debt outstanding. In addition, the Federal Government had an-
other $550 hillion of guaranteed loans outstanding, resulting in a total of over $1.2
trillion of federally assisted debt.

Senator SHELBY, So you say it's under a trillion dollars, and then
our own budget is 2.87

Chairman GREENSPAN. Well, actually, no. The on-budget is mod-
estly over two net, meaning excluding the public debt that is
owned by the U.S. Government itself in its various trust funds.

Senator SHELBY. Let me get into another aspect of financing
while I'm here and we've talked about it, and you've talked about
it every time you've been before the committee, and I think rightly
so, dealing with our fundamental problem of lack of savings. In
other words, with the lack of savings in this country, we have to
lock ocutwardly to finance our deficit, which is a problem.

When we did we first start financing a lot of our deficit from
international sources in recent times?

Chairman GreEnspaN. That last phrase did change my answer,
Senator, because obviously we've financed a goodly part of our 19th
century investment——

Senator SHELBY. Sure, I know that. I'm speaking in recent times,
and let’s say in the 1980’s. Until 1280 were we able to internally
finance our deficit by our own savings?

Chairman GreENsPAN. Yes, We did not reach a current account
deficit until recent years.

Senator SueLBy. And what is that current account deficit now
roughily?

Chairman GrReENSPAN. Well, it's obviously well over $100 billion.

Senator SHELBY. And growing, it is not?

Chairman GrREENsPAN. No, I don’t think so.

Senator SHELBY. Do you think it’s receding?

Chairman GREeNSPAN. I think it will recede some.

Senator SHELBY. And do you attribute some of that receding to
the Gramm-Rudman discipline measure that the Senator from
Texas has authored and tried fo keep in line, some discipline?

Chairman GREENSPAN. It's conceivable, but my concern rests
upon reducing the Federal budget deficit. My concern is essentially
the shortterm Federal Government deficit and its effect on the fi-
nancial markets and its effect on long-term inflation in this coun-
try and very specifically its relationship to the savings and invest-
ment balance. The major problem with our deficit is that it has
subtracted from our domestic saving and made it very difficult for
us to maintain productivity enhancing capital investment.

Senator SHELBY. Does that run up the cost of our capital invest-
ment, too?

Chairman GrEENSPAN. In one sense you could say that the cost
of capital is higher, meaning not the prices of the capital goods, but
the real cost of capital is higher because that Federal Government
deficit is higher.
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Senator SHELBY. Last, as the captain of the big rig out there, the
economy and being the guardian of the economy, how is the soft
landing coming along? It looks good now. Is it going to make it?

Chairman GreENSPAN. Well, I'm observing the phenomenon.
Clearly the information we have to date has been favorable. I think
we will make it, but I've been in the forecasting business for much
too long to——

Senator SHELBY. You've been very good at if.

Chairman GrReENSPAN. Well, perfection is something to which we
strive, but don’t manage to achieve, and I think policy is on the
right track. I think that what we are doing is the correct thing,
and what we have done I think is the correct thing. I think we
have succeeded in diffusing inflationary pressures and I think we
have been correct in backing off as we have.

?engtor SHELBY. By policy are you referring to the monetary
policy?

Chairman GreEeNsPAN. Yes, I'm talking about monetary policy
only. Whether that achieves the ideal configuration of economic ac-
tivity that we are seeking, I think is not yet evident, and we really
will not be able to know the answer to that question until well into
next year,

Senator Suerpy. My time has expired. Thank you.

Senator SASSER [presiding]. Senator Gramm.

Senator GraMM. Thank you.

Mr. Chairman, let me thank you for coming here, and I hope you
will forgive us if we are like the graduate students who come to get
the old professor to give them what the right answer is. 1 remem-
ber often telling my graduate students when they would get in an
argument that I wasn’t sure what the answer was.

WAIVING THE BUDGET ACT

But I want to go back and try to touch on the key vote that we
are about to take here in the Senate, and that is waiving the
Budget Act to allow consideration of the Banking bill. Obviously
it’s something, as my mother would say, we have all prayed over.

1 would like to begin by talking about this on budget/off budget,
and I would like to outline very succinctly what I see the two plans
as being composed of, and then I would like to ask your assessment
as we have used the term under the First Bank of the United
States, under the Second Bank of the United States and under the
Independent Treasury since about 1840 which of these two plans
would by traditional definitions be on budget and off budget?

The President’s plan is a plan whereby the industry borrows $§50
billion. They are liable for that $50 billion and they take existing
assets and buy a zero coupon bond which matures in 30 years on
the exact day that the $50 billion note that they are liable for ma-
tures. So they incur a liability which is 100 percent collateralized
by a Government zero coupon bond.

The Treasury agrees over 30 years to pay interest on that note,
and every penny of that interest every day that it is outlayed is
counted as an outlay of the Treasury, is part of the deficit and is
counted under the Gramm-Rudman-Hollings Deficit Reduction
Law. That’s the President’s plan.
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The alternative plan is a plan that says the Government, not the
indusiry, would borrow the $50 billion. Clearly that is an outlay of
the Treasury. So the deficit goes up by $50 biilion. But having done
that, and all interest is paid and all interest is counted on budget
the same as the President’s plan, but having incurred the liability
of $50 billion. Then it says that in essence is a good deficit and we
are not counting it in with that bad deficit, and we are not count-
ing it as part. We'll have it, but we won't count it when we're
measuring whether we are meeting deficit reduction targets.

Now my argument would be that a fully collateralized private li-
ability that is 100 percent collateralized with a zero coupon bond
would never in the history of the United States have been called a
liability of the Treasury or called off-budget financing. On the
other hand, I think saying we have a deficit, but we are not going
to count it, that if that is not the essence of off-budget financing, 1
don’t know what is.

So as I see it, not that these terms have any meaning other than
their sort of PR impact, but it seems to me that it's hard to call the
President’s plan by the traditional definition off budget and it is
hard to call the alternative plan on budget.

Would you give us your views on that issue as a person who has
looked at this thing and looked at the economics of it for many
years.

Chairman GrEgNSPAN. I think one of the problems that I have
with this whole concept is that I would use slightly different crite-
ria for so-called on-budget/off-budget—criteria that have been em-
ployed for many years by the Department of Commerce in the cal-
culation of Federal spending and Federal deficit in the context of
the national income accounts.

The economically significant difference really rests with whether
or not the trend’s action is a financial one and affects the financial
asset and liability accounts of the Federal Government or whether
it affects the purchase of goods and services.

And in the current context, since the liability that the U.S. Gov-
ernment now has with respect to the savings and loan issue is al-
ready there, meaning the full faith and credit of the U.S. Govern-
ment is behind those thrift deposits and those institutions which
have inadequate assets marked to market, in that sense we already
have a Federal obligation. It is a financial obligation affecting the
balance sheet.

What we are proposing to do to substitute for those deposit liabil-
ities is a financial transaction which fills the hole on the asset side
with U.S. Government credit. That item, when it occurs, will not
appear as an outlay, as I understand it, in the national income ac-
counts largely because it will be a financial transaction. It will be a
movement of financial assets and liabilities and, hence, not a so-
called purchase transaction. That is where I think the distinction
critically lies with respect to the issue of on budget and off budget,
and in that respect it would clearly be an off-budget transaction.

Senator GrRAMM. I'm not sure, which one are you talking aboui?

Chairman GrEENSPAN. The financial transaction would appear
off-budget in either respect because it will reflect a financial trans-
action only, as I understand the way the accounts will be made.
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Senator GRAMM. You don’t believe that the borrowing of the in-
dustry full collateralized by the zero coupon bond is a liability in
any sense of the Treasury?

hairman GreensPaN. Well, certainly in a sense that what is in-
volved there is the purchase of a zero coupon bond. It is a liability
in that sense. But I certainly agree with the position you're taking
with respect to keeping it off-budget.

Senator GraMM. So you really see the issue as coming down to
the issue of the kind of precedent you set when you say this is a
necessary deficit and so we are going to do it, but we're not going
to count it toward deficit reduction. Your concern would be the
next week you could do that for nuclear waste——

Chairman GREENSPAN. Yes.

Senator GRAMM [continuing]. And the next week you could do it
for the war on drugs and the next week you could do it for housing.

Chairman GREENSPAN. It's far more difficult to replicate the type
of off-budget financing which you are recornmending than it is to
replicate an on-budget with an exemption. To that extent, and only
to that extent, is tie issue very crucially one of fiscal discipline,
and my concern is that being on budget with an exemption has a
more negative impact on fiscal responsibility than any form of ve-
hicle which would endeavor to replicate the administration’s fi-
nancing vehicle.

Senator GRamM. Thank you.

Senator SassER. Thank you, Senator Gramm.

I want to welcome you this morning before the committee, Mr.
Chairman. In my view, you're testifying this morning at a critical
time for our economy. The economic indicators, in my judgment,
are not good. Economic growth is down to 1.7 percent annual real
rafe, and in June industrial production dipped by 2/10ths of one
percent, vetail sales fell by 4/10ths of one percent and housing and
autos have been down from some time. So the trend is downward.

And when we look at the Fed's monetary policy, I'm pleased to
see that we see some recent easing, three-quarters of a point, and
that's welcome. But we have to look at the three point increase in
rates that began about a year ago and factor that into the overall
effect. There was a lot of tightening over the past year, and over
tiggopast 2 years we have had the slowest money growth since the

8.

Even the distinguished journalist, Alan Murry, of the Wall
Street Journal, is saying that the so-called soft landing that we'll
get if we're lucky is going to feel like a recession to a lot of people,
and one of your colleagues over at the Fed, Martha Seger, is saying
that it's going to be very difficult to land the aircraft in a nice
gentle way. Instead Ms. Seger says we may take a wing off. I hope
she’s wrong, and Ms. Seger has been wrong before.

But from a fiscal perspective the soft landing could increase the
budget deficit by an additional $25 billion, which would be of great
concern to me and I expect to you and most other observers. Obvi-
ously should the economy experience a hard crash landing, we'll
have a severely worsened deficit situation.

Now, Mr. Chairman, the Purchasing Manager Survey was re-
leased just a few moments ago and it points to continued slowing.
The Purchasing Indicator came in a 46, which was below expecta-
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tions, as I understand it, and below the 50 percent threshold for
the third month in a row.

In view of that, and if we get July statistics that indicate job
growth is continuing to decline, can we anticipate some further
eaf:ain%;1 3n the part of the Fed in the coming weeks and coming
months?

MARKET RATES DECLINING

Chairman GREENSPAN, Well, Mr. Chairman, let me just first say
that the relevant rates in the market which are affecting the econ-
omy are the market rates, and here, as I pointed out in my formal
testimony, short-term money market rates are down a percentage
point and a half since March. And, most importantly, long-term
rates are at their lowest level in 2 years.

So in the sense of interest rates impacting on the economy, long-
term interest rates have not gone up and in fact have been edging
lower for quite a while, and this impacts on the mortgage market
and on capital investment and has a very profound effect on over-
all activity.

It is certainly the case that we did move up short-term rates by 3
percentage points, and that had an effect on variable rate mort-
gages and some effect on housing. But 1 think the extent of how
m}t:_cih impact we have had is not yet clear and will not be for a
while.

Money supply growth was very slow for a good period of time
after being excessively fast for a while, and in recent weeks has ac-
tually accelerated into double digit areas. So it has moved back up
quite appreciably.

I can’t forecast what Federal Reserve policy will be. It will
depend to a very substantial extent on the evolution of economic
events in the months ahead.

Senator Sasser. Well, frankly, Mr. Chairman, I really didn’t
expect you to answer that question. If you had, we would probably
have had a rush for the telephones here by the journalists and
others in this room.

In response to Senator Gramm’s guestion you indicated that you
favor financing the FSLIC bailout off budget, and that’s well
known. You have written a number of us and told us that. And as I
understand your rationale principally, you believe that exempting
the spending associated with the FSLIC problem from Gramm-
Rudman would establish a precedent for other spending programs
to be exempted. I think you may have reiterated that here this
morning, and this in turn puts pressure on interest rates, and it
would cost the Government much more with escalating interest
rates than the $150 million or so that the on-budget treatment sup-
posedly saves per year. That's one rationale.

But as I understood the thrust of your statement this morning,
your primary concern with the on-budget concept is that we escape
the discipline of Gramm-Rudman if we put it on budget and then
exempt it. Is that a fair statement?

Chairman GreEnspaN. Yes. Mr. Chairman, my major concern is
the exemption issue. It is possible that the off-budget vehicle which
has been recommended by the Treasury could be replicated and
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could create some fiscal problems, but it is very clear that it is far
more difficult to do that. It is more unlikely that we will get an
erosion of the Gramm-Rudman-Hollings process from replicating
the off-budget vehicle in financing the bailout than an on budget
with an exemption. It is strictly a political question in the sense
that it is politically difficult to replicate, as far as I can see, the on-
budget recommendations of the administration and very easy to re-
quest on budget with exemption if that becomes an oft-used and a
desired vehicle. 1 think our fiscal discipline will erode, and I think
that will be very costly to the Nation.

Senator Sassgr. Well, Dr. Greenspan, I very much appreciate
your candor in telling us that it is to some extent or to a large
extent, in your judgment, a political question as opposed to an eco-
nomic question.

Let me just follow it up with this question. There is some conver-
sation here in the Congress about raising the Gramm-Rudman-Hol-
lings’ targets for 1991 and 1992. What would be your reaction to
raising the Gramm-Rudman-Hollings for 1991 and 1992 and what
would be the effect of that, in your judgment?

Chairman GreENSPAN. I would be opposed, Mr. Chairman, on the
grounds that if you proceed to raise them, I think for all practical
purposes the markets will assume that the process is dead and that
fiscal responsibility has been significantly eroded in this country. 1
think it's the type of action which I would be most inclined to
avoid if possible.

Senator Sasser. Let me impose on my colleagues, Mr. Chairman,
to ask one more question on this whole question of on-budget/off-
budget for FSLIC because it is a very important decision and some
of us, and in fact we are all going to have to make that decision
again here in just a very few days.

Some of the proponents of on-budget financing have argued that
we can save a lot by going on budget because you wouldn’t have to
lock into the 30-year bonds the way you do when you finance off
budget. They say if it’s Treasury financed we could borrow short
now when the interest rates are relatively high, and then come
back in when the rates fall, as is generally anticipated they will do,
and borrow long in a year or so when the rates are low. And they
argue that if you go off-budget and lock yourself into these long-
term bonds, you're not going to have that kind of flexibility.

Now my question to you is, is this a valid analysis, and would on
budget save much more hecause it is more flexible?

Chairman GreENspeaN. I would like to engage in that discussion,
Mr. Chairman, but you will observe that implicit in any answer |
give Lo that question would be a forecast of interest rates, and I'm
not about to get involved with that.

Senator Sasser. Well, I thought we were going to get you in-
volved in that for just a moment, Mr. Chairmnan, but you saw
through the question. [Laughter.}

But in the academic discussion that rates were to fall, would this
analysis have any validity? You would be betting that the rates are
coming down.

Chairman GreeNspaN. [ think there are really basically two
questions here. One is the maturity of the borrowing. In the off-
budget plan there is a presumption of longer-term borrowing colla-
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teralized by a zere coupon bond. In on-budget it would tend to be
the usual average configuration of bills, notes, and bonds, and it
would be submerged in the total system.

It is indeed relevant where one forecasts interest rates to know
which of the two, strictly from that point of view, is the cheapest
for the American people. Leaving aside the forecast of interest
rates, there is nonetheless an additional cost if we were, say,
matching a long-term off-budget financing vehicle and an on-
budget long-term financing vehicle, which would be, say, $150 mil-
lion a year differential, depending on how many basis points addi-
tional cost.

The present value of that difference—meaning the amount of
money you need up front to invest so that the interest received on
that investment, plus the amortization—would pay the difference
between the two types of bonds. That number is something be-
tween $1 billion and $1% biliion, and it strikes me as a very small
insurance policy for the improved fiscal discipline that is embodied
in the off-budget vehicle relative to the on-budget vehicle.

Senator Sasser. Thank you, Mr. Chairman.

Senator D’ Amato.

Senator I’AMaTo. Mr. Chairman, [ want to first commend you
for that last question and the Chairman for his explanation and
putting some very real perspective without just politicizing one
way or the other, and I'm not suggesting that you've engaged in
that. But so often I think the proponents of whether it be on
budget or off budget get into rather simplistic answers and that
you did us a great service, Mr. Chairman, in your asking the ques-
tion and the Chairman'’s response.

I'm not going to ask you about soft landings or crash landings.
Rather you have been a constant force, Mr. Chairman, for encour-
aging increased savings. [ believe it's one of the great problems
that we have—capital formation or the lack of it.

Merrill Lynch just did a study recently which indicated that as a
result of doing away with the TRA they estimate that we lost some-
thing in the area of $135 billion in additional savings. Some folks
in Treasury would dispute that I know, but that’s their study.

LEGISLATION TO BRING BACK THE IRA

Senator Dodd and I have been exploring a plan to introduce leg-
iglation te bring back a form of the IRA with a medification that
we would allow the $2,000 contribution, but instead of permitting a
total deduction at whatever your rate is, permitting a 15-percent
credit, in essence limiting it to a $300 credit for 32,000 that is
saved.

Do you have any suggestions or any modification which could be
made to improve the savings incentives, whether it be by IRA or
any other area?

Chairman GreenspanN. Well, Senator, as I indicated earlier, we
at the Federal Reserve and the analysts at the Treasury Depart-
ment and at the Council of Economic Advisers are looking into the
question of how can we improve the basic saving of this society be-
cause I think we would fully subscribe to your view that it is the
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crucial issue which is involved in the longer-term economic outlook
for the country.

I haven’t yet seen a satisfactory set of proposals because we
haven’t had a chance to really examine them, but T have indicated
that when we get there and when we have something we feel is
useful and helpful to the Senate and to the House of Representa-
tives we will, of course, be bringing them forth.

One of the crucial issues with the IRA's is the determination of
how much private saving is actually generated net. In other words,
as we all know, for the IRA to basically create saving it has got to
be a replacement of consumption for saving, and in a sense you've
got to be able to say that we bought $200 less goods at some point
and took those moneys and put it into the IRA account, because
merely shifting from one account to another in the financial mar-
kets doesn’t have any effect.

We haven’t yet come to a conclusion of exactly how much of the
IRA is real saving and how much of it is merely a shift.

Senator I’AmaTo. Can 1 ask you, Mr. Chairman, to have your
people take a look at that Merrill Lynch study and give us an anal-
ysis?

Chairman GREENSPAN. Certainly, we will. I'm not familiar with
it, but we'll look at it.

Senator D’AMaro. We'll send you a copy of that. It’s very inter-
esting.

Let me ask you one other thing and shift a little bit to Gramm-
Rudman. One of our colleagues asked whether or not adjusting the
targets, what you would think about that in 1991-92. I share your
concern. I think that would be a disaster. It would send the wrong
signal to the marketplace, to the international marketplace that
we are no longer wed to a program of reducing the annual deficit.

Let me ask you to rate Gramm-Rudman and its effectiveness.
What would be the situation, in your opinion, were we not to have
had Gramm-Rudman in place these past years?

Chairman GREENSPaAN. It is very difficult, Senator, to make that
judgment, and clearly it is not the ideal vehicle for fiscal restraint,
but it works, and with all of its bells and whistles it seems to be
the only thing we can construct which will work.

I don't know how much difference it has made with respect to
where the deficits would be, but T think it’s substantial. I couldn’t
put a number on it, but I must say to you I feel much more com-
fortable with that vehicle in piace and functioning if our purpose is
to get the budget deficit down significantly than were it eviscerated
in any way.

Senator D'Amato. Would I be incorrect in saying it's your obvi-
ous impression that there are those in the financial community
who view this as, let’s say, that last wall of resistance to unre-
strained spending?

Chairman GREENSPAN. 1 would say that there are clearly a
number of analysts within the financial community which if they
gsaw the Gramm-Rudman-Hollings process swept aside would be
very concerned about the fiscal viability of our budgetary process.

Senator D’AmaTo. I thank you once again for giving us the op-
portunity of listening to you and asking you some questions as it
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relates to the economy and some of those things that are rather es-
oteric with so many, and I thank the Chairman.
Senator Sasser. Thank you, Senator D’Amato.

MEXICO’S DEBT

Mr. Chairman, let me turn your attention south of the horder
just a moment. We've come up with a new plan on Mexico’s debt,
and the recently announced accord on Mexico’s foreign debt I think
does offer some hope that Mexico’s debt load can be reduced with-
out too negatively impacting on American bank creditors.

But I must say to you that I'm concerned that debt reduction is
only one of three options that the banks are being offered. The
other two options are reductions of interest that is paid on the in-
debtedness and new lending.

Now a lot of observers think that the option that the banks are
going to choose, or most banks are going to choose is going to be
new lending because if they reduce debt they are going to have to
take a hit on their capital and write that off. If they reduce rates,
they will have to take a hit in their income statement, and that
will depress the price of their stock, and the easiest and the course
of least resistance would be fo just simple make new loans to
Mexico, which is essentially the old Baker plan.

But in the final analysis, this is not going to get, in my view,
Mexico’s debt reduced, and that really is the goal that we have to
be pushing for, and that is to reduce this overhanging Mexican
debt for political reasons in Mexico and for our own external politi-
cal needs, and also to face reality here in our own country with
regard to how much of this debt is actually collectable and how
much the Mexicans can actually afford to pay off.

How do we get serious about this Mexican debt reduction, in
your view, and how do you think the plan that is being offered now
]ils gging to work, and how serious is this whole Mexican debt prob-

em’

Chairman GreEnsran. Well, Mr. Crairman, actually I think the
agreement that was reached iz a very important one and one which
I think will be most helpful to Mexico's economy.

I don’t agree that the major part of the commitments will be so-
called new money. From what we can observe looking at it from
bank to bank, perhaps a little more than 20 percent will be new
money and the rest will be either debt reduction or debt service re-
duction which has the same effect in lowering the external commit-
ments of the Mexican Government.

As best | can judge, the agreement is going to be most useful to
Mexican finances and I think helpful to the banks in the sense that
they are restructuring their holdings in way which 1 think will be
beneficial.

So actually I look at the agreement in a rather positive manner,
and I think it was a very difficult agreement to reach, but it bal-
anced the interests of Mexico and their creditor banks in a way
which I think one wouldn’t expect to come off that way.

The way I would look at it is as a major element to support
Mezxican growth, and the most successful way to bring debt down
as a burden on one’s economy i5 really economic growth. And I
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think that this will enhance the capability of the Mexican Govern-
ment in so doing, and my view is that if things continue as they
appear to be moving that within a reasonable period of time the
Mexican Government and certainly the private sector will be fi-
nancing in the so-called voluntary markets, and in fact there is al-
ready some indication that private institutions will be able to fi-
nance at some reasonable interest rates.

So I'm somewhat pleased by this process and think that consider-
able success was achieved by striking that agreement.

Senator SassEr. Mr. Chairman, Senator D’'Amate referred a
moment ago to the problem we have with the low savings rate here
in the United States and this is something that has plagued us for
a long time. The low savings rate, as you know, has gotten even
worse in the decade of the 1990’s.

There are a lot of reasons, in my view, why we Americans save
less than our counterparts in other countries. One reason I some-
times think is the highly developed marketing techniques that we
have here in the United States and the explosion in the use of
credit cards.

Another I think is the decline of real income in families, We see
now that many times it takes two wage earners to sustain the
standard of living that one wage earner did in the past, and in
order to maintain their standard of living that they are accustomed
to that they will go deeper and deeper into debt.

But there are some tiny, little scintillas of hope on the horizon
with regard to savings. Some commentators seem to think that
there has been some indication in the last few months that the sav-
ings rate might be improving. Have you detected this and, in your
view, what could be occasioning it if you agree with the assess-
ment? Are consumers retrenching for fear of a recession or have
they satisfied their needs for consumption, or is it just simply the
fact that real incomes are going up and now they have more to
save?

Chairman GreenspaN. We don’t know the answer to that yet,
Mr. Chairman, but clearly the rise in the saving rate has been long
overdue and it has been obviously one of the elements involved in
the slowed retail sales markets, but it’s difficult to know which is
cause and which is effect.

I think that if we can sustain these saving rates, which are
higher than we would have forecast earlier in the year, I think it
would be beneficial, and I think it clearly is something which will
assist us in the long term if it can be maintained.

Part of the softness in retail sales has occurred because the
saving rate has been riging. If it merely stabilizes at this point and
real incomes continue to rise, then consumption clearly will accel-
erate some. So it doesn’t necessarily follow that if retail sales pick
up that the saving rate must go down. In fact, we can basically
maintain a relatively higher savings than we have had and still
have rcom for some pick up in expenditures.

Senator Sasser. If real income would continue to go up, you
could still have retail sales going up while at the same time the
savings rate could go up if they have more real disposable income.

Chairman GreeNsPAN. Yes, that’s correct, Mr. Chairman.
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Senator Sasser. Senator Graham, do you have any further ques-
tions?

Senator GranaM. Thank you, Senator.

I have two areas of inquiry. One is to follow up on the question
that you asked relative to the Mexico debt agreement.

Mr. Chairman, when we discussed the issue of Third World debt
earlier this year, the question was asked what would be the criteria
by which you would evaluate our management of the Third World
issue, and you suggested three itemns in summary.

One, that the economic policies of the debtor nation should bring
them into a position to be able to move into markets on a long
term or intermediate term borrowing at rates which they could
readily service.

Two, a restoration or normal borrowing/lending relationships be-
tween the debtor nations and the international commercial bank-
ing system.

And, three, that debtor nations which had done better than
others, but which had been contaminated by the process, and you
gave the example of Columbia, would find that their productive ef-
forts were fully appreciated in the marketplace.

Applying these three criteria to the Mexican situation, how well
would you say that the initial formulation of the plan will be, and
what data or other ohjective indicators will you be locking for to
see if the plan in operation fulfills these three criteria?

Chairman GreenspaN. Well, Senator, I think that the Mexicans
have moved toward a sensible and potentially productive economic
policy, and that in fact is one of the major reasons why the inter-
national financial institutions, the banks, the Fund and the World
Bank have been endeavoring to be as supportive as possible.

T see no reason to expect that those policies, sensible policies, will
not continue in the context of this agreement, especially with the
ability to reduce external financial requirements. If that occurs, as
we have every reason 1o believe it will under this agreement, then
1 think that sound economic policies will then lead to meeting the
second criterion, namely, the capability of moving into the finan-
cial markets in a voluntary way and borrow at rates which are
serviceable.

Indeed, we already see some evidence that that may be in the
process of occurring. Interest rates in Mexico in peso terms have
fallen quite significantly since the agreement, and there has been
for the first time in a very long time a private financing at an in-
terest which was not intolerable as it would have been in dollars a
while back. I think that process will continue,

It’s too early to make a judgment on the socalled contamination
effect, but I hope at some peint that we will see that also working
in an effective manner, but it is much too early to make that sort
of judgment at this date.

Senator GraHaM. Do you see any further activities by your
agency or would you recommend such by other agencies, including
to the Congress in the form of tax modifications or otherwise, that
would be appropriate to reinforce the Brady plan?

Chairman GREENSPAN. I think that has already been done in the
sense that we have structured our policies in a manner which we
believe are supportive of the Brady plan.
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INTEREST RATES AND PARITY BETWEEN ECONOMIC PARTNERS

Senator Gramam. Mr. Chairman, I have one final area of in-
quiry, and that is the question of interest rates and parity between
the United States and our major economic partners, specifically
Japan.

Over the last 5 years the differential in interest rates between
the United States and Japan has been in a range of 3 to 6 percent.
Today we are at the lower end of that interest rate differential.

What has sustained the interest rate difference between the
United States and Japan, and what, if any, United States policy
initiatives could we take in order to achieve a closer and sustained
basis of parity in interest rates?

Chairman GREENSPAN. The major reason why the Japanese in-
terest rates have been lower than ours is that their saving propen-
sities are so much higher than ours.

Over the last decade or so the cost of capital in Japan in real
terms has been markedly lower than it has been here where infla-
tion instabilities and concerns about the economy generally have
induced a risk premium in the cost of capital in the United States
which put us substantially above the Japanese, and that reflects
itself in nominal interest rates, mainly on the long end of the
market.

And until there is a substantial alteration in that process, it is
very difficult to conceive of a joining of the two rates. Not only do
the real rates have to converge, but clearly the inflation rates have
to as well because while the real rate differential exists and is a
major factor in the spread, the fact that the inflation rate in Japan
in recent years has been markedly below ours reflects itself in a
higher inflation premium in our long-term rates relative to yen-de-
nominated rates,

So there are really two factors which are required to bring us
into equality. One is the real rates and the other is the inflation
rates, and both require that our saving rates converge or at least
come much closer together.

So I would think that the issue of inducing saving is perhaps
over the long run the major element which would bring the nomi-
nal interest rates into long-term parity.

Senator GraHaM. Mr. Chairman, I believe I understood in re-
sponse to a question by Senator Heinz that on behalf of the Board
and the administration that there is a study underway on the issue
of what policy initiatives might be taken to encourage increased
savings rates in this country.

Chairman GrEENSPAN. Yes. There is no formal procedure that
has yet been initiated, but we are all independently looking at the
process in full recognition that that will become a major item on
the agenda for economic policy for this country in the years ahead.

Senator Grapam. Well, T applaud and encourage your efforts in
that regard and will look forward te your recommendations.

Chairman GreENspAN. Thank you.

Senator GRaHAM. Thank you, Mr. Chairman.

Senator SassEr. Thank you, Senator Graham.

Mr. Chairman, one final question, and then we'll conclude these
hearings and let you get on with your lunch somewhere.
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It has been interesting to note how phrases develop over time in
economics, and we've got a new phrase now called soft landing. The
question I've got is what is a so-called soft landing?

We noted the other day that the president of the Cleveland Fed-
eral Reserve Bank was quoted as saying that the goal of the Fed is
not a soft landing. He says that the objective of the Federal Re-
serve Board is price stability, and of course we have seen in other
times that when we get into price stability we may have a deflation
in some areas of the economy.

Tell this committee this morning what you would characterize as
a soft landing.

Chairman GREENSPAN. Well, first, Mr. Chairman, let me reiter-
ate what the basic objective of monetary policy is.

As I stipulated in my formal remarks and earlier to this commit-
tee, we view economic policy generally and monetary policy very
gpecifically to be focused on maintaining long-term sustainable eco-
nomic growth. A necessary condition to achieve that is a non-infla-
tionary environment.

So over the long term we view the zero inflation notion or the
neninflationary environment as a necessary condition to make sure
the economy grows at its maximum possible rate.

A soft landing is a term which has emerged which essentially
tries to define an economic condition in which unstable inflation-
ary pressures are contained without simultaneously throwing the
economy into a recession.

Historically when we have speculative imbalances and inflation-
ary pressures, any endeavor to contain them has led to a dramatic
backing up of inventories, a slowing of the economy and a reces-
sion. That is now termed a hard landing.

A soft landing is one in which the inflationary instability con-
tainment is made without the economy going into a severe contrac-
tion.

Senator Sasser. ] suppose we could characterize the downturn of
1982 as a crash landing if we were assigning degrees of severity.
That was the worse recession.

Chairman GrREENsPAN. I was not a soft landing.

Senator Sasser. Not a soft landing. [Laughter.]

Well, on that note, Mr. Chairman, 1 want to express my appre-
ciation to you this morning for appearing before the committee. It
has been a pleasure to see you again and a pleasure to have you
here.

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

Senator Sassir. This committee is adjourned.

[Whereupon, at 12:07 p.m., the committee adjourned, subject to
the call of the Chair.]
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