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FEDERAL RESERVE’S SECOND MONETARY
POLICY REPORT FOR 1984

WEDNESDAY, JULY 25, 1984

U.S. SENATE,
CoMmITTEE ON BankING, HousING, AND URBAN AFFAIRS,
Washington, DC.

The committee met at 9:30 a.m., in room SDG-50, Dirksen
Senate Office Building, Senator Jake Garn (chairman of the com-
mittee) presiding.

Present: Senators Garn, Heinz, Gorton, Mattingly, Hecht, Prox-
mire, Riegle, Sasser, and Lautenberg.

OPENING STATEMENT OF CHAIRMAN GARN

The CHAIRMAN. The Banking Cormmittee will come to order.

Mr. Chairman, we are happy to have you with us for your semi-
annual report to the Senate Banking Committee. It appears for the
first time we have a room big enough to handle everyone. As a
matter of fact, there are empty seats, but I do think this is more
comfortable for everybody than our normal hearing room.

Although we are happy to have you before the committee today,
T wish I could say I was happy to be back in Washington, but as I
was just saying to my colleagues, it’s the best recess that [ have
ever had. We should have Presidential elections every year so the
Congress can get out of town. I can hardly wait until the Republi-
cans have theirs so we can leave again. It's a delightful time in
Utah and the world still has both feet on the ground out there with
none of the panic we see in Washington.

In any event, I have been very pleased during the recess o see
from the economic indicators that the economy is still continuing
to grow and progress. So we are happy to have you before the com-
mitiee again.

Senator Proxmire, do you have a statement you wish to make?

OPENING STATEMENT OF SENATOR PROXMIRE

Senator Proxmire. Thank you, Mr. Chairman.

Chairman Volcker, as the chairman of this committee has indi-
cated, the economic news could hardly be better. Here we have the
biggest increase in jobs in America’s history in the last 1% years, 6
million. We have inflation behaving like a perfectly trained hunt-
ing dog, staying below 4 percent. We have exuberant economic
growth, 9.5 percent in the first quarter of the year and 7.5 percent
in the second quarter. Personal income is breaking all records.

(1)
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Just this morning, the New York Times reported that auto sales
in mid-July broke a 6-year record for that period. We are beginning
to move into the classic framework for inflation to break out of its
remarkably gentlemanly like behavior. We are operating at well
above 80 percent of capacity. While overall unemployment is still
at 7 percent, it's below 4 percent in Massachusetts, below 5 percent
in a number of States. As we all know, unemployment is a lagging
indicator so we can expect it to fall for another 6 months or more.
This means labor shortages that will certainly tend to push up
wages and prices.

All this can be expected a few months into 1985, but not before
the election, of course. Qur current account balance is at an annual
rate of minus $70 billion. The deficit account is at an annual rate
of $170 billion and the Nation’s investors are so concerned that
they shoved the stock market down yesterday to the lowest level in
1Y% years, in spite of all the great economic news.

It would be hard for this Senator to imagine a scenario that
would more emphatically call out for monetary restraint.

Now contrast this with the last Presidential election year, 1980,
For the first half of 1980, economic growth actually declined at an
annual rate of more than 3 percent compared to this year’s exuber-
ant growth. Unemployment was higher than it is now and rising
and the price level was substantially higher than it is today but it
was falling. Our current account balance for the first half of 1980
was bobbing along not at $70 billion but at an annual rate of minus
$5 billion on its way to actual favorable balance plus for the year;
and the deficit in the first half of 1980 was moving at an annual
rate of $50 billion, less than a third of the present level.

By and large, the 1980 economic situation seemed to have called
for a much easier monetary policy than the present 1984 economic
situation.

Now I know you don’t think in political terms and you shouldn’t,
but the big fact is that this is an election year and I hope you will
treat President Ronald Reagan with the same objective, arm’s
length election year fairness, with the same meticulous disregard
for political consequences that you treated President Carter.

When Vince Lombardi was coach of the Green Bay Packers a re-
porter asked one of the players whether Lombardi showed any un-
fairness in the treatment of players. The player told the reporter,
“Listen, Coach Lombardi treats us all the same—like dogs.”

Mr. Chairman, I hope you can show that same objectivity and
painstaking fairness in dealing with the Presidential candidates in
the 3 months before the election.

The CHAIRMAN. Senator Mattingly.

Senator MaTTINGLY. I have no statement at this time.

The CHalrMAN. Senator Riegle.

OPENING STATEMENT OF SENATOR RIEGLE

Senator RizGLE. Mr. Chairman, I will make just one brief com-
ment because T am interested to hear what Chairman Volcker has
to say to us today. I, too, am concerned with the structural prob-
lems that Senator Proxmire touched upon and what is obviously a
very substantial apprehension in the financial markets over the

Federal Reserve Bank of St. Louis
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contradictions that are out there—on the one hand the strong eco-
nomic growth, while on the other hand we have rising interest
rates, and greater and greater pressure on financial institutions.
The bailout of Continental Illinois graphically illustrates this pres-
sure, but we also have another 700 banks in trouble‘and the sav-
ings and loan industry increasingly in trouble. Other problem
areas include the trade deficit, as was just noted, and the selloff
that’s occurring in the stock market which seems to reflect the fi-
nancial markets’ view and apprehensions about the future. I wouid
hope that as you go through your statement you will elaborate on
areas that deal with the structural strengths of the system to
handle the problems that it now faces.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Hecht.

Senator HecHr. I have no statement, Mr. Chairman.

The CHAIRMAN. Senator Heinz.

Senator Heinz. No statement.

The CHAIRMAN. Mr. Chairman, please proceed.

STATEMENT OF PAUL A. VOLCKER, CHAIRMAN, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. Vorcker. Thank you, Mr. Chairman and Senators. I think I
will touch upon matters that you raised in your opening comments
except for the delights of being in Salt Lake City, but you do have
some work to do here.

[The complete statement and the midyear monetary policy report
to Congress follow:]

Federal Reserve Bank of St. Louis
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Statement by

Faul A. Volcker

Chairman, Board of Governors of the Federal Reserve System

1 appreciate the opportunity to appear once again pefore
this Committee to review monetary policy in the context of our
overall economic perforwmance and problems, In accordance
with the Humphrey-Hawkins Act, the semi-annual report of the
Federal Reserve Board reviewing economic developments and the
decisions of the Federal Open Market Committee with respect to
monetary and credit targets for 1284 and 1985 was tranamitted
te you this morning. As indicated there, the FOMC reaffirmed
the target and monitering ranges for the various monetary and
credit aggregates for 1984 and decided to reduce the top end
of the ranges for Ml and M2 for 1985. I will discuss that
later in my testimony. First, I would like to summarize some
key points about the economy and call your attention te particular
problems that present cleayr risks to an ctherwise positive cutlook,

The Overall Economic Performance

Measures of aggregate economic activity, employment,
costs, and prices have provided an almost unbroken string of
favorable news so far in 1984. The process of recovery from
the deep and prolonged recession —-- a recovery that began amid
widespread doubts about both its potential vigor and staying
powey —= had proceeded strongly through 1983, There were
widespread anticipations early this year that, as we moved
beyond recovery into a new expansion phase, the pace of growth
would slow., But in fact growth actually accelerated as we moved
into this year. During the second gquarter of 1984, the economy

as a whole operated at a level more thap four percent higher

Federal Reserve Bank of St. Louis
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than in the closing months of last year and 7-1/2 percent higher
than a year earlier.

Almost three million more people have been employed so far
this year, bringing the total gains over the past 1B months close
to 7 million. The unemployment rate has dropped to about 7
percent, Business investment has risen very rapidly this year,
while consumer spending has remained strong. The forward momentum
of the economy still appears considerable.

At the same time, inflationary pressures have to this
point remained subdued, with most summary price measures rising
lirtle, if at all, faster than the sharply reduced rate of
1983, 1In fact, a number of sensitive commodity prices have
dropped recently, fellowing sizable cyclical increases.

Highly competitive domestic and international markets,
influenced by the strength of the dellar overseas and continued
strong efforts to discipline costs, have been key factors
contributing to greater price stability. The net result has
been rising productivity and good gains in real incomes, even
while nominal wage and salary increases have remained moderate.

Looking only at these overall measures, this recovery
and expansion period has been atypical -— atypical in the sense
that such a rapid expansion has been maintained longer after the
recession trough than in any comparable cyclical period since
World Wwar II, excepting only the Korean War episode. But the
period has been atypical in other ways as well -- in ways that
potentially could have severely adverse implications unless

dealt with by timely and effective policy actions.

Federal Reserve Bank of St. Louis
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Imbalarnces and Strains
In any period of recovery and expansion, some sectors

fare relatively better or worse than others, and in that general

respect this period has been no exception. Some of our heavy
industries -- for instance, Steel and other metals and heavy
machinery -- are still at operating rates well below earlier

experience, Demand for our agricuvitural products from abroed
has not been buoyant, and many farmers —- particularly those
with large debts -- are being severely sgueezed by high interest
rates and falling land prices.

What is different, in degree and in kind, is that some
inevitable unevenness in patterns of growth in particular seclors
nas been aggravated by the massive and related imbalances in both
our fiscal position and our international trading accounts and
by some strains in financial markets. As you know, rapid growth
has been reflected in some reduction in the budgetary deficit,
estimated for fiscal 1884 in the neighborhood of $170-5175
biilion, The Congress is in the process of enacting the
so~called "downpayment® against future deficits, part of which
has already been signed by the President. But the hard fact
is, as I am sure the Congress is fully aware, the deficit
remains huge in absplute and relative terms, and absent further
action little or no further decline now seems probable for 1985
and beyocnd, even assuming the economy continues to move to
"full employment™ levels.

That circumstance has been reflected in continued large

Treasury borrowings, and expectations of indefinite continuation,

Federal Reserve Bank of St. Louis
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Meanwhale, private credit demands, responding te and supporting
growth in consumpticon and investment, have accelerated. Perscral
savings relative to income have remained in the lower range

characteristic of the late 1970s, and despice growth in iptern

fu
—
b

o

genegrated corporate cash flows, the sources of aomestic funds
have fallen far below cur demands. 1In these circumstances,
interest rates —- already historically high -- tended to

move s5cill higher during the spring. These high interest
rates, combined with favorable economic conditicns generally 1in
this vountry, have attracted more and more capital from ahroad
tec help meet cur dowestic needs, and the dollar has appreciated
despite detericration in our trade and current accounts,

The strong dellar and the ample availability of goods
from abroad at a time when growth in most other develsoped
countries has been relatively sluggish have certainly been
potent forces helping to gontain inflaticon. The capital inflow,
supplementing cur net domestic savinys by a quarter, has been a
factor containing pressures on cur own financial markets. And,
the large rise in our lmports has helped stimclate econcmie
activity among some of our leading trading partners and eased
somewhat the severe adjustment process underway in Latin America.

But what is in question is the sustainakbility af that
process, as the United States becomes more and more dependent
on foreign capital, as our export and importing-~competinpg
industries are damaged and seek protecticrnist relief, and as
interest rate pressures remain strong. The only real questiop is

whether the needed and inevitable adjustments will be facilitated
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and encouraged by constructive public policies, consistent with
lgng-term growth and stability, or whether we are content,
despite all the strains and dangers, to let events simply take
their course. Short-sighted relapses into lack of financial
discipline, widespread protectionism, and wage and pricing
gxces=es could only agygravate the situation.

It is, in the end, the choice between building on the
encrmous progress of the past teo achieve sustained growth in a
framework of greater stability or a relapse into inflationary
economic malaise, With that choice ¢lear, 1 am confident that
the needed policies are well within cur cellective grasp.

The continuing difficulties of some heavily indebrteq
developing countries in Latin America, and in gome other places
as well, has been one point of uncertainty, A sense of greater
cohcern has, ironically. come at a time when several of the
largest porrowers have more clearly made substantial progress
toward reducing external financing reguirements and toward
carrying out the more fundamental adjustments that should
provide a firm base for their renewed growth., But other
borrowing nations have made less progress, and the uncertainties
have been fed by signs ¢f growing protectionism in industrialized
countries and by the increases in interest rates in the Uniteqd
States which impact directly on debt service costs of countries
with large external dollar-dencminated debt.

Within the United States, the relatively high level of
interest rates has aggravated financial pressures in the farm

sector, Many thrift institutions face the prospect of weak

Federal Reserve Bank of St. Louis
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earnings at a time when capital positions have been eroded by
l1osses earlier in the decade. And, despite the rapid growth of
the economy and Strong increases in business profitability
gverall, more stable prices have exposed some weaknesses in
credit practices in the energy and cther areas encouraged

by earlier inflaticnary expectations.

Monetary Policy

These developments have provided the setting for the
implementation of monetary policy thus far in 1984 and for the
review of monetary and credit objectives by the Federal Cpen
Market Committee for this year and next,

In reaching its policy judgments, the Committee members
shared the widespread view that the overall rate of econcmic
growth would moderate socn as rescurces become more fully
employed and would continue through 1985 at a sustainavle
pace. While the rate of price increase has been somewhat
slower than expected over the first half of 1984, that rate ig
generally expected to rise by a percentage point or so next
year, assuming that the dollar remains in the same general
range as over the past year. In making those projections,
which are detailed in Table I atrtached, Committee members alscg
noted that continued high budget deficits and other factors,
unless dealt with effectively, would pose substantial risks
of less satisfactory results with respect to economic agtivity
or prices or both.

The economic projections, of course, took account of the

decisions made on monetary pelicy. Broadly, monetary policy

Federal Reserve Bank of St. Louis
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will remain directed toward providing enough money to Suppore
sustalnanle growth while cantinuing to encourage ygreater price
stanbility over time., As detsiled in the full report, Committee
members felt that hroad objective was consistent with the growth
ranges for money and credit specitied in February for thnis

year, and no rhanges were made. For 1985, the tentative decision
was reached to reduce the ranges slightly for both M1 and M2,
specifically by lowering the top end of the ranges specified

for this year by 1% and 1/2%, respectively. The target range
for M3 and the monitering range for domestic credit were left
unchanged. These tentative decisicns for 1985, reflected in
Table II attached, will be carefully reviewed at the start of
next year.

In aszessing the appropriate ranges, and the relative
welght to be placed uypoer the various aggregates, the Committee
reviewed the evidence of more typical c¢yclical behavier of M1
in recent guarters relative toc GNP, following the unusual behavior
of velocity in 1982 and early 1%83. In the light of that exam=~
ination, it felt that roughly equal weight should be given each
of the monetary aggregates in implementing policy. However,
appraisals of their movements, and relationships among them,
will continue to be judged in the light of developments in
economic activity, inflatiorary pressures, financial market
conditions, and the rate of credit growth.

while both Ml and M2 have grown within their targeted
ranges of this year, 4 to B percent and & tec 9 percent respectively,

M3 and particularly domestic credit, have expanded faster than
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articirated., Credit growth has, in fact, continued to outpace
that ©f nominal GNE, as was the case last year but contrary

te longer-term trends. Viewed In a medium-term ar longer
perspective, those growth rates for M3 and domestic credit are
higher than consistent with sustainable rates of growth in the
econory and progress toward price stability. For that reason,
the Committee decided not to raise the target ranges for this
year, feeling that would provide an inappropriate benchmark for
measuring desired long-run growth, even though Committee members
racagnlized that, as a practical matter, growth in these
sggregates, at least for domestic credit, would likely exceed
the specified ranges.

In reaching those judgments, the Committee recognized
that the rate of business credit growth had been amplified by
an unusual spate Of merger activity and corporate financial
recriganizations -~ so-called “leveraged buy-outs®™ -- that had
the effisct of substituting debt for egquity. The implications
cf those financings, while potentially adverse from the standpoint
of the overall financial strength of particular businesses, are
relatively neutral from the standpoint of demands on real
resources and overall credit market conditions. Estimated
adjustments for that activity on the rate cof overall credit
groweh would reduce the indicated expansion over the first half
of the year from a rate of about 13 percent to 12 percent,
closer to, but still abeve, the monitoring range., That
growth, together with the extraordinary rise in consumer ang

Federal Government debt, is shown in Table III.
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Typically, Federal deficits shrink substantially as
the economy moves into the second and third years of exparsion --
there was a day when balance or surplus was the reasonable objective,
That is not happening this time. And in contrast to 1982 and
most of 19B3, Treasury must compete strongly with accelerated
demands for consumer and business credit and a continued nhign
level of mortgage borrowing.

With long-term markets unreceptive, much of the increase
in business and consumer borrowing is being done at banks,
Thrift institutions remain hignhly active in the mortgage markets.
These institutions, in turn, rely increasingly on certificates
of deposit and other forms of market finance included in the M3
aggregate, accounting for its relative strength,

In implementing the policies reflected in the various
targets, steps were taken during the late winter and early
spring to increase somewhat pressures on bank reserve positions,
and the discount rate was raised once, from 8~1/2 to 9%, Reserve
pressures have not changed appreciably since that time, as
reflected in relatively unchanged borrowings at the discount
window (apart from those by the troubled Continental Illinois
Bank). With both Ml and M2 remaining within their target ranges,
and agalnst the background of the economic, price, and financial
market developments reviewed earlier, stronger restraining
attions on money and credit growth gemerally have not appeared
appropriate. At the same time, the relatively rapid rates of

growth in M3 and domestic credit are flashing cautionary signals.
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while pressures on bank reserves did pot increase further,
both long- and short—-term interest rates rose over the spring.
The continued heavy credit demands, expectations that those
demands would persist against the background of the huge federal
deficit and strong economic expansion, and fears of a resurgence
of inflationary pressures as both labor and capital are more
fully employed all played a part. In more recent weeks, rates
have tended to stabilize at high levels, perhaps partly because
current price trends have, at least so far, not borne out more
extreme inflationary concerns expressed earlier. Nonetheless,
markets remain velatile and apprehensive,

International and Domestic Banking Markets

The atmosphere surrounding credit and banking markets at
times during recent months has been appreciably influenced by the
apparent difficulties of one of the nation's largest banks and by
continuing concerns over the ability of some developing countries
to service debts held mainly by large commercial banks around
the world.

As 1 have reported to the Committee before, orderly and
full resclution of the latter problem will require a strong
cooperative effort by borrowers and lenders alike over a
considerable pericd of time. A few minutes ago, I noted there are,
in fact, encouraging signs that the difficult process of internal
and external adjustment is beginning to bear fruit in important
countries in Latin America, including Mexico, Venezuela and
Brazil. MNegotiations are currently underway by the first

two of those countries with banks looking toward a long-term
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restructuring of their external debt at terms reflecting the
evidence pf prudent pelicies and impreving credit-worthiness.,
Provided that growth is maintained in the industrialized countries
and markets for their products are not closed, prospects for
economic recovery and growth oh a sustainable basis in those
Latin American countries appear more favorable, helped to a
substantial extent by the growth in our own markets. In other
countries the adjustment process is less advanced, but the prog-
ress of scme, both in adjustment and financing., can peoint the
way for others. while the challenge for all remains substartial,
we need to view it realistically, as a situation that justifies
neither neglect nor despair. Rather, appropriate approaches
tallored to the needs of each country can bring results. But
with that effort op all sides, the problem is manageable.

The problems of Continental Bank essentially reflected
serious weazknesses in the domestic loan portfolio of a bank
that had engaged in aggressive growth and lending practices
for some time, including heavy involvement in participaticns in
energy loans of the Penn Square Bank that failed two years ago.
As other credit losses surfaced and earnings pressures continued,
matket souyces of funding were reduced and the bank became heavily
dependent on discount window borrowings during the spring. As
the atmosphere surrounding the bank deteriorated and threatened
to disturb markets more generaily, the supervisory authorities,
together with a group of other major banks, provided a massive
financial assistance program pending a more permanent sclution.

I believe those more lasting arrvangements will be announced shortly,
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and will pruevide a tirvm tase for a healthy, Sut considerabily
smaller bank,

That situation is unigue for a large 2ank, but the
episode may be an abject lesson about the importance of
looking anead to articipate problems.

In a peried of rapid economic and credit expansion,
there can be temptations te relax prudent credit standards in an
effort to maximize growth., With deposit markets deregulated,
there may be a perception by individual banks that added funds-
can be raised as needed in dorestic or foreign Markets by hidding
rates higher to fund larger and larger loan portfplios -- and
that loan rates car be raised as fast as deposit rates. But the
aggregate supply of funds is ultimately not really inexhaustibles;
confidence must be maintained, and high and wolatile interest
rates can undermine the credit-worthiness of weaker borrowers.

When external economic developments and high interest
rates impair the ability of otherwise credit-worthy borrowers
fully to maintain scheduled debt service on loans made earlier
in a different economic environment, prudent banking may indeed
suggest forebearance and renegotiation of ocutstanding loans,
we, for instance, have introduced supervisory procedures to
assure that examiners refrain from criticizing banks for exercising
forebearance on agricultural credits when consistent with safety
and soundness. I also believe that, when heavily indebted countries
are moving aggressively to improve their credit-worthiness,
restructuring of foreign credits over a substantial period, and

the provision of new money as part of an appropriate adjustment
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program under IMF auspices, may be indispensable parts of a
favorable resclution of the international debt problem over
time.

But clearly the need remains to anticipate new problems,
as well as to deal with old cones. Recent ¢redit-financed mergers
have attracted a great deal of attenticon, and some of those have
involved very large and strong companies. But there is a dis-
turbing element in sScme mergers and in leveraged buy-out
activity viewed more generally; it reduces appreciably the
egquity cushions of the resulring company.

For the eccnomy as a whole, equity in U.S., corporations
(apart from retained earnings) was retired at an annual rate of
some $75 billion over the first half of 1984, That seems anomalous
at a time of rising business activity and prefits, and when
stronger corporate balance sheet ratios would be welcome. In
evaluating prospective loans to support mergers or leveraged
buy-outs, bank managers need to appraise the risks prudently,
taking full account of the possibility of a more adverse economic
and interest rate environment. That, of course, is and should
be customary peolicy of banks, and I sense some have reviewed
practices in that respect to make sure they are appropriate in
today's circumstances.,

Asset growth in any event needs to be supported by

adequate risk capitzl, and I am glad to report that capital
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positions of the largest banks and their holding companies have
generally improved over the past few years from the relatively
low levels reached during the 1%70s., The supervisory agencies
are in the progess of developing guidelines for further improvement
for those banks and holding companies, and specific proposals
are now being tested against public comment., The approaches we
are adopting are, I believe, fully consistent with the intent of
the International Lending Supervision Act sponsored by this
Committee last year and, so far as holding companies are concerned,
with the spirit of the provisions touching upon capital in S. 2851,
In that connection, I would alsc emphasize that capital
adequacy and asset strength are only two of several important
tests of the strength of a banking organization. M#aintaining anp
adeguate liguidity cushion and opportunities for maintaining and
improving earnings without undue risk are alsc of critical
importance.
Conclusion
Indicators of overall economic performance have been
exceptionally favorable for more than a year. So far, a strong
economic expansion has been consistent with better price performance
than we have énjoyed for many years.
At the same time, there are obwvious strains, imbalances,
and risks that, unless dealt with forcefully, could undercut
much of what has been achieved. High interest rates are plainly
a symptom of the excessive demands on our savings as well as

lingering (and related) concerns about inflation. Certainly,
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there is po evidence, ir the midst of rapid econcric expansion,
high rates of growin in dept, and thée monetary trends 1 have
described, that the economy has been starved for money and
credit. Indeed, the challenge over time will remain to work
toward growth of money and credit consistent with lasting price
stability. And we need to do that in ways that relieve heavy
pressures on vulnerable secters of the economy, make us less
dependent on foreign capital, and reduce strains on the inter-
natienal financial system.

None of these problems will be cured by attempis to
drive interest rates down artificially by excessive money
creation; the inflatiohary repercussions could only aggravate
the situaticn. Nor can disteortions arising from other sources
be dealt with effectively by any general monetary measures.

But we are, as a country, by no means helpless in
dealing with the strains and risks.

With respect to the budget deficits, as things now
stand, deficits next year will remain in the same area as
currently, and unacceptably large thereafter. The implications for
financia)l markets and the economy become more adverse precisely
as grawth in the private sector generates more need for credit
and capital. That outlook must be changed in the only way it
constructively can be —-— moving beyond the welcome "down payment"
to further substantive action on the budget as soon as feasible.

With respect to our exceedingly large trade deficit,
protectionist pressures are understandable, but it is no less

important to avoid measures -- all too likely to be emulated abroad --
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that would drive up cests, undermine the fabric of trade, and

place rew barriers in the place of heavily burdened debtcrs

already struggling to make necessary adjustments. And industry

and labor must cantinue to be sensitive to the need to rerain
competitive in their own wage and price decisions.
with respect to our financial fabric, public policy
needs, at one and the same time, to respond strongly to threats
as they emerge, while undertaking supervisory approaches, such as
encouragling banks to increase capital, to strengthen that
fabric over time.
and, of course, the challenge remains to reach appropriate
judgments on growth in money and credit, with the objective of
encouraging sustainable growth at more stable prices. T have
spoken of our plans, and 1 am prepared to address your guestions
gn that matter today.
put I first want to emphasize the success of all those
approaches -- and they plainly are within our capacity as a
nation -- are dependent on each other., No monetary policy can
work without strains in the face of deficits that preempt so
much of our savings as the economy is more fully employed --
and, of course, efforts in fiscal and trade policy must presume
a prudent monetary policy consistent with stability and growth.
In the areas of our responsibility -- both monetary and
supervisory policy -- we are working toward that end. We
count on progress in other directions as well. The facts with
respect to growth and inflatieon for more than a year demonstrate
that we all have much upon which to build, But there are alsco
clear signals that -- far frowm basking in the warmth of past
anrd present progress —-- the strongest kind of effort will be
necessary to convert potential success into sustained growtn

and stability.
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Table 1

Economic Projections for 1984 and 1985*

FOMC Members and other FRB Presidents

- Range Central Tendency
m e e et e e e e e e e e e — e 19BA m m m m e e m e m e — = a =
Percent change, fourth quar-

ter to fourth quarter:

Nominal GNP 9-1/2 to 1t-1/2 10-1/2 to 11

Real GNP 6 to 7 6=1/4 to 6=3/4

Implicit defiator for GNP 3~1/4 to 4~1/2 & to 4=1/2
Average level in the fourth

quarter, percent:

Unempl oyment rate 6-1/2 to 7-1/4 6-3/4 to 7
R I i T b T i
Percent change, fourth guar-

ter to fourth quarter:

Wominal ONP 6-3/4 to 9-1/2 B to 9

Real GNP 2to 4 3 to 3-1/4

Tmplicit deflator for GNP 3-1/2 to 6~1/2 5=1/4 to 5-1/2
Average level In the fourth

guarter, percent:

Unenmpl oyment rate 6~1/6 o 7=~1/4 B=1/2 to 7

*The Administration has yet to publish its Mid-session Budget Review document,
and consequently the customary comparison of FOMC forecasts and Adminfstration
economic goals Is not included in this report.
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Table II

Growth Ranges Reconfirmed for 1984 for Money and Debt
Compared with Actual Growth through June 'B84

Actual Growth

Ranges QOIV 'Bl to June '84
M1 4 to 8 7.5
M2 6 to 9 7.0
M3 6 to 9 9.7
1/ e/
Debt 8 to 11 13.1

Note: Growth ranges pertain to period from QIV '83 te QIV 'B4.

e/ Estimated.

Tentative Growth Ranges Adopted for 1985

M1 4 to 7
M2 6 to B-1/2
M3 6 to 9
1/
Debt 8 to 11

Note: Growth ranges pertain to period from QIV '84 to QIV '85.

1/ Domestic nonfinancial sector debt.
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Table III

GROWTH IN DOMESTIC NONFINANCIAL DEBT
{Seasonally adjusted annual rates, percent)

QIV: 1983
to QIT: 1984 1/
Total 13.1 2/
Federal l4.86
Other 12.6
Selected Categories
Home Mortgages 11.7
Consumer Credit 18.4
Short-term Business
Borrowing 15.6

1/ Based on guarterly average flow of funds data. QIT: 1984

partly estimated.

2/ Adjusted for the credit used in corporate mergers and
buyouts, it is estimated that growth in domestic non-
financial debt would ke about 12 percent {(SAAR) over the

first half of 1984.
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Section 1! The Outlook for the Economy

As reviewed in later sectfons of thisg report, the nation’s economy
in the first half of 1984 was characrerized by matked strength in sales, pro-
duction, and employment and by relatively low inflation. Moreover, economic
activity still appeared to have substantial forward momentum at midyear,
and the strong growth of the U.S. economy was helping to encourage recovery
abroad as well. Amld the favorahle overall performance, however, some impor—
tant structural Imbalances and financial strains were apparent that need at-
tention lest they impair the sustainability of orderly growth. In particular,
extraordinary increases in domestic demand have been accompanied by a further
deterioration of our trade and current account deficics, which has contributed
to dangerous protectionist pressures. The persistent strength of the dollar
in foreign exchange markets has helped to keep inflation quiesceat, but that
strength has been dependent on a pattern of massive capital inflows. Interest
rates, under pressure from the combined credit demands of the federal govern-—
ment and the rapidly growing private sector, have risen from what alrveady
were high levels historically, adding to dstresses on some sectors of tha U.S.
economy and on heavily indebted foreign countries. As laber and capital re-
sources have become much more fully utilized, and as real growth has continued
exceptionally rapid, the possibility of demand pressures coatributing to re-
newed inf) atlonary tendencies has become a concern to many,

For the near term, the prospects for continuing good gains in
economic activity appear favorable. Consumers seem to be willing to spend,

and they have the wherewlthal to do so. The rising trend of contracts and
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orders peints to further eizable increases In business plant and equipment
spending. And inflatlon should remain relatively subdued in the period
immediately ahead, given the recent behavior of labor and material costs.

However, as we lock beyond the near term, the stresses and Iimbalances
In the economy glve rise to significant urcertainries in assessing the economic
and price outlook-—and pose substantial challenges for public policy. The
members of the Federal Open Market Committee recognized this fact as they
prepatred thelr economic projections for the remalnder of 1984 and for I985 at
thelr meeting earlier this month, emphasiziang that the probability of maintaining
hight y satisfactory performance could only be assured by timely decisficons fin
a number of public policy areas. In formulating its own policy plaus, the
Comml ttee agreed that, while flexibility and sensitivity might be required in
conducting monetary policy during this crucfal perisd, Federal Reserve policy
would need to remain basically oriented toward encouraging growth in a context
of maintaining progress over time toward price stability., The specific
monetary ohjectives cutlined in the next section provided part of the assumptions
underlying the projectlons.

At this time, the members of the FOMC (including those Reserve Bank
presidents who are not at present voting members} gererally foresee appreciable
gains in economlc activity over the remainder of 1984, but with growth of
real GNP less rapid than in the first half of the year. While clear evidence
of substantial moderation in the pace of expansion 1s still limited, some
glowing seems likely in light of aome softening of demand in the housing
market, some probable tendency for inventory investment to level off after a

sharp surge in the First half, and other factors. The central tendency of
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Committee members' forecasts 18 for an increase in real output of about

6-1/2 percent for the year as a whole. The unewployment rate, which averaged
about 7-1/2 percent in the second quarter of 1984, is expected to fall further
to coming months, although much will depend on the highly uncertain behavior
of lahor Force particlpation rates and productivity growth, as well as on the

strength of demand in the economy. The implicit deflator for gross national

Economic Projections for 1984 and 1385%

FOMC Members and other FRER Presidents

Range Central Tendency
------------------- 1984 ~ = = = = = = = = = =« = - - — _
Petcent change, fourth quar-—

tey to fourrh guarter:

Nominal GNP 9-1/2 to 11-1/2 10=1/2 to 11

Real GWP 6 to 7 B-1/4 to 6-3/4

implicit deflater for GNP 3~1/4 to 4-1/2 4 ro 4-1/2
Average lavel in the fourth

quarter, percent:

Unempl oyment rate 6-1/2 ta 7-1/4 £-3/4% to 7
e m - - - R 1985 = = = — = =~ =~ =~ = = == — - -
Percent change, fourth quar—

ter ta fourth quarter’

Nominal GNP 6§-3/4 to 9-1/2 8 te 9

Real GNP 2 to 4 3 to 3-1/4

Implicit deflator for GNP 3-1/2 to B-1/2 5-1/4 to %5-1/2
Average level In the fourth

quarter, percenk:

Unempl oyment rate o-1/4 o 7=1/4 6~1/2 to 7

*The Administration has yet to publish itrs Mid=sesslon Budget Review dccument,
and consequently the customary comparison of FOMC forecasts and Administration
economic goals is not included in this report.
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product is expected to rise slightly faster than Ln the first half of 1984,
but even sp, the central tendency of Committee members' inflatlon forecasts
shows an increage for the year that--at around 4-1/4 percent—-would be only
slightly above the 1983 rise and would be lower than generally expected at
the start of this year.

Members of the FOMC believe that growth in activity is likely to
continue in 1985, though at a slower pace. fhat slower pace would be satis-—
factory to the extent it reflected the settling of the economy into a sus-—
tainable pattern of longer-run expansion after a rebound from an exceptionally
deep recession, Specifically, the central tendency of FOMC forecasts calls
for real growth of 3 to 3-1/4 percent next year and some further decline tia
the unemployment rate. The Committee expects price increases to he somewhat
larger in 1985 than this year, with the central tendency of members’ forecasts
belng 5-1/4 to 5-1/2 percent, on the assumption that the dollar remains in
the crading range of the past year or so; the expectation of some pickup in
price Increases in fact reflects in part the assumption that the inflatico~
damping influence of dollar appreciatlion will abate, but on the basis of
past experience some cyclical pressures on wages and prices might alsc be
anticipated as a result of reduced slack in labor and product markets.

The behavior of the dollar In foreign exchange markets is only one
of the uncertainties I{n the outlook for 1985. Strains fn financlal markets
have been aggravated by the historically large current and prospective federal
budget deficlts, and internationmal debt problems will continue to require
attention. With respect to the federal budgert, Committee members are assuming

that Congresa and the Administration will soon complete action on a series of
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measures that represent an iniltial “down payment” toward reducing current and
progpective federal budget deficits. Although no specific assumptions were
made regarding further deficit-reducing steps in 1985, it was recognized

that additional, substantial budgetary actions will be needed to enhance the

prospects for sustalned, orderly economic growth.

Section 2: The Federal Reserve's Cbjectives for Growth of Money and Gredit

The Federal Open Market Committee has reviewed its rarger ranges
for 1984 and established tentative ranges for 1983 in light of Lts ohjective
of achieving sustained growth in the context of continuing progress toward
reasonable price stability over time. The behavior of M1 and M2 In the first
half of 1984 was broadly consistent with the Committee's expectations and
ghjectives. Although difficulties in anticipating demands for various measures
of money and credit under changing economic circumstances remained, partly
reflecting the new deposit accounts introduced {n the recent period of dereg-
dlation and changing financial practices, no developments were foreseen that
would call for changes in the 1984 targets for Ml and M2. Consequently, the
Committee reaffirmed the existing target ranges for 1984 for those aggregates.

M3 expanded above 1ts target range and domestic nonfinancial sector
debt ran well above its monitoring range during the firgt nalf of the year.
The unexpectedly brisk expansion of spending appears to be a factor influen—
eing credit expansion. But in addition, this rapid growth is partly attribu~
table to the unusual amount of corporate mergers and buyouts, which also have
led to a sharp reduction in corporate equity shares outstanding. Some of
this rapld debt expansion may have influenced M3, as banks issued CDs, for
example, to finance credit expansion, though it 1Is always difficult to eval-
uate how ifnstitutions or depcsitors would have behaved 1f clrcumstances had
differed.

It appears that the factors that led to growth in M3 and debt above

the upper limits of thelr ranges In the first half could be less important
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during the second half. Credit flows assoclated with corporate acquisition
activity should diminish, partly because of higher prevailing 1nterest rates
and partly because of greater caution on the part of lenders In evaluating
the soundness of proposed transactions. Tt also seeas likely that growth of
househald spending and consumer aad mortgage credit demands will moderate
somewhat. Howevar, givan the levels of the maney and credit aggregates at
midyear, 1t is unlikely that M3 and debt will be within their ranges by
vear—-end, although 1t ts expected that some deceleration toward Lthe upper
limits of the ranges will accur.

inder the circumstances, the Committee considered the question of
whether Increases in the ranges for 1984 for M3 and domestic nonfinancial
sector debt would be appropriate. On balance, the Committee was of che view
that the broad direction of policy would best be communicated by retaining
the currant range for M3 and the associated monitoring range for domestic
nonfinancial sector deht. While the Committee anticipated growth somewhat
ahove their ranges for the year as a whole, it wasg felt that higher "target”
ranges would provide an Improper benchmark for evaluating desired longer—term
trends in these aggregates.

The Compittee also discussed the ranges for the aggregates to be
established on a tentative basia for 19B5. The Commlittee reaffirmed its
intentlon to lower over time growth of money and credit to rates appropriate
to progress toward price stahility In an environment of sustainable economic
growth. Consistent wlith these goals, the FOMC established tentative ranges
for M1 and M2 that were somewhat below those for 1984, For M1, the upper

limit was lowered by one percentage point, and the range was set at 4 to 7
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percent. For M2, the upper timlt was lowered by one-half point, and a tenta-—
tive 6 to 8-1/2 percent range was established.

The width of the M1l raange was brought more in line with the dimen-—
sions of the ranges for the other aggregates. This reflected experience over
the past year in which the behavior of M1 has been more consistent with pre-
vious cyclical patterns than was the case in the recent recession. Conge-
quently, the Committee felt that it would be appropriate to give roughly
equal welght to all of the monetary aggregates in implementing policy.
Nonetheless, It was recognized that uncertalaties remalned about the behavior
of M1, as well as of the other aggregates, In periods of changing market
conditions. For instance, should marke: Interest rates change considerably,
it is possible that funds would flow quickly iInto or out of such fixed interest
deposits as NOW accou;lt.a, leading to sizable movements in Ml-—but, with
limited experience to date with the present account structure, the extent of
these movements cannot be projected with confiderce. WMareover, the process
of financial deregulation continues. At the beginning of 1985, the minimum
denomination on Super-NOW accounts and MMDAs is scheduled to decline from
$2,500 to $1,000; it wag assumed that this will have no more than a minimal
impact on M1 and M2. Should legislacive actlon permit laterest on reserves
or on demand deposits, this would tend to affect=-—perhaps significantly=-the
demand for mometary aggregates, particularly MI.

The Commlttee retained for 1985 the current target range for M3
and the current mopitoring range for demestic nonflnancizl geector debt.

As noted above, these aggregates might be somewhat above thelr ranges in

1984. Thusg, growth next year within their ranges would represent an actual
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stowing from this year's pace. The Committee noted that some deceleration in
growth of these aggregates is both desirable and likely, reflecting a slowing
in expansion of nowinal GNP and a drop in corporate merger activity. Still,
business demands for external finance are likely to remain srrong, and absent
a substantial fmprovement in the stock and bond markets would tend to continue
to be concentrated at banks and in short-term credit markets generally.
Although household borrowing ig expected to moderate somewhat in 1985, state
ani local govermment borrowing may be heavier than In (984 and the federal
budget implies the continuation of exceptionally large Treasury borrowing.

In its discussion, the Committee noted that only limited progress
has been made recently in reducing federal budget deficits, and that current
and prospective structural deficits remain huge. The massive fiscal stimulus
and credit demands assoclated with these structural deflcits will tend to
hold interest rates at high levels. Further progress in lowering the deficit
would help to relieve credit market pressures.

The Committee felt thar implementation of monetary policy weuld
require concinuing appraisal of the progress of econamf:c activicy and prices
and of conditions in domestic and international financlal markets—-especlally
in light of the sensitive state of these markets and of a number of economic
sectors. The Committee emphasized, however, the Importance of approprilate
restraint in monetary and credit growth. A good start has been made in
reversing the debilitating trends of rising inflation and languishing produc-—
tivity that plagued our economy for so many years., But monetary vigilance—
ia combinarion with determined action to reduce the federal presence in the

credit markers~—is essential to the achievement of durable reductions in

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

32

fnterest rates, overall financial and economic stability, and sustained

growth of the economy.

Section 3: The Performance of the Economy in the First Half of 1984

The economic expanslon galned further momentum in the first nalf
of 1984, as the growth of yeal gross national product accelerated to an
annual rate of almost 9 percent. Employment also Increased rapidly, and the
unempl oyment rate dropped to its lowest level Lo more than four years. Price
Increases continued to be relatively moderate.

Ir 1983, the econocmy had followed a path that was fairly typical of
previous postwar recoveries; with the continued rapid growth of actlvity in
1984, the current expansion has proved stronger than during comparable cyclical
perlods since World War IT, the only exceprion being the period of the Korean
War buildup. Real GNP has grown faster, and the levels of economic slack have
declined more rapidly, than in the usual expansion. In addition, real gross
domestic spending rose even more rapidly than production during the first
hat f~—about 10-1/4 percent at an annual tate--and was refiected in a surge ia
the demand for imports as well as strong demands for the goods and services
velng produced domestically., These gains, of course, followed a deep re-
cesaion. The civilian unemployment rate at midyear—-at just over 7 percent—-—
had dropped about 3-3/4 percentage points from 1ts peak, but is still above
"full employment” levels. The capaclity utillzation rate In manufacturiog
is slightly below the postwar average.

The strong growth, reduced unenployment, and more stable prices of
the past year and a half have been reflected in rising productivity and higher
real Incomes for most Americans. After the immediate hardships assoclated with

the recession, progress toward our long range goals has been apparent. Even
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80, the economy still faces a number of serious problems and, in some respects,
these problems have grown more worrisome over time. During the current expan-
sion, there hags been an encrmous fncrease in federal debt and an unprecedented
deterioratlon in our balance of trade. A number of domestic producers have
not shared fully in the expanslion, and many developing nations still are bur—
dened by large external debts. Concern ahowt financial stress in both the
domestic and international economles has heightened this year as Interest
rates have risen from levels that already were high by historica! standards.
Wideppread concern about the outlook for fnflation also persists,
degplite the contilnnation of favorable wage and price patterns through the first
half of 1984. One cause for concern is that growth in the demaands placed on
the economy could continue at a pace that, if maintained for long, would
damage the prospects for sustaining real growth, achieving better balance in
financial! markets, and making further progress toward price stability—--central
objectives of public pollcy. Inflaticnary pressures would be Lntensiffed i€
the exchange value of the U.S. dollar wete to decline sharply from its current
high level in the face of unpracendentedly large current account deficits.
These concerns are importantly related to the strains on real and financial
markets stemming from federal budger deficits, actual and potential, which,

among other implications, now complicate the conduct of monetary policy.

The Household Sector

Strength in the household sector continued to provide a strong im-
petus for expansion in the first half of 1984, Personal income, in nominal

terms, roge at about a4 10-3/4 percent annual rate during the first half of the
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Real Income and Consumption
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yeatr, and with inflation low, most of that nomlnal gain translated directly
into slzable Increases in real purchasing power. In addition, despite the
recent upswing in interest rates and some decline In stock market wealth,
consumets remain pecerally optimlistic about future business conditjons.
Reflecting that optimism, they have continued to consume heaviiy out of cur-
reat lncome and have become Increasingly willing to take on higher levels

of deht. As a resulz, personal consumption expenditures, in real terms,
rose Ttapidly in the first half of 1984~-at an annual rate of neariy 6
percent.

Consumer spending for new cars was particularly robust in the first
half of 1984 as umit auto sales rose to the nighest level since mid-1979. With
quotas limiting the imports of foreign models, most of the rlse in spending was
channeled into sharply higher purchases of domestically produced automobiles,
and in light of strong sales, many domestic auto plants operated near full
capacity in the first half of 1%84. Aurfo ourtput, In real terms, was about 50
percent above the depressed level of 1982,

Spending for housing also continued to advance in the first half of
1984, thereby maintaining the vigorous cyclical expansion that was apparent
during 1983, Houslng starta spurted to a six—year high in January and Feb-
ruary, and outlays for residential construction rose in both the first and
saecond quarters. All told, the rebound in housing activity over the past
year and a half has been stronger than generally expected and has exceeded
the galnsa experienced during most previous housing recoveries. During this
period, demographic influences and relstively stable house prices provided

undeslying support for housing demand, and Innovations in housing finance
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helped to soften the effect of high mortgage Interest rates., While home
sales appeared to he moving lower toward mldyear, there should continue to
be a supporting Influence in housing markets from some of the same factors
that have helped to boost activity to a high level during the early phases
of the expansion.

Household halance sheets are no longer gtreagthening as they did
during the recession and early phases of the recovery. Some of the earlier
gains in stock market wealth have been reversed during this year's decline in
stock prices, and household debt has been growlng much more rapidly than in
1953, In addition, there are troubling aspects to some of the recent patterns
of household credit growth. Consumer credit has been rising much faster than
Income this year, and some of the recent i{nnovationa in mortgage lending,
while supportive of current housing activity, also increase the level of
borrower exposure to adverse movements Iin interest rates or unexpected short=-

falls in future household ilncomes.

The Business Sector

Economic conditlions 1n the business sector have strengthened during
the past year and a half. Output, sales, profits, productivity, and investment
spending have all been rising throughout the expansion. By the first quarter
of 1984, after—tax profits In the domestic noanfinancial corporate sector were
ahout twice the levels of late 1982. Fixed investment spending, in real
terms, has risen roughly 25 percent during the first year and a half of the
recovery.

The rise in business investment spending durlng the current expaansicn

has been much stronger than generally expected. Unused capacity was at a
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new caplital ocutlays for some time. However, as the economic expansion started
to look more durable during the course of 1383, businesses began rushing to
modernize old units or to add to capacity. In addition, other factfoers, such
as the 1982-83 srock market boom and changes In tax laws, contributed to the
ebullience in investment spending. The widespread adoption of new computer—
based technelogies, which was evident even during the recession, also has
continued to provide an element of strong support In the capital goods sector,
and, more generally, businesses have recognized a need to invest in new tech=-
nologlies In order to remain competitive with forelgn producers. Reflecting
these influences, spending for new capital equipment recorded particularly
strong gains during the past year and a half, and spending for structures

also has strengthened markedly in recent quacterd.

Inventory accumulation during 1383 was less rapid than in the early
phases of many previous recowveries, but, in light of lengthening delivery times
and the sustained strength of sales, businesses appear to have become more
willing to rebuild stocks in the first half of 1984, 1In real terms, business
inventotrles rose at more than a $30 billion annual rate in the first quarter
of the year, and a further sizable accumulation was apparent in the second
quarfer. Even so, stocks in most industries stiil appear lean relative to
the recent pace of sales.

Despite the impressive improvement in activity over the past year
and a half, businesses have not testored their financial ratios to positlons
comparable to pre-inflation and pre-recessfon levels. As is typical in the

early phases of economic expansions, many businesses began moving to strengthen
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thelr balance sheets {n 1983, but the period of balance sheet resttucturing
in the current expanslon appears to have been unusually brief. A dowmturn fn
stock prices this year has made equity financing less attractive, and rising
long~term interest rates have Inhibited bond financing. Mergers and so~called
"levaraged buyouts” have resulted in a dilsturbing net retirement of equity

so far this vear. The business sector has remained heavily rellant on short-
term credit as its scurce of finance and is still relarcively wvulnerable to
adverse Interest-rate developments.

Financial problems of a more severe nature are evident {n particular
sectors of the.economy. In farming, for example, export developments have
continued to be discouraging, land prices are falling in important agricul tural
areas, and many farmers that had accumulated large volumes of debdt during the

mere inflationary years are, at present, facing severe financlal strains,

The Government Sector

With the cyclical strengthening in economic activity, Ffederal rax
revenues have Increased and the rate of growth in federal spending for income
support programs has slowed markedly. MNevertheless, federal debt has continued
to accumulate at an enormous rate, reflecting bhoth an underlylng uptrend in
federal outlays and the series of tax reductions that took effect during the
past three years. Faderal debt outstanding has risen more than 80 percent
since the end of 1979, MNet interest payments on the debkt have more than
doubled over than same perlod, rising to an annual rate of about $110 billion
by the first half of 1984. Current prospects are for further sizable increases

in both outstanding debt and net interest payments In coming years,
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These spending and revenue policies of the federal government
have provided an extraordinary stimulus to aggregate demand for goods and
services, bul they also have contributed to high interest tates, unsettled
conditions in financial markets, and a startling deterioration in cur balance
of trade. Recognizing the dangers posed by current policles, Congress and the
Administration have sought appropriate ways to reduce federal budget deficits,
but the actions taken to date are only a limited beginning toward dealing with
the Eull magalitude of the problem.

The underlying thrust toward higher federal spending has been
obscured In some of the recent data. For example, In real terms, federal
purchases of goods and services In the first half of 1984 were slightly
below year—earlier levels as outlays early in the year were depressed by an
unusually rapld liquidaticn of the farm fnventories held by the govern—
ment's Commodity Credit Corporation. For other goods and services, federal
purchases in the first half weve wearly 4 percent above a vear earlier,
after adjustmeat for inflation. Real outlays for defense ware up about 5-1/4
percent from a year earlier.

The finesncial situation of state and local governments has improved
markedly during the expansion. In real terms, state and local outlays, though
up moderately in the first half of 1984, still have shown only a small real
gain over the paast three years as a whole; these cautlious spending patterns,
coupled with increased tax revenues asseclated with the expanslon, have
resulted in large operating surpluses for state and local governing units as

a wholes
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The Forelgn Sector

After falling sharply in 1981 and 1982, the volume of U.$. exports
rose moderately during I983 and increased furrher in the early part of this
year. However, imports have grown much faster, and as a result the trade
deficlt {ncreased from an annual rate of roughly $40 billion in the filrst
quarter of 1983 to a rate of more than 5100 billion in the first gquarter of
1984, The U.S. current account deficit registered a corresponding shift during
this periocd, with the first quarter deficit reachfng an annual rare of nearly
$80 billlon. Data through May indicate that the trade balance remained weak
into the second quarter. The magnitudes of these frade and current account
deficits are without historical precedent.

While the galns ir exports In recent quarters have not fully reversed
the declines that occurred during the last recess{on, impurts have surged far
above their pre—recession peak. A major influence on these trade patterns
hag been the tremendous appreclation in the exchange value of the U.5. dollar
In recent ypars. Buoyed by high U.5. Interest rates and an eagerness of
foreigners to invest in dollar-denominated assers, the dollar rose by about
45 percent agalnst other currtencies from late 1980 to late 1983 and, after
turning down temporarily in early 1984, rose to new highs around midyear.
This appreciation, through 1ts impact on relative prices, has been both a
depressant of exports and a strong stilmulant to import growth.

Racent trade developments altso reflect the sharply divergent growth
patterns in the world economy. The exceptional strength of the U.S. economy
over the past year and a half has been manifested partly in a surge of import

buying. In contrast, the economlec recovery 1ln other fndustrial natiens has
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been substantially less rapid than in the United States, and exports to those
nations have lagged. Many developing countries that are burdened with nuge
external debts have, necessarily, sharply censtrained imports, including

those from the United States.

Labor Marker Developments

Labor market developments in the first half of 1984 were shaped both
by the vigorous expansion In economlc activity and by widespread restraint on
Increases in neminal wages and sglaries. Enmploayment rose rapldly, work sched-—
ules lengthened, and unempl oyment declined. Thus Far in the current expansion,
payroll employment has risen a little more raplidly than in most previous post-
war recoveries; the average workweek, another indicator of labor demand, has
increased much faster than usual.

The slack economic conditions during the recession and the early
phases of the recovery may have discouraged many persons from seeklng new
jobs, but as the expansion has lengthened into 1984, new jobseekers started
entering the labor force at a faster pace. However, employment opportunities
rosa even faster and, as a result, unemployment rates continued to fall. By
Jure the clvilian unemployment rate had dropped to nearly 7 percent, its
lowest level since April 1980.

Notwithstanding the general improvement in labor market conditions,
there are wide disparities in the Job situations across different reglons.
Unemployment is stlill gquite high in many of the traditional industrial states,
and problems of longer—term unemployment remaln especially acute 1n communities
in which plants were permanently closed during the recessicn. Jobless rates

for blacks and teenagers also remain exceptionally high.
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Recent wage developments appear to have been affected both by changes
in behavior that first were evident during the recession petlod and by the
moderatlon of price increases. Nominal wage increases, which were running
clogse to 10 percent per year at the start of the decade, fetl sharply in 1982
as uwenpl oyment rose to nearly 1l percent of the labor force. As the ecanony
has expanded, the rate of wage Increase has remalned close to those lower
levels, Year-to-year increases in the employment cost index, a fairly compre-
hensive measure of wage and benefit change, held at about the 5~3/4 percent
wmark from September 1983 through March 1984; the hourly earnings index, a
measure of wage change for production and nonsupervisory workers, has slowed
a little Further in the first half of thls year to an annual rate of aboul
3-1/4 parcent.

By the 19708, large annual increases in nominal wages had become
almost automatic In a number of industries, thereby fmpacting strong wnomentusm
to the inflationary process. However, as labor markets weakened in the early
1980s and price expectations moderated, there were marked changes in pacterns
of wage determination. Outright declines in wages occurred in many troubled
industries, and workers in general became more concerned about job security
than about automatic wage increases. Workers and managers alike took new
interest in measures to improve productivicy snd to enhance competltiveness
in forelgn matkets.

With labor markets now tightening, a key question in the cutlook
is whether the recent conservative patterns of wage determinatfon wi}il be
maintained, or alternatively, whether there will be a reversfon to the more

inflationary patterns of the previous decade. Important signe regarding the
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outlook for wages should emerge later this vear, as new collective bargaining
negotiations get under way, including some 1n industries in which economic

conditions have strengthened markedly durlag the expansion.

Price developments

Infl ation rates fell dramatically during 1982 and—~by the standards
of the past decade~—have remained relatively mederate through the first year
and a half of the expansion. The congumer price index rose at an annual rate
of about 4~1/2 percent durlng the first five months of 19B4; the price deflator
for gross national product was up at a rate of only 3-3/4 percent in the first
half. The rate of Increase in the CPI was slightly above the pace experienced
during 1983; the GNP deflator has risen at the same rate thls year as in
1983. Producer prices, after rising only fractlonally in 1983, {ncreased at
close to a 3 percent rate in the first half of this year; basic commodity
pricas have heen declining in recent weeks, reversing some of the sharp
advances that occurred earlier in the expansion.

Taken together, these and orther price data suggest that inflation
in the first half remained in the range that has generally prevailed since
gparly 1982 and {s running at little more than one-third of the peak Inflation
rates of the 1979 to 1981 period. Price behavior over the past year and a
half has been constrained by highly competitive markets, as well as hy the
ample plant capacity and labor resources generaily available during the
recovery period. TIn addition, bhecause of the sharp rise of the dollar in
exchange markets, the dollar prices of fmported goods have increased only
slighcly thus far in the expansion and have been a greater redtraining influ-

ence on domestic prices than In past expansions.
.
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Imbalances between supply and demand have been an Important Influence
on price developments in food and energy markets, sectors in which inflationary
pressures bad been particularly acute in the 1970s. Because of spare capacity
in world il markers, 4 protracted war in the Persian Gulf has, to date, had
littie effect on the prices of oil or petroleum products; consumer energy
prices, in relative terms, have continued to decline this year. Similarly,
the slack export demand for U.S. farm products has helped to damp price pres-
syres in the food sector; desplte the severe drought of last summer and a
damaging freeze this past winter, the rise in consumetr food prices in the first
half of the year was not much different than the general rate of inflation.

All told, the nation is enjoying a better price performance than for
any sustained period in more than a decade. The fact that inflation rates and
underlying wage trends have remained moderate during a particularly robust
expansfon 1s an encouraging development. However, there typically has been
11ttle price acceleration in the first twe years of business expansions; the
dangers have become greater in the later stages of expansion. Moreover, while
the forelgn sector has provided an important restraining influence on domestic
prices thus far In the current expansion, that iafluence has been dependent
on an exceptionally strong dollar and a high level of capitael inflows from
abroad. Thus, although current price trends are favorable, fumportant tests

of progress toward greater price stability remain ahead.
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Section_4: Money, Credit, and Financia} Markets in the First Half of {984

Earlievr this year, the Federal Open Market Committee established
speific growth objectives for the monetary and credit aggregates for 1984,
These nbjectlves were 4 to 8 percent for M, 6 to 9 percent for both M2 and
M3, and B to 11 percent for domestic nonfinanclfal secror debr. The ranges
were set |/2 or a full percentage point below the ranges for 1983, to be
consistent with continued restraint en inflationary pressures while encourag-
ing sustainable expansion in economic activity.

In getting these objectives, the FOMC assumed that speclal factors
that had contributed to strong demands for money 1n 1982 and 1983 woyld not
be nearly so important in 1984, The massive shifts of funds brought about
by the introduction of the new deposit accounts were largely completed last
year. The continuing strength of the econcmic rebound and the size of federal
budget deficits made it appeatr that further substantial declines In interest
rates, such as those that had accompanied the recession in 1982 and had
contributed to sharp declines in monetary velocity, were unlikely over the
near term. Moreover, greatly improved prospects for employment and incomes
seemed to be reducing the uncertainties that earlier had swelled demands for
precaut lonary balances. Consequently, the relationships of the monetary
aggregates to income and interest rates were expected to fall more into line
with historical norms.

Even though, as 1984 began, there was sowe evidence that the veloc-
ity of M1l was behaving more In accord with past patterns, the Committee

decided that 1t would not yet be appropriate to place full weight on that
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aggregate as a pollcy guide and that {ts growth would need to be interpreted
in tight of growth in the other aggregates. Moreover, growth of all the
aggregates needed to be appraised in the context of the outlook for economic
activity and prices, and over-all credit market developments.

In the first part of the year, credit demands proved to be exceptlon-—
ally strong, reflecting the continued tapld expansion in private sectors of
the ecenowny, ¢oupled with sustained, large Federal borrowlng needs. Indeed,
growth in the debt of domestic nenfinancial sectors accelerated in the first
quarter and remalned at an advanced pace of around 13 percent at annual rate
through the first half, significantly above the range set by the FOMC ar the
beginning of the year. The debt of private sectors lncreased at about 12-1/2
percent annual rate in the first half of the year—-some 4-1/2 percentage
peints more than last year——while federal debt expansion remained strong at
around a 14-3/4 percent annual rate.

In appralsing credit growth over the first half of the year, account
needs to he taken of an unusually large volupe of merger activity. Several
large meTgers and many smaller ones were financed largely with debt, and led
to liquidation of a sizable amount of equity. Such mergers are esrimated to
have accounted for roughly one percentage point of the annual growth rate of
domegtic nonfinancial sector debt Iin the first half of the year.

Much of the debt expansion was concentrated in short-tetm markets.
Bank credit growth accelerated to a 14 percent annual rate in the €irat
quarter of the year, though growth slowed somewhat {n the spring as baoks
liquidated securities te a greater extent in 2ccommodating loan demands.

Large amounts of credit also were raised in the commercial paper market.
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Domestic
nonfinancial
Period Mi M2 M3 sector debt
Fourth gquarter to 7.5 7.0 9.7 13, 1¢
Juna 1984
Fourth quarter to
gecond quarter 1284 a.7 6.9 9.7 13,19
Fourth quarter
to fourth quarcer
1978 8.2 8.0 11. 8§ 13,3
1979 7.5 8.1 10.3 2.1
1980 7.4 9.0 9.6 3.6
1981 5.1 (.51 9.3 12,3 9.9
1982 8.7 9.5 10,5 .0
1983 10.0 12.1 9.7 10,8
Quarterly growth rates
1983--Ql 12.8 20.5 10.8 B.%
Q2 IL.6 1.4 9.3 10.4
Q3 2.5 6.9 7.4 11.8
Q4 4.8 8.5 %.8 10.3
1984--1 7.2 7.0 9.0 12.5
Q2 6.1 6.8 10.2 13.38

e~=estimated.

l. Ml figure in parentheses is adjusted for shifts ro NOW accounts Iin 1981.
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Corporate borrowers——which as a group had not had any significant need for

nat external financing in rhe previous two years——this year began to experience
a rise in the financing gap, as spending for inventories and plant and egquip-
ment came to outpace internally generated funds.

While borrowing in short-term markets particularly strengthened,
the demand for funds in longer—term debt markets remained large relative to
the supply of savings Iinto those instruments. Mortgage borvowing by households
rose sharply, and corporate bond issuance picked up somewhar from its pace of
the second half of last year. Meanwhile, the federal goverament continued to
market a sizable amount of longer—-term debt obligations to meet ifs continuing
large cash needs and to roll over maturing debt. On the other hand, activity
in the municipal bond market was subdued during the first half, at least by
comparison with the past two years, treflecting a lapse In authority to issue
woTtgage revenue bonds and antlcipated legislative limirs on lndustrial devel—
opment and student loan bonds retroactive to January.

The strength of total credit demands exerted upward pressures on
interest rates. These presgures were reflected in about a 1 to 2 percentage
polnt rise in short—term rates over the first half of the year. Long~term
rates also rose by about that amount, reflecting in part the weight of Trea-
syry financing and uncertainties about the budgetary and economic ocutlook
generally, whereas they normally rise by much less than short-term rates.

The Federal Reserve in implepentation of monerary policy added
moderately to pressures on the reserves of the banking system around the.end
of the first quarter to malntain appropriate growth of monrey and credit. To

meet ¢redit demand and deposit growth, institutions had to turn gomewhat mate
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to the discount window; borrowing for adjustment and seascnal purposes at the
window rose to around 31 billion in March and April after averaging only about
5640 million during the first two months of the year. The natrower mcnerary
aggrogates——M1 and M2—-kave remained within their ranges. However, under the
pressure of strong public and private credit demands both M3 and total domestic
credit have been expanding at a more rapld rate thar antlcipated.

AS reserve pressures increased, growth of total reserves and rhe
monetary base slowed substantially durdng the early spring. Part of the slow-
ing in growth of total reserves reflected the return of excess reserves to
more usual levels after they had expanded sharply in February, at the time
of the introduction of contemporaneous reserve accounting. In May and June,
growth in the reserve aggregates accelerated, partly reflecting the upward
impact on required reserves of shifts in the deposit mix as banks relied rela-
tively more heavily on large time deposits and as govermment and interbank
deposits also rose. The large borrowing by Continental Iilinois Bank over
this period wag offget in open marker operations by reduced holdings of U.S.
Government securitles, so that borrowing by depositery institutlans apart
from that bank remained close to the level reached in early spring.

Tne federal funds rate rogse from about 9-1/2 percent in the early
part of the year to the [0 percent area in early spring and to around 11 per-—
cent in June and early July. The Federal Reserve discount rate was raised
from 8-1/2 to 9 percent in April. While the rise tn the funds rate—-which is
sensirive to hanks' day~to-day demands for reserves relative to suapply——in part
reflected somewhat greater restraint by the Federal Reserve in provision of re-

garves through open market operations during the spring, it also reflected the
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increased willingness of banks to pay more for federal funds as credit demands
remalned strong, and as other sources of funds became relatively expensive.

The 1oss of confidence in the Contlnental Illinois Bank and well-
publicized problems related to ongoing international debr negotlations in May
led vo a widening in the spread of ylelda an certificates of deposit issued
by depository institutions over Treasury securities of siwmilar maturity.
Indeed, investors seemed to show an increase In preference for government
securities relative to private credit instruments gererally. More recently,
¥ield spreads have narrowed, as progress has been made in debt questicns and
the Continental Tllineois situarion has remalned unigue and conralned.

M1 has grown generally in the upper half of the 4 to B percent
range adopted by the Committee. PFrom the fourth quarter of 1983 through June
of this year, that aggregate grew at a 7~1/2 percent annual rate, close to
the rate of growth during the second hatf of 1983, but significantly lower
than during 1983 as & whole. Growth in curtency, demand deposits, and trayel~
ers checke {(esgsentially the narrow measure of money used before 1%980) has
remained near last year's 3-1/4 percent pace. However, other checkable
deposits (0CDg) have decelerated sharply from the nearly 30 percent rate of
growch of 1983 to around 14 percent this year. OCDs——primarlly consisting of
NOW gccountg—are interest-earning, and tend to be used not only for transac~
tions but also as & repository for liquid savings. This year's slowing
apparently reflec¢ts a waning of the motives that led to heavy demands for
1iquid assets in 1982 and 1983, as well as recent increases In the opportunity
cogt of holding such balances as Interest rates on other ipsttuments have

risen.
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Ranges and Actual Money Growth

M1
Billions of dottars
! annyal rates of growth
~~ Range adopted by FOMC for _—

1983 Q4 10 1984 Q4 -~ 1983 (4 to 1964 Q2
—1 560 8.7 percent

1983 Q4 o Jung 1984
7.5 percent

— 520

M2

Annual rates of growih
—— Range adopled by FOMC for e ———

9%
19483 Q4 to 1984 Q4 // ¢ 1983 Q4 to 1984 Q2
2350 5.9 percent
F 1983 Q4 lo June 1984

7.0 percent

2300

2250

2200

1983 1984
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While M1 growth has slowed relative to last year, {rs income veloc~
ity—measured by the ratlo of gross natfonal product to money-—increased
rapidly, given the strength of the economy and assoclated demands for money
and credit. Over the first half of the year the ifncome velocity of M1 has
Increased at about a 5-1/2 percent annual rate, & little more rapid than
usually has occurred in the second year of an expansion. Nonetheless, the
level of M1 veloclty still remalns about 3 percent below the peak reached
during 1981, and about 10 percent below an extrapolation of fts pre-1982
trend--suggesting that at least some relatively permanent, sizable Increase
in demand for Ml may have stemmed from the impact on the public’s money
preferences of the sharp drop of market interest rates in 1982 as {nflation
abated, given the comparatively low oppertunity cost of holding M1 that
developed with the larger role of interest-bearing transactions accounts {n
that aggregate.

Growth in M2 also has heen well below that of GNP over the first
half of 1984, To some degree, expanslon in M2 appears to have been restralned
by heavy inflows to individual retirement accounts (IRAs) and Xeogh accounts,
which are excluded from money stock measures, Inflows to IRA and Keogh
acecounts at depository institutfions alone surged by more than $20 billion
over the first half of the year, much of which likely is not yet taken inte
aceount by seasonal adjustment factors. The composition of growth {n the
nontransactions component of M2 has tended in recent wonths to shife toward
small time deposits, perhaps reflecting a willingness of investors to sacrifice
liquidity in order to teceive higher yleld. At the same time, the fact that

depository institutions have lagged In ralsing thelr offering rates on time
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deposits relative to market interest rates probably has encouraged some
gavers to invest in market instruments Instead.

However, M3 growth--like growth In total debt--has pushed above the
upper and of Its range. This aggregate comprises, in addition to all of the
assets in M2, large CDs and certaln other bhorrowings by depository fnstitutions.
Thrift institutions have continued to issue large CDs at a rapld pace, owing to
heavy acquisitions of mortgages and mortgage-backed securities and moderate
core deposit growth. Loan growth at commercial banks strengthened further in
the first half of 1984. Commercial banks, which last year ran off about $40
billion of large CDs in tresponse ta the flood of money market deposit account
money and sluggish loan demand, increased outstandings by 525 billfion in the
first six months of the year to fund the surge ia loam demand. OGrowth in M3
would probably have been ever more rapid had not commercial banks supplemented
deposit funds by heavy borrowing from foreign offices, amounting to $15 bit~
lion over the first half of 1984,

In general, the rapid further expansion of the economy in the first
half of 1984 has been financed by an accelerated rise in velocity of money
and by large-scale extensions of credit, all accompanied by further increases
in interest rates and by an unusually large share of credit raised from abroad.
In the process, greater stresses, or their potential, have been evident this
year in the financial pesition of some economic seclors.

Depoeitory imstiruticns as a group have not been under presgure from
disintermediation as they often have in the past when interest rates rose, as
regulatory cellings on ylelds payable by deposlitory institutions have largely

been removed., Thus, deposit flows have been well maintained. 5till the prof—
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its of banks and thrifts deterierated In the first half of 1984--in the case of
banks partly because of coatinuing problem loans, and, in the case of thrifts,
mainly becaunse of rising interest rates.

With regatd to the corporate business sector, the reductioa in equity
shares cutstanding thus far this year, together with the concentration of over—
all borrowing in ghort-term market sectors, has in some degree reversed the
progress made last year toward stronger balance sheet positioms. In the house~
hold sector, rapld growth in consumer credit and in mortgage debt, especilally
adjuatable rate mortgages, has increased the actual and potential share of
income devoted to debt service.

There has been a sharp upswing in use of adjuatable-rate mortgages,
most of which are made at initial rates well below the cose of fixed-rate
financing, that has tended to support housing activity and mortgage lending.
Nearly two—thirds of conventional mortgages originated by savings and loan
institutions in early 1984 were of the adjustable-rate variety. Thrifts also
have been originating and helding a growing volume of consumer loans. Both
of these types of assets carry ylelds that more closely track current market
yields than do long-term fixed rate mortgages. Despite the shift away from
origination of fixed-rate mortgages, however, the asset stocks of thrift
institurions remzin heavily concentrated in such instruments, leaving industry
earnings yylnarable to rising interest rates.

The foreign exchange value of the dollar on a trade—welighted basis
declined somewhat durlng the firat few months of the year, but since has
retraced all of its decline and more, establishing bilateral record highs

against several currencies. The dollar's rehbound appears partly related to
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increases in dollar interest rates relative to yields on assets denominated
tn foreign currencies. Demand for the dollér may have been gpurtred also by
the favorable inflation performance in the United Stares and a perceptlon that
monetary policy will continue ro resist inflationary pressures. In addition,
part of the dollar's strength may reflect labor relations problems that have
affected Buropean currencies, as well as wnilitary confliets in the Mideast.
Reports of a widening trade deficit may have weakened the dollar, but on
balance the forces mentioned above more than offset the effects of the deficit.,
The large net inflow of funds that foreipners have been williag to
place In the United States has been an Inportant factor enabling credit mar-—
kets to finance the faster rige in private borrowing needs, while srill accom-
modating to the unusually large and continuing federal credit demands. Thus,
the imbalance, at current Interest rates, between domestic savings and domestic
demands on that saving from the federal budéetary éeficit and private spending
for investment has been accommodated by a large further rise In debt owed to

forelgners.
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The CHAIRMAN. Thank you very much, Mr. Chairman.

As you well know, over the past several years I have shared your
concerns about the deficits and we have talked sbout those over
and over again and their impact on the economy, on credit mar-
kets, and T still share those concerns and certainly hope that Con-
gress means what they say when they talk about coming back after
the election and taking much stronger actions than the so-called
downpayment.

STRENGTH OF THE ECONOMY

On the other hand, though, I continue to be surprised at the
strength of the economy. Certainly it has grown much more rapid-
iy with less inflation than I anticipated 1 year ago or 6 months ago,
and I think that is true of most economists.

The Commerce Department figures show an annual growth rate
of 7.5 percent in the second quarter after having grown 10.1 per-
cent in the first quarter. Commerce also announced that inflation
in the economy fell to 3.2 percent annual rate in the second quar-
ter from 4.4 percent in the first quarter. Yesterday it announced
I:Ihat consumer prices rogse at an annual rate of only 2.4 percent in

une.

The New York Times reported that economists say the economy
is growing faster with less inflation than it has in two decades and
also the New York Times noted yesterday that for the last 18
months the boom in capital investment has been the strongest
since World War II. The Times went on to say that economists at-
tribute much of that capital spending boom to the tax cuts of 1981,

Your statement today notes that this recovery and expansion
period has been atypical in the sense that such a rapid expansion
has been maintained longer after the recession irough than any
comparable cyclical pericd since World War 11, excepting only the
Korean war period of time.

Would you agree with these economists that the tax cuts of 1981
at least deserve a good portion of the credit for the ongoing beom
in capital investment and the strength and duration of the recov-
ery and expansion?

Mr. VoLcker. 1 think the tax cuts provided incentives for busi-
ness investment. High interest rates theoretically work in the op-
posite direction, but we see a rapid expansion in business invest-
ment, Business investment level is still not exceptionally high rela-
tive to the GNP, but the rate of growth has indeed been very rapid.

Let me say that I think there has probably been, in terms of
what most economists expected earlier and in terms of your own
expectations, more thrust from the budget deficit as well as from
the particular tax measures than was anticipated; the other side of
that coin, on the inflation front, has been, in part, that the com-
petitive pressures related to our foreign trade position have been
strong and salutory in the immediate sense.

The dollar has been strong. Goods are readily available from
abroad. That has been a powerful competitive force.

1 think as we look ahead and against the background of those
very favorable developments, we have to ask ourselves, of course,
what we need to do to keep the process going effectively at a sus-
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tainable rate and to keep that price situation under control. There
is a source for concern, because I do think that some policy adjust-
ments are necessary.

The CHAIRMAN. Again, [ stated that I agree with you. I share
those concerns. But every time we come back we express those con-
cerns again. I guess what I'm trying to get at is why? Why does it
continue to grow at this rate with such low levels of inflation, con-
tinuing reducing unemployment? In other words, the question I'm
getting to, we continue to talk about this and, again, I haven't
changed my mind on the impact of the deficits and what they can
do in the future, but 6 months from now, we are going to come
back here again and we're going to talk about our concerns with
the economy still booming, inflation is still down and so on, and
why? Why, Mr, Chairman? Are we all wrong in our projections?

Mr. VoLcker. I don’t think we can repeal economics. I do think
the inflation situation—I'm repeating myself now—has benefited
greatly from the foreign trade situation and the dollar. But you
have to ask yourself: Is that sustainable? Is it sustainable for us to
supplement our domestic savings by one-quarter from abroad? We
are becoming a debtor country., We are borrowing abroad at the
rate of $80 billion and $90 billion a year. Is that possible? That is
related to that budget deficit that concerns you and concerns me.
We are directly or indirectly financing the budget deficit from
abroad. That's something you can do for a year or two; I don't
know how long you can do it, but I'm certain you can’t do it for-
ever, so we've got to make that adjustment.

SOME WARNING SIGNALS FLASHING

The risk in the inflation outlook is frankly what happens to the
dollar. We have had an appreciating dollar during this period. We
also have a widening trade deficit. Are those things consistent over
a period of time? I think warning signals are clearly flashing in
that area.

Then, finally, I don’t think you referred to interest rates that are
on a lot of people’s minds. Interest rates have risen somewhat
during this peried. They started at a very high level. That produces
strains and distortions and imbalances both in our economy and
throughout the world, and I think that's not something to be taken
lightly. You have to ask what's the source of these interest rate
pressures. And given everything else that's happening—including
what analysis of monetary policy you want to make and the growth
in money and the growth in credit, which doesn’t seem to me to be
starving the economy in and of itself—you have to look at what is
causing those high-interest rates and what kinds of strains and dis-
tortions that’s creating in the economy. Again, I think you come
back to legitimatizing your concern and your continuing concern
about the deficit.

The CoaiRMAN. Mr. Chairman, I don’t disagree with what you
said. T guess the only shade of difference we would have is that I
would attribute a great deal more of the growth and continuing
strong economy to the tax cuts. If we start looking at the level of
taxation compared to even financing World War II, we are still
being taxed at a very, very high level of gross national product,
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and there is a difference in how you achieve budget deficit reduc-
tions. There iz a big difference between whether you take more
money out of the economy. If youw've got a $200 billion deficit and
you decide that you're going to reduce it by $50 billion with $50
billiont in tax increases you have reduced the amount of interest
paid on that deficit, but you’'re still removing $200 billion from the
private sector, $150 billion from the borrowing and $50 billion more
from taxation; compared to reducing it by expenditure reductions
by $50 billicn, you're only taking $150 billion out of the private
sector and removing pressure from those credit markets for higher
interest rates.

So I think the tax cuts are very, very helpful. If I had my way,
which I obviously don’t, I would go for additional tax reductions
with expenditure reductions, rather than continuing to talk in a
political year about who's going to raise taxes after the election. I
think it's a bad way to go, the wrong way to go, in the economy we
have been describing with either party or whoever gets elected,
rather than talking about expenditure reductions.

According to data from the St. Louis Federal Reserve Bank,
growth in the adjusted monetary base has been highly erratic in
recent months. The March 14-May 23 adjusted base declined at an
annual rate of 4.7 percent. From May 23-July 18 the base grew at
a 20-percent rate. The monetary base is the aggregate over which
the Federal Reserve has the most direct control.

Why has the growth been so erratic? Doesn’t this lead to uncer-
tainty in financial markets that put upward pressure on interest
rates?

Mr. Vorcker. I should say first of all, I don’t look at the St.
Louis calculation of the monetary base which has some conceptual
questions attached to it. The monetary base i3 what we directly in-
fluence, but we influence that for other purposes. We don’t aim, in
the first instance, at creating stability in the monetary base itself.
What we are interested in is what effects that has on the monetary
aggregates that we do target and, in turn, judging those in the con-
text of overall economic activity.

Bank reserves have been moving quite erratically recently, and
they are a component, the most volatile component in the mone-
tary base, however it's calculated, partly because of variations in
behavior of banks with respect to holding excess reserves that have
been influenced by a variety of uncertainties in financial markets.
We have had periods of several weeks where excess reserves have
moved quite erratically judged against any trend when the money
supply has not. We're interested in the money supply.

I think for quite a while currency, which is the biggest compo-
nent of the monetary base, has shown some odd fluctuations, too.
We do not attempt, for perhaps obvious reasons, to control the
amount of currency in circulation specifically, but it’s very heavily
weighted in the monetary base.

The CHAIRMAN. Thank you, Mr. Chairman. My time is up.

Senator Proxmire.

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

65

CAUTION AND CONSTRAINT NEEDED

Senator ProxMIRE. Chairman Volcker, in my opening statement
I said that the economy’s rapid growth suggested this seems to be a
time when monetary policy should be cautious and constrained.
Would you agree with that?

Mr. VoLckER. Yes.

Senator ProxMiRe. Now Treasury Under Secretary Beryl Sprin-
kle told this committee a few months ago that any policy changes
by the Fed with respect to monetary aggregates would affect infla-
tion with a 2-year lag. He presented an elaborate graph that
showed a remarkable consistency between changes in M1 and the
rate of inflation with a congistent 2-year lag.

If that's true for inflation, it seems to me that the consequence of
monetary policy changes on unemployment would also have a very
long lag. Since inflation and unemployment are the two big politi-
cal enchiladas, since the election is less than 3% months away, is
there any economic role of the Fed in the coming election? With
the economic powerhouse agency you have, are you all finighed as
far as contributions you could make to the outcome of the 1984 con-
gressional and Presidential elections?

Mr. VOLCKER. If you assume some lags, I think that’s correct.

Senator ProxMigg. Are the lags right?

Mr. VoLckeR. I think there are long and variable lags. That’s the
whole problem with monetary policy and other economic policy
measures. If there were no lags, if we could move today and affect
everything tomorrow in some predictable way, you could have an
automaton run the Federal Reserve. I don’t think that is the expe-
rience and I do not share the confidence of some that these lags—
for instance, the 2-year lag that you mentioned from monetary
growth to prices—is nearly as consistent in the historical record as
we would like to have it.

Senator PrRoXMIRE. Let me ask you this. Is there any economic
indices—say, interest rates—which could be affected by the Federal
Reserve policy now or next month that would have an effect before
the November election?

Mr. VoLcker. If very strong actions were taken one way or an-
other, I'm sure, yes. You will recall the episode—this wasn't exact-
ly monetary policy in the ordinary sense—in early 1980 when the
decision was made to adopt some relatively mild controls on con-
sumer credit, and the psychological reaction was such that the
economy almast instantaneously reacted, contrary to everyone’s ex-
pectations. Now that, I think, was almost entirely because of the
psychological impact of a measure announced by the President.

Sena}?tor Proxmige. That psychological reaction is very tricky,
isn’t it?

Mr. VOLCKER. Yes.

Senator PRoXMIRE. [n other words, if you follow a policy of trying
t0 hold down interest rates as some have suggested by increasing
M1, the investors may interpret that as inflationary and therefore
interest rates may rise?

Mr. VoLCkER. Yes, | agree with that.

Senator ProxmiRg. On page 8 you have told us that:
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Viewed in 2 medium-term or longer perspective, those growth rates for M3 and
domestic credit are higher than consistent with sustainable rates of growth in the
economy and progress toward price stability.

In other words, you are telling us that that growth is inflation-
ary and for that reason you say the Committee decided not to raise
the target ranges for this year.

Well, can’t you do more than that? Are there any policies you
can follow that would reduce the rate of growth in M3 so that it
would be more sustainable and less inflationary?

Mr. Vowcker. Presumably, yes, if we put more pressure on bank
reserve positions and in that sense had a more restraining policy,
over time the growth in M3 and debt would be reduced. We would
also have a reduced growth in M1 and M2, maybe more promptly
than in the others.

Senator ProxmIire. Why shouldn’t you do that then?

Mr. Vorckeg. This is what you have to reach a judgment on and
that has been debated.

Senator ProxMIRE. But you decided not to change M1 and M2.

Mr. VoLcker. We decided, looking at everything that’s going on,
including M1 and M2 which are within their ranges—in fact, M2, I
think, is at or below the midpoint of the range while M1 is relative-
ly high in its range—and looking at the rest of the economy and
looking at indications of price pressures and looking at conditions
in financial markets, we did not take, as I reported, additional re-
straining measures. Interest rates have continued to go up during
most of this period, except for the last couple of weeks, when
there’s been a lot of volatility.

Senator ProxMIRE. Now there's been a lot of criticism of Jesse
Jackson for what he did in Cuba and in Nicaragua, but he’s not
under the discipline of the administration or of the executive
branch. Recently, the U.S. Ambassador to France held a press con-
ference in Paris where he declared that the Federal Reserve should
reduce short-term interest rates. The purpose of the press confer-
ence apparently was to affect monetary policy.

I wonder if you have any comment on the state of our diplomatic
relations with France and how we could improve them?

Mr. VorLcker. No, sir. I found the source of those comments a
little odd in terms of history, and 1 must say 1 found the analysis a
little curious as I looked at it.

Senator PRoxMIRE. I have never seen that happen before. It
seems to me if we have any diplomat who is qualified to make this
kind of judgment it would be Arthur Burns, our Ambassador to
l()}ermany, who is eminently qualified but who has the sense not to

utt in.

NOMINATION OF DR. SEGER

On July 2, the President nominated Martha Seger to the Board
of Governors. I felt this was extraordinary. It was extraordinary be-
cause this was a very controversial appointment. Martha Seger was
opposed by every Democrat on the committee. The nomination now
comes to the floor. I didn't see that it was an emergency kind of
situation, Perhaps it was, but that case hasn’t been made.

Did you ask the President for a recess appointment?
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Mr. VoLckEer. No.

Senator ProxMIRE. Were you consulted on the President’s deci-
sion to make a recess appointment?

Mr. VoLcker. No.

Senator ProXMIRE. Is there any evidence that the Board or the
Open Market Committee would have difficulty performing their re-
sponsibilities had they waited for Dr. Seger to be confirmed
through the normal processes of the Senate?

Mr. Vorcker. Not from my particular point of view, but I sup-
pose other opinions may differ on that.

Senator PROXMIRE. Why do you suppose the President used his
recess appointment authority in this case?

Mr. VoLckeR. I don’t know.

Senator PrROXMIRE. I understand the Secretary of the Treasury
was consulted on Dr. Seger’s initial nomination. I understand Dr.
Seger was interviewed at some length by the Vice Chairman of the
Federal Reserve Board, Mr. Martin. Were you involved in this se-
lection?

Mr. VoLckER. Yes; I was aware of the process and had opportuni-
ties to comment upon it, but this appointment process is the Presi-
dent’s and the Congress.

Senator PROXMIRE. Are you aware of any other controversial ap-
pointment to the Federal Reserve Board that’s ever been made on
a recess bagis? It seems to me that this agency is so importantly
independent of the executive branch that to have this appointment
made under these circumstances is an extraordinary precedent and
I think perhaps a dangerous precedent.

Mr. VoLcker. I don't recall any, Senator, of this kind.

Senator PROXMIRE. Now, some people argue that the Reagan ad-
ministration seems to have shifted from Fed bashing to big bank
bashing in their effort to explain why interest rates remain so
high. Are banks responsible for keeping interest rates artificially
high?

Mr. VOLCEER. Are bankers responsible?

Senator PROXMIRE. Yes, sir.

Mr. Vorcker. I would not describe bankers as responsible for
keeping interest rates artificially high. As I indicated in my state-
ment, in this deregulated banking environment, a period of eco-
nomic expansion particularly, I think there is a sense among bank-
ers that they don't have constraints on their ability to raise money.
To overstate it a bit, you make the loan and then you finance it,
and as credit expansion proceeds. It does have to be financed; the
bidding for funds proceeds, and that raises rates in the market.
That’s the way the market process works.

I wouldn’t call it exactly artificial. I wouldn't call it artificial at
all. My concern about the process would be whether, in the end,
from the perspective of the entire economy, the credit expansion
doesn’t proceed faster than is healthy in aggregate terms, which we
have to look at in terms of our policy, but also importantly in
terms of individual banks retaining appropriate prudence in their
lending process.

Senator ProxMIre. Now let me move quickly to another subject.
My time is almost up.
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LOWER INTEREST RATES FOR FARMERS

Senator Exon, a Senator whom I especially admire and like, is a
neighbor right across the street and a good friend, has introduced a
resolution. You referred to the same concern that he had on page 5
of your statement when you talked about the effect of high interest
rates on farmers. His resolution, S. 130, expresses the sense of the
Senate that the President should cooperate with the Fed to exer-
cise appropriate authority to ensure that an adequate flow of credit
is available to American farmers at reasonable rates and that
American farmers be treated not less favorably than foreign bor-
rowers with comparable levels of risk.

What about this? Is there anything the Fed can do to lower in-
terest rates paid by farmers? As you know, they are in terrible
straits. Prices are down now. Foreclosures are very common. It's
almost a depression that many people aren’t aware of because they
now constitute a relatively small percent of the population, but it's
a real crisis out there.

Mr. VorLcker. There’s no question that there are strong financial
strains on farmers who are at all heavily indebted, and many of
them are, as you know. I think there are real problems out there
created by the general interest rate situation. I think our ability to
fleal_lwith that on a selective basis is extremely limited. It's basical-

¥ nil,

My concern about resolutions of that type are that they imply
that we have got more power than we do to deal with the situation.
What we have tried to do, as I indicated in my statement, is some-
thing which 1 suppose is broadly analogous to the kind of com-
ments we made about the international debt situation. In the case
of farmers who are in a position, basically, where over time they
should be creditworthy, but are in a debt squeeze right now and
can't keep up with their payments, and when the bank appropri-
ately thinks that forebearance ought to be shown, we have said we
don’t want the bank examiners classifying those loans when they
also have the judgment that that farmer can be basically credit-
worthy. We try to make sure that the appropriate reaction of a
banker in being tolerant, understanding, and forebearing in these
situations is not discouraged by the bank examiners, and I think
we have done that.

Senator ProxXMIRE. Thank you, Mr. Chairman. My time is up.

The CHairMaN. Before I turn to Senator Mattingly, I would just
respond to the Senator from Wisconsin and the Chairman that Mr.
Eccles was a recess appointment, for whatever that is worth, and I
can’'t say that from personal knowledge because that was so long
ago that I was in a period when 1 had no hair. In between I had
hair. I have gone from that period through the hair period and
back to the hald state where I was a 1 year old when Mr. Eccles
was a recess appointment to the Fed.

Senator ProxXMIRE. If the chairman would yield on that, I think
bald states are controversial and I've tried to do my best to im-
prove my status. But Mr. Eccles was not a controversial appoint-
ment. I don’t know of any Senators who were against him.

Mr. VoLcker. My counsel has given me the same note that Mr.
Eccles’ first appointment was made during recess.
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The CHAIRMAN. At my age at that time I don’t know whether it was
controversial or uncontroversial and I can’t afford the kind of surgeon
that Senator Proxmire had.

Senator RiecLE. Mr. Chairman, just for the record, I wonder if
the same historian is here to tell us whether that occurred in the
midst of the session or at the end of the session.

Mr. VoLckeEr. We will provide the circumstances for the record,
Senator.

Senator RiecLE. I would be very surprised if it occurred in the
midst of the session.

Mr. VoLcker. Let us research the issue and provide the answer
for the committee.

The CHalrMAN, I'm not sure that it's too important one way or
another.

Mr. VoLckEr. Somebody else had a very temporary appointment,
but I will provide the circumstances to you for the record. I was 8
years old at that time.

The CHAIRMAN. Senator Mattingly.

[The information was supplied for the record:]
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BO0ARD OF GOVERNDORS

DF THE
FEDERAL RESERVE S5YSTEM
WASHINGTON, D. C. 2055)

PaLL A. YOLCKER
CHATAMAN

August €,1984

The Honcorable Jake Garn

Chairman

Committee on Banking, Housing
and Urban Affairs

United States Senate

Washington, D.C. 20510

Dear Mr. Chairman:

During the Committee’'s hearing on the conduct of
monetary policy on July 25, 1984, Senator Proxmire raised the
question of whether there had been any recess appointments of
Federal Reserve Board Governors by Presidents prior to the
recess appointment of Governor Seger. During the subksequent
discussion, you poinhted out that Chairman Eccles had received a
recess appointment, and Senator Riegle reguested information on
whether there were any other recess appointments and whether
any of those appointments had been made prior to the
adjournment of the Senate sine die. I said that I would supply
the information for the record.

The enclosed memorandum notes that there have been
three recess appointments made to the Board: Adolph C. Miller
on August 21, 1934; Marriner S. Eccles on November 15, 1934;
and John E. Sheehan on December 23, 1971. The Miller and
Eccles appointments were made after the adjournment sine die of
the First Session o©of the 73rd Congress and the 8Sheehan
appeintment was made after the adjournment sine die of the
First Session of the 92nd Congress.

With best wishes.

Siacerely,

Tl A

Enclosure

er: Senator Proxmire
Senator Riegle
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hugust 6, 1984

MEMORANDUM

SUBJECT: Previous Recess Appointments to the Board

Prior to Governor Seger's appointment to the Board of
Governors, there had been three recess appointments made to the
Board: Adolph C. Miller, on August 21, 1934; Marriner 8.
Bccles, on November 15, 1934; and John E. Sheehan, on
December 23, 1971,

All three of the previous appcintments were made when
Congress had adjourned sine die between sessions, Both
Mr. Miller and Mr. Eccles were appoihted during the adjournment
between the 73rd Congress and the 74th Congress, which lasted
from June 18, 1934 to January 3, 1935. Mr. BEheehan was
appointed during the intersession recess from December 17, 1971
to Janvary 18, 1972, between the first and second session of
the 92nd Congress. In all three cases, the nominations were
first submitted to the Senate after it reconvened from the
recess during which the appointments were made.

The relevant dates for each appointment were as
foilows:

Adolph C. Millerl/

Adjournment of Senate {73rd Cong.) June 18, 1934

Recess Appointment August 21, 1934
Oath of Office Avgust 21, 1934
Senate Reconvenes {74th Cong.) January 3, 1935
Nomination Submitted to Senate January 10, 1935
Favorable Report from Committee January 22, 1935
Confirmation by Senate January 23, 1935
Permanent Appointment January 26, 1935
Oath of Office February 1, 1835
1/ Mr. Miller was one of the original members of the Board. He

was first appointed in 1914 and reappointed in 1924.
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Marriner S. Eccles

Adjournment of Senate (73rd Cong.)
Recess Appointment

Qath of Office

Senate Reconvenes (74th Cong.)
Nomination Submitted to Senate
Hearings Before Committee
Favorable Report from Committee
Confirmation by Senate

Permanent Appointment

Oath of Office

John E, Sheehan

Adjournment of Senate (lst Sess.,
92nd Cong.}

Recess Appointment

Oath of Office

Senate Reconvenes{2d Sess.,
92nd Cong.}

Nomination Submitted to Senate

Hearings Before Committee

Favorable Report from Committee

Confirmation by Senate

Permanent Appointment

Oath of Office

Federal Reserve Bank of St. Louis

June 18, 1934
November 10, 1934
November 15, 1934
January 3, 1935
January 10, 193§
April 15 and 19,
April 23, 1935
April 24, 1935
April 25, 1935
April 27, 1935

1935

December 17, 1971
December 23, 1971
January 4, 1972

January 18, 1972
January 24, 1972
January 27, 1972
January 27, 1972
February 7, 1972
February 7, 1972
February 8, 1972
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Senator MarringLy. Thank you, Mr. Chairman. I'm not sure
whether anybody who's got to borrow money in the private sector
is too worried about that appointment.

We now go to the haired members of the committee to ask ques-
tions. I thought 1'd throw that in. [Laughter.]

Let's return to the original question of Senator Garn. I think he
was trying to get you to say you were supporting the President’s
policies. On page 5, you made the comment that it is in the end a
choice between building on the enormous progress of the past to
achieve sustained growth in a framework of greater stability—I
assume you're endorsing the Reagan policies of the last 3% years—
“or a relapse into inflationary economic malaise,” which sounds
like the 4 years of the Carter administration.

In order to treat all us dogs equally, are you saying that the poli-
cies of the last 3% years——

NO POLITICAL COMMENT

Mr. Vorcker. I am making no political comment whatsoever. 1
am somewhat aware that this is the period for debating these
issues, but I don’t want to entertain debate in that context.

Senator MarrincLy. Well, are you saying the policies—taking
the candidates out—the policies of the last 3% years have made a
lot of economic progress?

Mr. Vorcker. 1 have said this repeatedly—and I recail saying it
18 months ago in my comparable statement—that I thought we
had succeeded in laying the foundation for the possibility of a long
period of sustained growth with greater stability, and I think those
things have to go together. Indeed, I think a lot of what's going on
has been very favorable, not only in the immediate sense but also
reflecting changes in attitudes, changes in behavior, changes re-
flected in restraint on pricing, restraint on wages, high productivi-
ty, signs of increased business investment; that all augurs very
well, But there are some very real shoals out there that simply
must be dealt with and, indeed, the events of the economy make it
more urgent to deal with them.

Senator MaTTINGLY. But the policies of 1979 and 1980 in that era
which gave us 21 percent prime and 13 percent inflation, and the
policies that we have now——

Mr. VoLckeEr. Maybe I'd better just say that I was here in 1979
and 1980, so as far as the Federal Reserve was concerned, 1 would
like to think those policies were part of laying a sound base, too.

Senator MATTINGLY. Right. But generally speaking, you think
the tax cuts and the reductions in Federal spending is healthy for
our economy?

Mr. VorLckER. I'm not sure I have any difference at all with Sen-
ator Garn. I said—the words may sound familiar to you because 1
repeated them in earlier testimony—that clearly the ratio of Feder-
al spending to GNP is above historical relationships; taxes are
about as high as they have ever been relative to the GNP. From a
strictly economic point of view, I believe that the more that spend-
ing can be reduced to close this gap, the better.

I have also said that, as a practical matter—and that’s what the
political process is all about—if it can’t be done on the spending
side, you've got to look at the revenue side.

Senator MatTiNgLy. You're still recommending spending cuts
first?
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Mr. VoLckEek. The more you can do on spending, the better.

Senator MarmincLy. Right. You're still endorsing spending cuts
first?

Mr. Vorcker. Right.

Senator MarringLy. Thank you. I guess we’ve come 2 long way
in 3% years.

FED'S MONETARY TARGETING

It’s been reported that the views of a number of analysts feel
that money supply targeting has always been a secondary objective
of the Federal Reserve to interest rate manipulation. The implica-
tion is that monetary stability will be abandoned whenever the
Federal Open Market Committee feels that interest rates should be
higher or lower.

How would you respond to that?

Mr. VorckeR. | think the monetary targeting is designed to and
does give us a substantial element of discipline, and it's a kind of
point of departure in assessing policy. It’s a strong point of depar-
ture; there’s a strong presumption we’ll follow these targets.

If you ask me whether there are particular situations when you
would follow a target and not take account of judgments about
whether the relationship between money and other forms of eco-
nomic activity were changing, we obviously do use an element of
judgment. You will recall that in the second half of 1982, for in-
stance, where we thought some of the monetary numbers were
giving misleading signals, when we assessed the overall economic
situation, we permitted monetary growth to exceed the targets,
particularly M1 growth. But that was done on the basis of a gener-
al analysis and not done in an effort to seek a particular level of
interest rates, which I think would be a mistake; we are not doing
that.

As you know, interest rates have gone up somewhat in recent
months when the money supply has been rather equitable.

Senator MatTmNGLy. Suppose that the Federal Reserve revealed
the nature of its policy decisions shortly after they were formulat-
ed. What effect would this have on the markets? Wouldn't the
public be able to make more efficient decisions regarding employ-
ment, savings, investment, production, and consumption?

Mr. Vorcker. No. I think the opposite actually, Senator. Some
decisions clearly can be announced that would have no impact at
all. You announce we're not doing anything different, say. When
we change the discount rate, we do announce that. But many of
our decisions are conditional by their nature. The Commitiee meets
at intervals and decides what to do today and what to do some
weeks later if something else happens.

Let me give you one example of that, one rather clear example.
In December, the Committee reached a decision and said in effect—
and this has long since been published—that we don't want to do
anything at the moment, but we really are directing the open
market desk in New York, the operating arm, to tighten up a bit if
the money supply shows signs of rising more rapidly than we now
expect or if certain things happen in the economy.
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Those things never happened and there wasn't any additional re-
straint put on the economy at that time. But if we had announced
that at the time of the meeting, the market would have reacted, 1
assure you. I can almost guarantee that because the market react-
ed a little bit a month later when we announced the decision, even
though by that time it was no longer applicable. The market
always wants to know, and the real problem is not what we did
yesterday or what we are doing today, but that they want to know
what we're going to do tomorrow or next month, and that’s an un-
answerable question in itg details.

Senator MarrtiNgLy. But 1 think a lot of people feel the public
would just spend a lot less time and money trying to discover the
inttlant of the policy if they knew what the decisions were immedi-
ately.

Mr. VoLcker. There's a debate on this subject and all I can give
you is my strong feeling, based upon 20 or 30 years of experience in
this business, that it would make things worse.

Senator MATTINGLY. We won't pursue that any further. I do have
a bill, Senate bill 2620, which is the Federal Reserve Reform Act,
which I'm sure you're familiar with, to require such disclosures.
We will debate that at a later time because I think, as you well
know, that there is a need for greater disclosure.

Mr. VorLcker. I know people come to differing views. All T can
tell you is that, based upon all my experience in this business, I
think it would turn out to be a mistake.

Senator MaTTiNGLy. I think there are parts of that legislation
that you would agree with now from some of your testimony.

Mr. VoiLcker. If 1 may just say one further word on this, I think
we should make a distinction between policy and implementing
policy. We're discussing policy here today in terms of these targets
and the background for them. These decisions about precisely when
you increase pressure on bank reserves are all within the context
of an announced policy. If the policy changes, I agree that we
should announce it. What the argument is about, in my terms, is
whether you announce all the implementing decisions.

STRETCHOUT OF INTERNATIONAIL LOANS

Senator MATTINGLY. One last question. With reference to the
international loans which you spoke about. Recent financial publi-
cations continue to report that a lot of the major banks are writing
down many of those international loans because they are of ques-
tionable quality. At some point in the future these institutions are
going to have to face reality and stretch out these loans if they
ever hope to be paid.

Do you, as a regulator, currently have the authority to require
such a stretchout of those loans?

Mr. Vorcker. We don’t have any regulatory authority to require
a stretchout. We do have authority to——

Senator MaTrmiNGLy. Does current authority allow you to require
such action?

Mr. VoLcker. No.

Senator MaTTinGgLy. Would you like such authority?
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Mr. VorLcker. I don't think I want to get into the banking busi-
ness to that degree. I express opinions about it publicly. In that
sense, we get involved in the process. The International Lending
Supervision Act last year had specific words of congressicnal en-
dorsement of that approach, but it’'s not a specific regulatory au-
thority that we have.

Senator MaTrinGLY. But you and I agree that a lot of those loans
can’t be repaid in that timespan that they've currently scheduled.

Mr. Vorcker. That is correct. I think the bankers understand
that, too.

Senator MaTminGLY. Right. But the banks have got to take such
action voluntarily or else somebody is going 1o have to require it of
them.

Mr. VoLckeR. You get into obvious negotiating arguments. If you
take the other side for the moment, they say, “That’s right; we've
got to look toward repayment over a longer period of time, but I'd
rather make that decision about just how long and what the inter-
est rate is when the loan comes due rather than in advance.”
That’s got the disadvantage of leaving a great deal of uncertainty
surrounding the situation, but it can be argued that this is the way
of maintaining discipline on the borrower.

1 think there are legitimate matters of banking practice that are
involved here, but I do think it is important—to repeat what I al-
ready said in my statement—that where countries are making real
progress, and they’'ve taken very tough measures, and their exter-
nal pesition is improving but they clearly can’t repay the pileup of
short-term debt, there may be a mutual interest in stabilizing the
gituation and stabilizing the psychology by providing now for a
more orderly repayment schedule.

Senator MarmiNcLy. My {ime is up. I'm glad you agree with me
that some of these loans will need to be stretched out. Thank you.

The CHAIRMAN. Senator Riegle.

Senator Rigcie. Mr. Chairman, approximately how many banks
are on the problem list at the moment?

Mr. VoLcker. I haven’t got that.

Senator R1EGLE. Would any of the staff present have that infor-
mation? I see the figure at roughly 700. Is that correct?

Mr. VoickeR. I don’t think we have announced such a figure;
other agencies may be different, We only directly supervise State
member banks. I certainly don’t have that information with me.

PROBLEM BANKS RANGE NEAR 700

Senator RiecLE. Well, let me tell you what I'm reading and 1
assume you're reading the same things in the financial journals,
and that is that there are very substantial numbers of banks on
the problem list. The general number that is used today is in the
range of 700. In talking with savings and loan people, I find they
are increasingly being squeezed into an adverse position. As you
well know, more and more of the savings and loans, despite the leg-
islation we passed 3 years ago, are being pushed back into an en-
larging problem category, and I assume the same is true for credit
uniong. This is raising a lot of justifiable apprehension about the
overall structural soundness of that sector of the financial system.
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Now there’s more and more talk about certain areas of the econ-
omy that are experiencing a kind of deflation, a relatively new ex-
perience. Our main concern has been inflation for a long time, but
now, as you know, there are a number of people that are starting
to focus on sectors that are witnessing a rather sharp deflation.
We're seeing that with respeet to the value of farm land, its collat-
eralized behind a lot of loans. We saw it a couple years ago with
energy loans which is a major factor in the problems experienced
by Penn Square and Continental Illinois. I recognize the fact that
the economy is uneven; that there are areas of strength and there
are areas of weakness—but how do you view the areas which are
now experiencing deflation and what observations could you make
about that?

Mr. VorLcker. Undoubtedly, there are areas that are under heavy
pressure, as you indicated. I think you mentioned the two leading
sectors within the U.S. economy. When one looks around the world,
you've got countries that are under very heavy pressure. The way 1
would size that up is that 1 think it has some dangers; it should be
addressed. There is too much unevenness and to a considerable
degree that unevenness is a reflection of a particular mix of public
policies. And I come back to the root of this—not all of it but some
of it—which is the fact that we are forced to finance a very large
budget deficit at the same time the strong sectors of the economy
are borrowing a lot of money and that puts pressure on interest
rates and aggravates some of those sectoral strains without ques-
tion. The whole imbalance in foreign trade is fundamentally relat-
ed to this, which is perhaps the most serious manifestation of the
kind of imbalances that you describe.

I take it extremely seriously and it's another way of stating some
of the concerns I talked about in my statement. The relevant ques-
tion is: How do you deal with that? I think the answer to that is
pretty straightforward. We have the tools for dealing with it in a
way that's constructive, in a way that deals with that without
losing all the gains that Senator Mattingly and others have spoken
about here.

EFFECTS OF DEFLATION ON THE FINANCIAL SYSTEM

Senator RiegLE. I'd like to try to connect the two factors. I'd like
to try to connect the unevenness of the economy and the deflation-
ary problem areas to the structural soundness of the financial
gystem, and there are a lot of variables which bring this in focus.
Obviously, the problems experienced by Continental Illinois are
very much front page news and that stems principally from energy
loans but one assumes other factors as well, keeping in mind that
we have a long list of other financial institutions which are pres-
ently experiencing difficulties as well.

What Um concerned about is, if you go back to the 1920’s, there
were really two periods where we began 1o experience substantial
deflation in certain sectors. We were able to weather that deflation
in the early and mid-1920’s, But when it extended into the late
192(’s and early 1930's we found ourselves in a rather rapid defla-
tion because the bottom fell out of a lot of price levels in different
sectors, from land, across the board, to other kinds of assets.
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The concern I have here is: How much margin have we left in
terms of the overall structural soundness of the banking system to
be able to take another set of ghocks here on the margin?

I talked the other day to the head of a major money center bank
who pointed out to me that the agricultural loan problem has now
grown to an entirely new dimension for that particular institution,
and he expressed a rising level of concern about what is happening
in terms of those collateralized farm loans. 1 thought to myself, this
is likely to be one of the next stories that we will be reading about
that hasn’t really received front page treatment today.

I'm wondering, has the Fed done any analysis yet on the pockets
of deflationary pressure, including commodity prices ag they would
feed back through to additional pressures on the banking structure
and the financial structure at this point?

Mr. Vorcker. We try to evaluate all these things, but if you
think that somebody can come to a simple timing of or mathemati-
cal answer to just what the problems will be in the agricultural
sector next year in this respect and how they might have repercus-
sions on agricultural banks arcund the country, I think you're
asking something that is beyond any analytic capability. 1 would
simply say——

Senator RIEGLE. I'm not trying to just limit it to agriculture. I
would include foreign loans and other kinds of loans.

Mr. Vorcker. The foreign loan situation is as I tried to describe
it. I think there are signs of progress in some countries, some im-
portant countries, and in some sense fundamental progress is being
made, but sentiment has not been very buoyant surrounding that
problem recently for perhaps understandable reasons, because
there are other countries not making progress, and there is a real
concern about these protectionist measures and interest rates.
That’s as much psychological as real.

I would simply respond to this whole line of inquiry, Senator, by
saying if you are concerned about these things—and I recognize
that you are; 1 reflected my degree of concern in my statement—
that there is just no reason not to begin to take the measures that
will clearly relieve those pressures then these kinds of questions
won’t arise.

I don’t think it’s very useful to make a calculation that if this
went on for 2 years it's going to be a problem, or if this goes on for
18 months it's going to be a problem, or maybe we can wait an-
other 9 months. Do it now; go ahead.

Senator RirgLE. Well, I agree on the need for action now and the
sense of some considerable need of urgency and in fact you use lan-
guage In your statement that I thought made it quite clear that
you have a genuine sense of concern. On page 2, you say that if we
don’t act we potentially face severely adverse implications. I think
that’s pretty blunt language and I agree with it,

But this is what 1 think we need to do at this point. I think it
isn’t just the deflation that we're seeing with respect to farm land
values and commodity prices and certain other areas that are
working their way back through the collateralized loans and just
the ability of certain creditors to even pay their bills, but in a
broader sense, we have seen a kind of devaluation of the gquality of
the foreign loams. A lot of them had to be written down in the
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sense that they're nonperforming. I'm not saying they are exactly
the same thing. What I am saying is that the collateral base of a
large number of financial institutions in this country is under
rather substantial pressure and that's why I asked the question at
the outset of how many banks and financial institutions are on the
problem list. And the answer is, a very substantial number and the
list is growing. It's not receding.

We are about to nationalize one of the biggest rmoney center
banks in the country because it just basically failed, and I don’t
know how many more might be right behind it. I hope no others.

Mr. Voicker. I think that sutuatlon is unique. But let me point
out, in terms of this concern that you're expressing, we have—and
perhaps that incident reflects it—a very strong safety net, a very
strong apparatus in this country to deal with problems of that sort
when they do arise unexpectedly.

Senator R1EGLE. You also mentioned another area that I want to
discuss and I hope to do so on the second round. That’s your con-
cern about leveraged buyocuts. I have a similar concern because
what we're seeing is the subtraction of equity and the replacement
of it with debt and to a rather substantial degree, and in a sense it
seems to me that's applying still a further kind of strain on finan-
cial institutions.

So I would hope that the Fed would conduct a study on this. I
think the time has come for the Fed to take a look at the question
to which the unevenness in the economy is hitting sectors, such as
the energy sector which was hit before, that may be causing an ag-
gregate pileup of new strain on financial institutions that may
press us out to the outer edge of what our system is capable of han-
dling. I do have an apprehension about it and I'd like you to take a
look at it and let us know what you think.

Mr. VoLckER. We try to take a look at this kind of thing all the
time, and I would simply repeat myself by saying if you have this
kind of concern I hope you will press for those obvious policies that
deal with it——

Senator RIEGLE. I intend to.

Mr. VoLckEer [continuing]. In the only effectwe way they can be
dealt with.

COMPETITION OF BANKS FOR FUNDS

Senator RIEGLE. I just want to conclude by mentioning the ads
that are running today in the New York Times which you have
probably seen. They began running this week under the headline
“Rate Alert.” This inappens to be an ad for Manufacturers Hanover
but Chase Manhattan is running similar ads, where they are now
offering for a 6-month certificate an effective annual interest rate
of 13.34 percent for any amount over $500. Now this seems to me to
be an extremely high rate of interest to be offering at this stage of
the game on accounts for a 6-month term that go up from the
lowest level of $500.

I'm wondering how are we to make sense out of that? We may
conclude that a number of these banks, not just one, but the b1g
money center banks in New York are deing this because they’
anticipating higher interest rates in the future so they are willi 1ng
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to commit themselves to pay a higher rate for deposits because
they expect rates to go up, but it also makes me wonder if there
isn't a kind of churning going on here where they feel the need to
bring in immediate deposits for whatever the reasons. Presumably
they need them and they are willing to put out their rather high
rate of interest in order to meet whatever their immediate cash re-
quirements are. How are we to interpret this?

Mzr. Vorcger. I think you are using today’s paper to illustrate a
point I made and alluded to generally in my statement, that in this
banking environment we have now, during a period of rapid credit
expansion—and a lot of that credit expansion has converged on
banks—they need the loan demand, may even seek out the loan
demand, and then finance themselves by bidding in the market ag-
gressively for money. If the cost of their money goes up as a resulf,
the thought is the interest rate on the loan will go up. You get a
kind of ratcheting process—it’s a market process—in the midst of a
strong economic advance, a strong credit demand. Ten years ago it
wouldn’t have happened that way, because you had these interest
rate ceilings and banks would have been forced to constrain the
loans, but we now are living in a different banking environment.
You don’t get restraint on bank lending any more from an inability
to raise money because banks are up against ceiling rates. We have
taken off the ceiling rates and this is the market response that you
see during a period of this kind.

Senator RiecLE. I'l conclude with the predicament Continental
Illinois now finds itself in. Continental 1llinois got into a situation
where suddenly its cash requirements were so severe that it had to
resort to virtually every expedient, including borrowing institution-
ally, to meet its overnight reserve requirements, and I'm wonder-
ing if there’s any suggestion in the case of the big New York
money center banks that this sudden ratcheting up in rates is be-
cause they need to suddenly increase their reserves to the point of
going with extraordinarily high rates to do it.

Mr. Vorcker. Continental Illinois, after a passage of time, was
excluded from the markets because of the confidence problem. But
I think banks should be careful about keeping their funding up
where they are ahead of their asset growth. The point I'm making
is, there isn’t any restraint on the asset growth of the kind that
there used to be except hy the interest rate itself, because the in-
terest rate rises in this process.

Senator RIEGLE. Well, I will come back. My time is up.

The CHaIRMAN. Senator Heinz.

Senator Hemnz. Thank you, Mr. Chairman. I just want to make
one serious comment before I get to the questions here. I just
wanted to ask Chairman Volcker if he kind of agreed with the
notion that you and Senator Mattingly touched on earlier, which is
that a lack of hair inhibits fuzzy thinking. [Laughter.]

Mr. VoLckEr. No comment.

Senator Heinz. We'll put you down on the yes column on that.

Senator MaTrincLy. I'll get him on the second round.

Senator HEmz. Chairman Volcker, in your statement you
touched on some of the costs that we are paying as a result of high
interest rates and as a result of high deficits and as a result of
combined with a lot of borrowing in the private credit markets,
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and you indicated that the farmers have been particularly hard
hit, that thrifts have been hard hit, that those businesses that tend
to be undercapitalized, mainly small business, those that don't
have as easy access to equity markets have been hard hit, and you
sounded some alarm, as I understood your testimony, about what
further rises in interest rates would do to less developed countries
[LDC] already heavily burdened with debt.

That's a pretty grim scenario in and of itself, but I'm wondering
if there’s still more to it. Chairman Garn mentioned that capital
spending had been healthy, very healthy, but as I recollect from
our hearing in June, there are some holes in that capital spending
picture that are not as rosy as the superficial analysis of the New
York Times would point out. Would you care to elaborate on that?

Mr. Vorcker. I think you're probably referring to a point that 1
may have made——

Senator HEINzZ. Nothing persaonal.

Mr. VoLcker [continuing]. In an earlier hearing, It may be in the
process of some change, but investments have been very heavily
concentrated on rather short-lived investment, electronics, data
processing, computers, and all the rest. There has been less in ma-
chinery plant expansion and so forth. I think the most recent evi-
dence suggests that that area is certainly improving as well, but it
has lagged behind some of the other forms of business investment,
which you could expect with interest rates so high. The high-inter-
est rates are a much greater inhibition on long-term investment
than short-term investment.

LONG-TERM INVESTMENT LAGGING

Senator HrINZ. Is it your understanding that long-term invest-
ment year to date is still lagging?

Mr. VoLckER. It’s rising. I don't have the figures in mind.

Senator Heinz. All investment is rising. The question is whether
it is lagging.

Mr. Vorcker. It is lagging relative to some other forms of invest-
ment. Long-term investment interpreted to include office buildings
and commercial construction is rising quite rapidly. I'm focusing on
the manufacturing industries.

Senator Heinz. If you left the commercial structures, office build-
ings out, which tend to correlate more with service functions as op-
posed to industrial activity, you would say that there is a definite
lag, even though there is a rise, there is a definite lag in industrial
investment long term?

Mr. VoLcKER. Yes; relative to earlier levels,

Senator HEINz, Now 1 certainly agree with you that the Federal
deficit is one of the causes of the high-interest rates. There is some
disagreement on that. The Treasury Department says there's no
correlation between high-interest rates and large deficits.

Can you rebut the testimony of Mr. McNamar and others before
our committee which says there is no correlation?

Mr. VoLcKkER. Let me say, first of all, there is no correlation in
the superficial sense of correlation. If you look back in history, defi-
cits tend to be big in recessions, and interest rates tend to be lower
in recessions, and you would say there is an inverse correlation.
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There’s an obvious explanation for that. Interest rates are low in
recessions because business demand is low, and the tendency for
Government deficits to rise in recessions doesn’t offset those other
forces pushing interest rates down.

What you're really looking at is, other things equal, what do Fed-
eral deficits do? I know of no refutation to the argument that,
other things equal, if you superimpose a Federal deficit on the
credit markets and on the economy, you will get an expansionary
force and an additional demand on the credit markets; with mone-
tary policy and private incentives the same, you're going to get
rising interest rates.

Senator Heinz. There are two scenarios. One is overexpansion of
the economy and inflationary pressures. The other is an increase in
interest rates and deflationary pressures as economic expansion
comes to a halt. And I worry as much about the latter as the
former.

One of the reasons I worry is that it's very difficult to predict
what future Treasury borrowings are going to do in the financial
markets.

Now I seem to recollect that the Treasury Department will be
doing only a modest amount, relatively speaking, of financing and
refinancing over the next several months. When is the next major
Treasury Department effort due?

REFUNDINGS INVOLVE A LOT OF NEW MONEY

Mr. VoLckER. I think they’ve got a major operation at the end of
this month. This is their normal quarterly, what is euphemistically
called a refunding. The refundings involve a lot of new money
these days. I may have their schedule of financing with me.

Senator HEinz. My recollection, Mr. Chairman, is that they just
did their refinancing 2 or 3 weeks ago.

Mr. VoLckER. These days they do it every 2 or 3 weeks.

Senator HEiNz. They do it every Tuesday, but—so your informa-
tion is that there is no particularly large Treasury operation
planned other than monthly for the rest of this year?

Mr. VorLcker. They have a large quarterly refunding and they
have what they call minirefunding now that also add in many bil-
lions these days, too.

Senator HEINZ. The reason I ask, I seem to recollect that there is
a big one due in November, but you don’t happen to have that in-
formation.

Mr. VoLckeRr. November would be a normal month, too. Novem-
ber is a normal month for a big refunding, as are August, Febru-
ary, May. In between, they have these so-called minirefundings
which are bigger than the regular refundings.

Senator HEINz. Did you say the minirefundings are bigger?

Mr. VoLcker. Than the regular refundings we used to have.

Senator HEINz. I take little comfort from that. So you do not see
any particularly unusually heavy refunding, just a series of back-
breaking ones?

Mr. Vorcker. That’s right. These are not unusually heavy by the
standards of the past year; they are maintained roughly in the
area of the past year.
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Senator HEINz. So you see continuing pressure on the financial
markets and very little end in sight absent additional action by the
Congress?

Mr. VoLcker. That is correct. I make a basic point: We are going
to have a deficit next year as big as this year, and maybe bigger.

Senator Heinz. I think we agree on the fact that—at least you
and I—I can’t speak for the Treasury Department—both financing
and refinancing in the market do drive up interest rates. But
having settled that issue perhaps as the major cause of high real
interest rates, I'd like to explore with you the area that Senator
Riegle touched on, which has to do with bank performance in this

. area.

Digitized for FRASER
http://fraser.stlouisfed

Do you agree or disagree with the notion that the quality of bank
assets, the loans that they have held, has, notwithstanding the
period of economic expansion, continued to decline in quality?

Mr. VorLcker. I doubt that it’s continued to decline in quality. I
think we are still seeing asset problems, which were generated es-
sentially earlier, reflected in the statistics.

Senator HEINzZ. Regardless of when they were generated, would
you say that the quality of bank assets, regardless of when they
were purchased, are stronger today than 1 year ago, weaker today
than 1 year ago, or about the same?

Mr. VoLckeR. About the same.

Senator HEINz. And that's in spite of an economic expansion, in
spite of record earnings by auto companies, for example.

Mr. VOLCKER. Yes.

Senator HEiNz. That seems very odd.

Mr. VoLcker. You might have seen more improvement by this
time in the recovery against the background that you described. I
think it is a reflection of the unevenness of the recovery.

Senator HEINZ. And where are those weaknesses concentrated?

Mlll' VoLcker. I think without question in the energy area domes-
tically.

Senator HEinz. Exclusively?

Mr. VorLcker. No, but a big sector that was affected, not across
the board, but broadly, I think you would certainly say the energy
area. A lot of exploration was done, as you know, on expectation of
s{llarply higher oil prices and when the oil price trend changed and
those——

Senator HEINZ. What other areas in addition to energy?

Mr. Vorcker. I wouldn’t put my finger on any other particular
area.

Senator HEeiNz. In your statement you fingered leveraged
buyouts.

Mr. VoLcker. I don’t think they’ve been a source of great diffi-
culty yet. I was looking ahead; I don’t want them or merger activi-
ty more generally to be the next source of difficulty. In the real
estate area, we don’t have the dramatic change that we had in
energy, but I certainly think things are going on as part of the lev-
eling off of prices that properly dictate caution in that area.

.org/
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NEED FOR QUALITY LOCANS BY BANKS

Senator HEiNz. So you would disagree with the proposition that
currently banks are making less high-quality loans than they were
at previous stages in other economic expansions?

Mr. VoLcker. I certainly hope that it is true that the quality is
not deteriorating in that sense.

Senator HEinz. Well, it’s an important question.

Mr. VorLcker. It is an important question and certainly in our su-
pervisory responsibilities and those of other agencies we should be
encouraging prudent credit practices during this period. We are in
the midst of a recovery. Let me also say that I don’t want to sug-
gest that I think the situation is such that everybody moves to the
other side of the boat and becomes so cauticus that they don’t lend
on anything. What we need is steady prudence in this area.

Senator Hemnz, Mr. Chairman, I sense from your comments that
it would take a considerable amount of time and probably some re-
search, certainly on my part—perhaps on yours, I don’t know—to
become more specific about the quality of bank assets and I
wouldn’t want to pursue it any further because I am out of time. 1
would appreciate it, though, if you could answer hypothetically for
me a question, and I stress it is hypothetical.

If it were true that the loans that banks were making were of
less high quality this year than last or this quarter versus two
quarters ago, would it not alsc be true that they would be seeking
higher interest rates on those loans in order to compensate for the
lesser quality or higher risk, and would that also not make it true
that they would be willing to go out and bid for deposits more ag-
gressively and thereby drive up interest rates by bidding for those
deposits?

Mr. Vorcgen, Yes, but I don’t want to accept the initial premise.

Senator HEINZ. I'm not trying to get you to accept the inifial
premise.

Mr. Vorcker. That could go on without the quality of the loan
deteriorating. That process could go on with perfectly sound and
prudent loans. If there are any temptations to weaken loan stand-
ards I want {o guard against them. If that danger exists—and I al-
luded to it—I want to guard against it.

Senator Hemnz. Do you think that there is any danger of it hap-
pening? Do you think that banks are trying to sustain the growth
of their earnings on volume, as it were?

Mr. Vorcker. I think there can be temptations that we should
guard against. I don’t want to suggest, on the other hand, that ev-
erybody crawl into a hole.

Sengtor Heinz. Mr. Chairman, my time has expired. I thank the
memberg of the committee. What this leads me to conclude is that
we need an oversight hearing sooner rather than later on the over-
sight capabilities and practices of the supervisory agencies—the
Fed, the Comptroller, the FDIC. I have been troubled, of course, by
the fact that there have been some reports that there were a lot of
warning signs with respect to Continental Illincis in its annual
report. I'm not an expert on bank examination, but I also wonder
about the larger policy question which is whether in fact we are
seeing, with leveraged buyouts being kind of the obvious tip of the
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iceberg, a a deterioration in the quality of bank loan portfolios in a
time of economic expansion, and what the implications of that are
for interest rates. I do not mean to suggest that that’s going to be
the major cause of high interest rates. I think the Federal deficit is
going to remain that.

It would seem to me that we might want to have such an over-
sight hearing, Mr. Chairman. We can discuss that at another occa-
sion, but I do believe that we have some major guestions in this
area both in terms of supervisory capability and, second, in terms
of the effect of present practices in the banking industry on what
in fact they are doing that might impact interest rates adversely.
Thank you.

Senator RiecLE. I'd like to, if I may, join in expressing a concern
with the Senator from Pennsylvania and join in the request for
such an oversight hearing because I think it would be useful for us
to take a look at that.

The CHAIRMAN. Senator Lautenberg.

Senator LauTeNBERG. Thank you, Mr. Chairman.

Welcome, Chairman Volcker. I'm sorry that I wasn’'t here to
greet you at the opening of your testimony.

I'd like to start off by reading a quote here from the Brookings
Institution report, ‘“Economic Choices for 1984.” It says:

The United States is indulging in a boom of public and private consumption of
assets both foreign and domestic, Future generations will experience a reduced

stabndard of living, smaller capital stock and the burden of repaying that foreign
debt.

Would you agree with that?

Mr. VoLckeR. 1 certainly think we are liquidating our net asset
position, our investment position overseas, yes.

Senator LAUTENBERG. How about the reduced standard of living?

REDUCED STANDARD OF LIVING AVOIDABLE

Mr. VoLckER. That depends upon a lot of other things happening
between now and then, That refers to a very long-term process and
I would say that is avoidable if we attack the problem now.

Senator LAUTENBERG. It's avoidable you say?

Mr. VoLCkER. Yes. It's avoidable if we take the right actions.

Senator LAUTENBERG. But you believe that it is an avoidable con-
dition, that we can continue to maintain the same esgential stand-
ard of living that we have now?

Mr. VoLckeEr. We are talking about the rate of growth in the
standard of living in all probability, and I think that is a direct
long-term analysis that we're going to continue running budget
deficits of this size, for instance.

Senator LAUTENBERG. So the focus then gets us back to budget
deficits and how we deal with that. The President has indicated
that he wants to reduce the deficit primarily through further cuts
in Federal spending. Last night he effectively ruled out increases
in taxes and I take him at his word. Perhaps you can help me un-
derstand what the implication there is. Take the 1985 budget ap-
proved by the Senate, endorsed by the administration. The deficit
is $182 billion, total spending is $326 billion. It has 29 percent of
that total coming from defense, nondiscretionary is 17 percent, en-
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titlements is 46 percent, net interest is 13 percent, and a couple
others offsetting receipts are $49 billion.

Assuming $10 billion in interest savings results from other re-
ductions, it still leaves us $172 billion deficit.

Now where are we going to get the $172 billion without resorting
to further taxes? Do you see any places that we can further cut
spending that you'd like to point to particularly?

Mr. VorLcger. No, Senator. I think this period, above all periods,
is part of the political process. These are decisions that you gentle-
men and the President are going to have to make; you're in the
midst of debating them and I think that’s entirely appropriate. All
I would say is that I hope you act as forcefully and as soon as you
can and resolve those differences about the particular approach to
be taken. I expressed a general preference on economic grounds
earlier.

Senator LautenNBerG. OK. Just to make sure that we're clear on
your recommendation, you want us to act quickly and forcefully. Is
that taking the total picture? Does that include some tax in-
creases?

Mr. VorLcker. I think arithmetically that depends on what you
can do with the spending.

Senator LAUTENBERG. | guess it's fair to say that we can’t save it
totally from spending. You said something earlier in your remarks,
Mr. Chairman, about the fact that taxes as a percentage of GNP
were—did you say at an all-time high or very high?

Mr. VoLcker. They are fluctuating around the highest levels
they have been. I don’t know that they are precisely at an all-time
high now, but they are running now, as I recall, 18 or 19 percent of
GNP, which in peacetime at least, is as high as they have been.

Senator LAUTENBERG. Is there room for more?

Mr. VoLcKER. There's always——

Senator LauTEnBErG. Without destroying our economic growth
or su'_})stantially impairing the living standards for the coming
years]

Mr. VoLcker. I can't say that some increase in taxes is going to
destroy living standards. It depends on how you do it. I might just
say—and 1 don’t want to get into the pros and cons of particular
measures—that the possibility of changing the way we go about
collecting taxes, I take it, has been raised as a political issue and
that’s another dimension of this thing.

Senator LAUTENBERG. I notice in the report that I read recently
that families in America who have an income of $1 million or more
a year pay an average tax of 17.7 percent. I don’t know how many
families there are that make $1 million. I guess there are not a lot,
but it certainly suggests some inequity there when the basic tax
rate is something substantially higher.

Mr. VoLcker. Total budget receipts, essentially taxes and other
receipts, ran about 18.6 percent last year, 20.2 percent the year
before. The highest figure 1 see on this table, which runs back to
1964 is 20.8 percent in 1981; it was 20.5 percent in 1969, got down
in the low 18’s. We're now estimating about 19 percent this year, so
we're running in that range.

Senator LAUTENBERG. Is that a pure measure by itself? I mean, is
that something that to you indicates we ought not to go any fur-
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ther, that that's as high as it's been and therefore it’s plenty to
take out of the economy?

Mr. VoLcker. All that T've said is that, in general terms, from
the economic standpoint, with expenditures that last year ran 20.7
percent of GNP—a high on this table by a considerable margin—
from the standpoint of the functioning of the private sector in the
economy, you would be better off doing it on the spending side. But
now you have the question of how much you can do on the spend-
ing side. That gets into issues that I have no competence in. They
are both technical and political issues, and properly so. If you can't
do it on the spending side, then you've got to look at the revenue
side.

EFFECTS OF LEVERAGED BUYOUTS

Senator LAUTENBERG. You szid in your remarks that there is es-
sentially no effect on capital markets of leveraged buyouts and I
think you termed it neutral from the standpoint of real resources
and general credit market conditions. Is that right?

Mr. Vorcker. Looked at very broadly over a period of time, I
think that’s correct, yes. It does affect the structure of industry if
there are enough of them.

Senator LauTeENBERG. You said that it affects the structure of in-
dividual businesses.

Mr. Voicker. If there are enough of them, it can affect the
whole economy.

Senator LAUTENBERG. Well, it seems to me that there are enough
of them to make a big difference. We saw huge investments made
in acquisitions out of capital from the marketplace.

Mr. Vorcken. 1 think that's correct. The figure I cited in my
statement of a reduction in equity at an annual rate of §75 billion
is a startling figure; that we are going down in equity or at least
retiring equity at a time of great economic advance.

Senator LAUTENBERG. So that’s a real warning sign, certainly in
terms of the ability of companies and business generally to be able
to finance themselves in the future?

Mr. VorLckEeR. That is my concern; yes, sir.

Senator LAUTENBERG. And you also say in your statement that
the supply of funds is not really inexhaustible. Would you think
that there ought to be legislation restraining or restricting some of
these leveraged buyouts in terms of the needs or the interest of the
capital marketplace?

Mr. Voicker. | don't think a legislative solution is practical or
desirable from what I see going on now. My major emphasis is that
people should, in loaning the money, appreciate the risks. I think
you can find leveraged buyouts that probably improve the effective-
ness and efficiency of the particular unit that’s at work; for in-
stance, if you take out part of a big conglomerate or a big company
and from the managers that are actively working on that part of
the company as an independent organization with their own
equity, there may be a particular reward for conducting that por-
tion of the business independently, maybe it will work better. But 1
don't think that obviates the need to be cautious about this ex-
tremely high degree of leveraging that is involved.
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Senator LAUTENBERG. Since there’s a discount on the time expi-
ration I noticed by my colleagues, [ will take the discount for just 1
minute more.

COMPETITIVE EQUITY IN BANKING

Mention was made here of the deregulation phase that’s going on
in terms of banking, and the Continental Illinois problem is one
that’s highlighted the worst of the problem, I think, the worst of
the possibilities. There are suggestions of other big institutions
being shaky or in jeopardy and 1 wonder whether you would want
to comment—or I'd like you to comment—you may not want to—in
terms of whether or not the banking industry would just like to get
out of the loan business and invest in other types of business and
kind of feather their nests that way. I mean, when I see the ad
that Senator Riegle pulled out and I see the suggested return is
higher than the prime rate, I know that there’s—I don’t know how
many borrowers borrow at prime rate, but there’s certainly a prob-
lem trying to manage the spread between those to leave enough
left over for the shareholders and the continuing expansion of the
operation. 1 wonder whether in fact we are not inviting a further
disaster and further problems by permitting the banks to move fur-
ther. We have made decisions in this committee, a decision I sup-
ported, but we ought to be monitoring this situation pretty closely
because I think we may be encouraging the banks who provide an
essential service in our communities to get out of the business and
get into other businesses that look for the moment like easier busi-
nesses. Any comment?

Mr. VoLcker. [ think most bankers want to be bankers, and I
think that's healthy and that involves making loans. I think you
find some people in the banking business—maybe 1 should state it
that way—who see the future lying in other lines of activity.

As you know, the basic philosophy that I have expressed in con-
nection with the legislation is that there is something special about
banking and we can’t have a complete mixture of banking and non-
banking business, although I think bank holding companies can le-
gitimately somewhat expand their areas of activity. To the extent
they can do that profitably, it may make for better banks as well
by avoiding or relieving some earning pressure on the bank per se
or an crganization more broadly construed. I think that there are
many more competitive pressures on banks today than there were
10 or 20 years ago, and that this leads to the reaction that they
want to get in other areas.

Senator LAUTENBERG. Or abandon some.

Mr. VoLckER. Or even to abandon them, if you took it in the ex-
treme. Or it might encourage the kind of credit practices that Sen-
ator Heinz was concerned about in an effort to make money. In
considering banking legislation, considering banking regulation, we
certainly want to encourage them to do a good job in banking, but
there are lessons for how their competitive position is legitimately
protected, if I may put it that way. There are limits to what non-
banks should be able to do that really is banking, and there should
be a demarcation competitively. That’s what this nonbank bank ar-
gument is all about essentially; we ought to make a line of demar-
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cation between the banking sector—with certain functions and
with a strong governmental safety net—and other kinds of busi-
ness.

Technology advances and those distinctions aren’t easy to make,
but there are ways they can be made. The committee is going some
distance toward that in the bill you're dealing with. I still have
some qualms, I must say, as to whether that could not be improved
in some technical aspects in drawing those lines of distinction. For
instance, there’s some question just about the definition of a bank.
I fear that the so-called thrift test in that bill may be so loose that
in fact nonbanks cculd do a banking buginess in the guise of a
thrift. There’s a test in there and I welcome that; I just raise the
question whether the test is set at a level that protects against the
very danger that you may be referring to.

Senator LAUTENBERG. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Gorton.

Senator GorToN. Thank you, Mr. Chairman.

Senator Mattingly asked me to ask a question which I find to be
an interesting one and I will start with that.

Chairman Volcker, in your opinion, can the Board maintain
money growth stability within target ranges for the rest of this
year without significant adjustments in bank reserve growth that
could have a substantial impact on interest rates?

Mr. Vorcker. That depends entirely upon what happens in the
rest of the economy, Senator.

Senator GorToN. What factors?

Mr. VoLckier. You've got a supply and a demand, so to speak,
and we influence the supply factors. What's left unknown is the
demand factor. We have been aiming to be in those targets. Now if
the demand increases very rapidly because, let's say—a most obvi-
ous way is the economy expands very rapidly—you could well get
pressures on interest rates, as we got during the first part of the
year when that happened in terms of money growth and economic
growth. If the economy slows down, you've got quite a different pic-
ture.

Senator Gorron. Do you expect a more rapid growth in the econ-
omy than we have had in the last 6 months?

Mr. VoLCEER. No.

Senator GorToN. You don't expect that at this point, do you?

LESS GROWTH IN SECOND HALF OF THE YEAR

Mr. VoLcker. Our anticipation is for less growth in the economy
and I believe that that is likely. I must say that most pecple be-
lieved that was likely 6 months ago too, but I do think that the
probabilities are that the rate of economic growth will be slower in
the second half of the year.

Senator GOrTON. On another aspect of the supply and demand of
money, you have expressed a concern, as have many others, with
what can conceivably happen if foreign investors lessened the
amount of money which they are investing in the United States on
the value of the dollar. Obviously some reduction on the dollar’s
value may very well be desirable, but I presume that it would tend
to cause inflation or be reflected in inflation, and that reduced cap-
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ital inflows might tend to raise interest rates, partly depending on
how the Board reacted.

If any serious flight from the dollar begins or if foreign inflows
simply slow down considerably, which are you likely to view as the
most serious potential problem—an increase in interest rates or an
increase in inflation?

Mr. VoLcgEer. The tendency, as you suggest, would be in both di-
rections; they would be interrelated. There are no easy options for
monetary policy in that kind of a situation.

Nobody is going to worry about fluctuations in the dollar within
the range of the past 6 months or 1 year, but you raise a vulner-
ability that I just want to emphasize as strongly as I can; the only
way | know of dealing with that vulnerability, constructively, in
terms of what we want to achieve over time, is not have to do so
much financing from abroad. If we reduce that source of pressure,
and if we don't get so much capital inflow——

Senator GorTON. By reducing our own budget deficit?

Mr. Vorcker. Yes, by reducing the budget deficit; I know of no
other way. I think the best way to state the problem of the budget
deficit is by pointing out that vulnerability.

To put it another way, we have succeeged in financing this defi-
cit at quite high interest rates, in an easier way than we otherwise
would have, because we are drawing on foreigners for capital at a
rate of $80 or $90 billion a year. What you're raising is the hypoth-
esis that that’s no longer possible at some point. There’s no signs of
it diminighing at the moment, and I am not in any way forecasting
it’s going to diminigh in the near term time horizon. But you have
to ask yourselves whether it can go on forever. We'd better get pre-
pared because it’s not healthy in terms of our longer term econom-
ic growth and vulnerability.

Senator GorTON. Let me ask you a subsidiary question to that
one. Is inflation divisible in any respect whatsoever. If an increase
in the consumer price index over a period of several months were
due solely to the fact that the value of the dollar was going down
and therefore the cost of imported goods was riging without any ac-
companying increase in the price of domestically produced goods or
inflationary wage increases, would you view that rather narrowly
caused inflation over a few months differently and less alarmingly
than you would regard an infiation in which there was a very sub-
stantial domestic component?

Mr. Voirceer. If you can make that distinction, I think there
would be grounds for viewing it differently. If you could say that
this is a temporary, once and for all adjustment, I think you would
view it differently. But, of course, the practical problem will be
that in the end you don't divide it up so neatly. You can measure
the import costs and it will certainly affect prices of things directly
competitive with imports; then you get into how that affects pric-
ixﬁg more generally, wage trends throughout the economy, and all
the rest.

If you could distinguish and say this is a once and for all adjust-
ment, we've just got to swallow it because the dollar is going to a
new level but from then on the trend is going to be exactly the
same, you would have a much easier problem to handle than if it's
a dynamic process.
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Senator GorToN. But you don’t think that that's easily distin-
guishable?

Mr. VorLcker. No. There is something to what you say, but, of
course, it is a dynamic process, where the thread is that one thing
affects another.

The CuHaIRMAN. Mr. Chairman, if I could interrupt for a moment,
there is a vote going on and to expedite as rapidly as possible, Sen-
ator Gorton will continue and I will leave and go vote so I can get
back as quickly as possible. So when you are completed with your
questions, we'll just recess until we get back.

Senator GorTON. Fine. I do want to ask you one question or
maybe a couple related questions about Continental Illinois. Obvi-
ously, at least a significant part of that bank’s problem was its
heavy reliance on purchased deposits greater than the $100,000
limit on nominally insured accounts or what we might call scared
money. Can you tell me, or can you find for me if it's not at the tip
of your fingers, how many among our 20 or 25 largest banks have a
significant portion or a portion as large as Continental Illincis of
that kind of assets?

Mr. VoLcker. The way we kind of arbitrarily measure these
things, purchase money against other money, I think 1 can tell you
Continental had the largest portion of any major bank, but there is
a spectrum to this, obviously. A few other banks are relatively
close; others are further away. My recollection is Continental was
absolutely at the top of the list.

Senator GorToN. Does this indicate that our deposit insurance
system might be equally ineffective at stopping runs on some of
these other banks which are close to the Continental condition
should they take place and, in turn, does that call for a significant
overhaul of the Federal deposit insurance system in your view?

Mr. Vorcker. I think there are conceptual problems, practical
problems with the deposit insurance system, simply because of the
passage of time and different attitudes over time—different kinds
of bank financing, as you point out—that will degerve review and
should be reviewed. I don’t, myself, think this is the time to intro-
duce significant changes in the deposit insurance sysiem. I think
basically it works pretty well and I would like to think this Conti-
nental episode shows that the deposit insurance system interacting
with the Federal Reserve and vice versa is capable of dealing with
these problems and containing them. But there are some issues
that are spotlighted by this situation, spotlighted by some others,
as to what the appropriate guaranteed insurance limits are, and
how failing banks should be dealt with. I think they all are very
relevant questions that should be looked at, and I know that Con-
gress has done at least a little thinking in that area, but I would
also say this is a very sensitive area in terms of psychology so
changes should be introduced with due deliberation. People are fa-
miliar with the way the system works now and there's a certain
benefit to familiarity.

Senator Gorron. Thank you. Why don’t you take a break. I will
go vote now s0 we will be in recess until the chairman returns.

[Recess.|
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LACK OF TRUST BY FINANCIAL COMMUNITY

Senator Sasser. The committee will come to order.

Mr. Chairman, last night I watched the President’s press confer-
ence and he was asked why interest rates were so high and in
effect he said that the financial markets fear a revival of inflation,
and the President indicated that he felt such fears were unjustified
and that they were, if I could quote him, based on a lack of trust on
the part of the financial community.

Mr. Chairman, I'd like to ask you this morning what your ex-
perts at the Federal Reserve say about this. What do they think
are the real reasons for the high interest rates?

Mr. Vorcker. 1 think that kind of anticipation and concern—I
will speak for myself——

Senator Sasser. Well, you are the expert at the Federal Reserve.

Mr. VoLcker. But I'm not alone in this. The concern about a re-
birth of inflation, if I could word it that way, is a factor in markets
and there is concern about reaching capacity levels, so to speak, in
economic growth. There is certainly concern about budgets and the
budget concern is dual. First, there is an immediate impact on the
market obviously. There is also the expectation of a continuing
impact in the market just from the weight of the budget deficit.
Then, there is a great deal of concern—and now I'm getting into an
overlapping factor—that those kinds of budget deficits in a period
of prosperity will themselves have inflationary repercussions and
make it difficult for monetary policy and so forth. There are con-
cerns about the risks involved with the dollar that 1 was speaking
about with Senator Gorton earlier.

Those combination of factors I think lie behind the uncertainty,
the nervousness, and lack of faith, if you will, that you referred to.

Senator SassgR. So the President is right, then, when he says
there is a lack of trust in the financial community and this arises
because of a fear of inflation that’s fueled primarily by a very large
budget deficit. Would that be a fair statement, Mr. Chairman?

Mr. VoLcker. It is certainly one of the factors in that concern.

Senator Sassgr. Let me get into another area that’s of some in-
terest I think to the committee. I know it is to this Senator and
you reflected on it briefly here earlier this morning. It was report-
ed yesterday that there will be a $4.5 billion bailout for Continen-
tal Illinois, and that this is being concluded between the Federal
Deposit Insurance Corporation and other affected parties.

$3.5 BILLION BAILOUT LOAN

Now central to this bailout is a $3.5 billion loan from the Federal
Reserve Board to the Federal Deposit Insurance Corporation for
the purpose of purchasing the problem loans at Continental.

Now I'd like to have further details about the loan, Mr. Chair-
man, for the record. Could you spell out the terms of this loan to
the Federal Deposit Insurance Corporation?

Mr. Vorcker. I think it would be inappropriate for me to de-
scribe arrangements that haven’t been announced yet and, indeed,
I cannot be sure of until they are finalized.
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Let me simply say on that particular aspect there is a possibility,
technically, of an assumption by the FDIC of loans that the Federal
Reserve has already made to Continental Illinois.

Senator Sasser. Well, one of the concerns that’s been raised, that
I think this is without precedent to my knowledge——

Mr. VorLckERr. No, this has been done before.

Senator Sassgr. Is it not?

Mr. Vorcker. No. In several cases where the FDIC has assisted,
either commercial banks or savings banks, the FDIC has assumed a
loan that the Federal Reserve had made before to the institution.

Senator Sasser. In other words, then, in times past the Federal
Reserve Board has loaned the FDIC money with which to pur-
chase——

Mr. VoLCKER. I am just going to have to use different words than
you're using. There have been times in the past when the FDIC has
assumed the loan that the Federal Reserve had made to the assist-
ed institution.

Senator Sasser. But never in this magnitude?

Mr. VoLcker. No. I don't remember the size of the other ones off
hand.

Senator Sasser. And you're making, if my memory serves me
correctly, a loan to the FDIC that’s roughly half the value of the
insurance fund itself? ’

Mr. VoiLcker. No, no.

Senator SAssgr. What is the value of the insurance fund?

Mr. Vorcker. The figure that sticks in my mind is 316 billion,
something in that neighborhood.

Senator Sasser. I had in mind $6 billion, so I dropped a digit.

Mr. VoLcker. $6 billion may be the FSLIC, but the FDIC fund is
in the neighborhood of $16 billion.

Senator Sassgr. Well, it's been speculated that, reading here
from the New York Times, it says the loan from the Federal Re-
serve has set a precedent that could point the way in which the
two deposit insurance agencies, the FDIC and the FSLIC, could re-
plenish their strained resources without an act of Congress, with-
out substantially increasing the insurance premiums that they
charge hard-pressed financial institutions.

To your knowledge, does that logic figure in this proposed ar-
rangement, Mr. Chairman?

Mr. Vorcker. If that kind of arrangement were adopted, it fol-
lows a practice that has a number of precedents, as I indicated, and
fairly sizable precedents I'm reminded.

Senator Sasser. Can you recall off the top of your head the previ-
ous largest sized transaction of this kind?

Mr. VoLcker. I can recall because somebody put a note in front
of me. Franklin National Bank, about $1.75 billion when they were
being assisted by the FDIC; Greenwich Savings Bank, a little less
than $'% billion; First National of Midland, $600 million.

Senator Sassgr. Mr. Chairman, I know that what goes on in the
Federal Open Market Committee is not for public consumption.

Mr. VoLCKER. Let me say that it is for public consumption in the
sense that, with a short delay, we do publish the policy record.

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

94

Senator Sasser. Let me just ask you this question. During the
most recent meeting, was the vote of the Federal Open Market
Committee on monetary policy unanimous?

Mr. Vorcker. The vote on these long-term targets, yes.

Senator Sasser. So there was no disasension at all on the question
of long-term targets?

Mr. VoLckEr. That’s correct.

Senator Sasser. Mr. Chairman, your projections for a rising in-
flation in 1985 assume no major change in the value of the dollar.
What would happen to inflation if the value of the dollar fell by 20
percent? Would such an outcome be unacceptable to the Federal
Reserve?

Mr. VorckEr. It's not up to the Federal Reserve to accept or not
accept. We had to make some kind of uniform assumptions for
these projections, and I didn’t mean to imply that fluctuations
within the general range of the last 6 months or so, which I think
may have been more than 5 and less than 10 percent between ups
and downs over that period, would be terribly significant. When
you get into the range you're talking about, the kind of question
that Senator Gorton was raising is relevant. It moves in a direction
of increasing inflationary pressures. I don’t think there’s any ques-
tion about that.

Senator Sasser. [s it fair to say that the Federal Reserve's
present plans don’t assume or allow for a depreciating dollar?

Mr. VoLckeR. | can’t say they don’t allow for it. We don't plan on
it.

Senator SasseEr. You don’t plan on it, but you don’t close the door
that this could occur?

Mr. VorLcker. There's a big market out there. We didn’t plan on
it appreciating either.

HIGHER INTEREST RATES DANGEROUS

Senator Sasser. Mr. Chairman, yesterday John Fall, the chief
economist of Morgan & Stanley testified before the House on mone-
tary policy and interest rates, and 1 suspect you have seen the
quote. If you haven’t, I will read it.

He said:

The LDC debt problem and the liquidity problems of the U.S. banking system
imply that sole reliance on monetary policy to slow the growth of demand in the

1.5, econemy could be dangerous. Pushing interest rates higher in such an environ-
ment conceivably could fracture the system and lead to a worldwide recession.

And Mr. Alan Sinai, a vice president of Shearson-American Ex-
press, said at the same House hearing:

Numerous LDC's are under pressure. Large U.S. banks are under pressure as well
because the loan repayment and interest burdens are insurmountable for some
LDC’s except perhaps through agreement to austerity programs that are politically

unacceptable. Another cyclical rise in interest rates would run the risk of setting off
an international financial crisis.

Well, T know you're concerned about this, Mr. Chairman, and I
might ask you how much weight is given to the problem of the less

developed countries’ debt problem in the Fed's discussion of mone-
tary policy?
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Mr. VorckerR. We discuss and evaluate that kind of problem, do-
mestic problems of various sorts. Naturally, one considers all these
kinds of factors and their interrelationship with interest rates. In
terms of the general comments that those gentlemen are making,
in this general line of questioning, there is no doubt in my mind
that working with a different kind of fiscal policy would relieve the
problems faced by monetary policy and make a better overall eco-
nomic policy, a policy that would deal with some of these sources of
strain and pressure in the only way 1 believe they can be dealt
with effectively.

Senator SAssERr. ls the State Department consulted for its views
on political effects in various less developed countries if there are
further interest rate increases by the Federal Reserve?

Mr. Vorcker. They are consulted about conditions in those coun-
tries. I don’t think they are particularly consulted about the specii-
ic interest rate guestion.

Senator Sasser. Mr. Chairman, I'm supposed to hold the fort
here until the chairman gets back. Let me ask one other guestion.

Mr. Chairman, it's my understanding that a l-percentage point
increase in U.S. interest rates raises the developing nations’ debt
service.by approximately §3 billion. How have recent interest rate
increases affected the ability of the less developed countries to
pay off their debts? Which cnes are most adversely affected?

Mr. VoLckeEr. The ones that are most adversely affected, quite
obviously, are the ones with the most dollar debt. Of course, those
also happen to be the biggest countries, by and large, so in relative
terms it may look differently. But I would make one comment. It is
a serious problem in terms of the additional cost involved. I think
it's been more important recently psychologically rather than actu-
ally. I dont want to minimize the actual impact, but fears of fur-
ther increases enter into the picture, too, in terms of the psycholo-
gy of the situation.

I do want to point out the other side of the equation. Our growth
has also been much more rapid than anticipated and that growth
has direct favorable implications for these same countries in im-
proving their export markets and a very healthy influence in terms
of improving that part of the equation.

Senator Sasskr. You mean our economic growth in this country?

Mr. Vorcker. We bring in imports; that directly helps both their
external situation and equally important has helped domestic busi-
ness.

Senator SasseR. It doesn’t help our deficit problem.

Mr. VoLckeR. It doesn’t help our deficit problem. In a sense, it's
part of our deficit problem, but it helps our inflation problem and
it 1s enormously constructive, both in terms of the external position
of those countries and, as I said, the expansion of export oriented
industries in those countries that have to be part of the fundamen-
tal solution.

Looked at in that light, one has to also view the possible impact
of very strong protectionist measures taken here, and whether
we're not undercutting the ability of these countries to undertake
what they have to do over a period of time to have a healthy econo-
my.
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DEBT OF 30 DEVELOPING COUNTRIES AT $400 BILLION

Senator SasseR. According to the International Monetary Fund,
during 1983, about 30 developing countries had ‘a total debt of ap-
proximately $400 billion at the end of 1983. Do you have any pro-
jection, Mr. Chairman, of what that debt might be at the end of
1984 and 1985? Would we see it increasing?

Mr. VoicKER. Increasing at a much slower rate of speed than it
has been increasing. Many of the major borrowers, I suspect, will
not have any increase at all. I think that’s quite possible in the
case of Mexico. There may be a decline as some portions of debt get
repaid in the short run.

Senator Sasser. How about Argentina?

Mr. VoLcker. It should be true of Venezuela. It would not be
true of Argentina as far as I can see. I think it’s likely to be true of
Brazil, although that’s a country where the rate of debt increase
ought to be significantly lower. Brazil had a great deal of discus-
sion at the time a new money lending package was put together for
that country 6 or 8 months ago—saying it wouldn’t last, it was de-
signed to last through the end of this year. Well, all indications are
that it will last. Their external position has been improving faster
than projected. Their current cash position is stronger than was as-
sumed and indeed there are indications of some revival of some
sectors of the economy.

Overall, when you consider at the kind of global figure that
you're looking at, I would expect an increasing amount of debt out-
standing—I don’t have the figure in mind—but clearly at a slower
rate of speed than these rapid years of the 1970's and early 1980s
when debt was rising too fast to be sustained. The rise for most of
these countries should be consistent with lower relative debt serv-
ice burdens and less exposure of international banks relative to
their own capital.

If that holds steady, and the bank grows and the country grows
in nominal terms, the debt burden becomes less. We are beginning
to see that process. It's slow so far, but if we are successful and if
countries are successful, it will happen more rapidly over a period
of time. Without an actual decline in the debt or even with some
increases in the debt you will get a relative decline in the debt
burden. If you can combine that with very sizable decline in inter-
est rates, you would have a much different picture.

Senator Sasser. That same argument could be made or that
same rationale could be advanced, could it not, Mr. Chairman, with
regard to our budget deficit here?

Mr. Vorcker. Obviously.

Senator Sasser. If GNP grows, then our deficit declines.

Mr. VoLcker. That'’s right. It could be advanced if it conformed
with the facts, but it doesn't. The debt is rising faster than the
GNP and we are using up external assets and we’re turning into a
net debtor, so it doesn’t fit the facts.

Senator Sasser. You said earlier that we're liquidating our net
asset position abroad.

Mr. VoLckER. Yes.
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Senator Sasser. By bringing in foreign capital essentially to fi-
nance this deficit. And also our balance-of-payments situation dete-
riorates even further as we purchase more goods abroad.

Mr. Vowcker. That is right. I hope that the balance-of-payments
situation does not deteriorate further. There are some signs that it
may be leveling out, but it’s leveling out at a very large deficit. The
balance-of-payments situation in part reflects the fact that our
growth is much more rapid than other industrialized countries. It
certainly reflects these problems in the developing countries as you
mentioned. If their growth picked up some abroad, that would be a
factor helping our balance-of-payments situation, but it has indeed
reached a very large deficit.

Senator Sasser. Thank you, Mr, Chairman.

Senator RIEGLE. Could you yield just on that point?

Senator Sassgr. I will yield, yes.

Senator RIEGLE. Thank you.

Senator Sasser. I'm going to yield right out the door.

TRADE IMBALANCE LEVELING QUT AT A HIGH LEVEL

Senator RIEGLE. Just to follow through on the point my colleague
from Tennessee was making concerning the trade imbalance, which
you say is leveling out—it may be leveling out, but at a very high
level. It seems to me that with interest rates continuing to rise and
the value of the dollar continuing to go up, putting greater strain
on the underdeveloped countries in terms of paying their bills and
so forth, that they in a sense are being squeezed into a tighter and
tighter corner and they have to maintain their exports which
become imports for us.

It seems to me that we may be caught in a situation here where
if needs be they will have to lower their prices in order to continue
to make the import penetration here simply because they can’t
afford to have that item digappear at this point. So 1 don’t know
that anybody has taken the cycle of actions and reactions far
enough out here, but it seems to me that the countries that are
sending in a lot of their goods really can’t afford to have our trade
deficit disappear any time soon because it’s desperately important
to them.

Mr. VoLcker. They can’t afford to have our import market disap-
pear. We can get more competitive where most of our trade is,
which is with the developed world, But you're right, they can’t
afford to have their import markets cut off. You talk about their
pricing. The pricing that's relevant here is in dollars. That does not
suggest that they have to run unprofitable industries at home in
their own currency. They have had large devaluations, so in terms
of their competitive position, it may be good. It does not necessarily
imply that they have to engage in practices of great subsidization
of their internal industry. In fact, we obviously would like to see
that they get that internal industry on a sustainable competitive
basis without a lot of subsidies.

But the declines in the exchange rate make them very competi-
tive. It doesn’t mean that the industry is unprofitable at home
when it'’s attractive in the United States.
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Senator RIEGLE. I'll just leave you with the thought that I'm con-
cerned that the countries that are running the trade surpluses
with us at this point are going to need to maintain those and there-
fore you could find a whole new element of deflation which we
were talking about earlier in the sense that those trade differen-
tials are ones that other countries would be very reluctant to sur-
render and I don't know that it’s realistic to assume that somehow
magically the whole trade deficit is either going to level off nice
and neatly or work its way down. I'm frank to say I don’t see how
that’s going to happen.

Mr. VoLcker. Having the trade deficit level off at this level is
not a wonderful projection; it is a very large deficit.

Senator RIEGLE. That's exactly right.

Mr. VoLckerR. Whether or not the trade balance of particular
LDC’s will become bigger or smaller depends upon where they are
now. Mexico and Brazil went through a very sharp cutting of im-
ports; they are going to have to increase their imports as they grow
and they will have appreciable increases in imports. Currently
Mexico 1s having an increase—not as big as they expected, but a
sizable increase in imports—and 1 expect that will continue for a
while. But they have got themselves in a position currently of
having a sizable balance-of-payments surplus so they can absorb
some Increase in imports and, of course, they are our next door
neighbor and a lot of the imports come from us.

Just to complete the circle—or get out of the vicious part of the
circle that you're referring to—it would be an enormous help to
have lower interest rates.

Senator HecHT. Mr. Chairman, I understand many of the ques-
tions that 1 have have been asked.

Many people say that the Continental failure is the tip of the ice-
berg reversing the Fed’s deflationary course. Specifically, what
impact will the Continental bailout have on the Fed’s policy?

Mr. Vorcker. I don’t think it has any basic influence. In a tech-
nical sense, when we lend as much as we have lent to Continental
Illinois, it puts reserves into the system and you may get some un-
evenness in our reserve position, but over time we have the capac-
ity to take back with another hand what we put forward with the
first hand. If you look at that as an isolated incident, it doesn’t
have any basic influence on ocur policy.

Senator HecHT. During one of our previous meetings, I stated
that the feeling of the American people was that the FDIC was
backed up by American taxpayers. You countered that the insur-
ance fund was industry supported and did not represent tax sup-
port. When FDIC Chairman Isaac pledged to back up all depositors
regardless of size of their account, didn't this go beyond the reach
of the FDIC's fund and place the U.S. taxpayers in a risk position?

Mr. VoLcker. One would have to assume that the fund was not
big enough to handle the situation, which I think is contrary to
fact.

PAID $2 DIVIDEND IN 1982 AND 1983

Senator Hecur. I'd like your comments on the Continental Iili-
nois statement of roughly around 1979 or 1980 it became well
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known that the Penn Square failure in Oklahoma. In 1982 their
earnings per share were $2.12 and they paid out $2 in dividends. In
1983, their earnings were $2.46 per share and they paid out $2 in
dividends.

Do you consider this prudent banking?

Mr. Vorcker. This is Continental Illinois?

Senator HeEcHT. Yes. ‘

Mr. VoLcker. You must be right about the figures if you have
them in front of you. I didn’t remember them just that way. But,
over time, you obviously can’t pay the dividends if you're not earn-
ing them.

If the bank or any other company feels that it has a temporary
curtailment of earnings, it might choose to continue the dividend.
Certainly Continental did continue their dividends quite late in the
game here. It turned out it was based on their misapprehension of
how serious the situation was.

Senator Hecur. Shouldn’t it have become apparent, though,
when the Penn Square Bank folded up that many of these loans
would be tied into Continental?

Mr. VoLCKER. It was apparent at the time when the Penn Square
thing broke. It was discovered at that time that there was a very
large involvement by Continental and one could argue—and the ar-
gument becomes even better with hindsight—that it would have
been better to look at the dividends right then, I think, with hind-
sight, that's an unassailable argument.

Senator Hechr. 1 have mentioned to you a couple other times at
our hearings that I felt there was a double standard on banking
where if the small bank had a problem the FDIC would walk in
and curtail dividends. Do you think they were negligent in this
particular case?

Mr. Vorcker. No, and I don’t want there to be any pointing of
the finger at the FDIC. We supervise that holding company and
the question was raised upon a number of occagions.

Senator Hecurt. And you did not want to interfere?

Mr. Vorcker. I think you could conclude from events we did not
feel that we wanted to take an order, an official legal action.

Senator HEcHT. Do you regret that now?

Mr. VorLcker. I don't know. It's a judgment call. Basically, we
don’t want to get involved unless we have to in this kind of busi-
ness decision. As I say, these things are easy to do in retrospect.
You could have easily argued, and they would certainly argue, if
their problems had turned out not to be so serious it would have
been a great mistake, because it would have raised unnecessary
questions; that's what the debate is.

Senator HecHT. If the assets of Continental Illinois would have
been $10¢ millicn, do you think the FDIC would have walked in
and stopped the dividend policy on the basis of problem loans?

Mr. Vorcker. I think you would have to ask them, but I don't
have any particular feeling that they would have necessarily had a
legal order to require that.

Let me say I think there is some misapprehension. The FDIC can
speak for itself, but speaking from the Federal Reserve stand-
peint—and I suspect it's true of the FDIC—there is a great effort
when a bank gets in difficulty, whether it's big or small, to work
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with that bank and work in such ways that if it's possible that
bank and banking service is maintained. In some cases that isn’t
possible, but very, very few banks—small banks I'm talking about
now—have been closed in a way that the depositors lost money.
This happened in a few instances. In most cases, the amount of
large, uninsured deposits is very small in small banks. That’s the
way small banks are. The great bulk of their deposits are legally
insured and in that sense guaranteed. Typically, we don't close
banks at all, but a bank is not closed unless it’s insolvent, unless
its assets don’t add up to its liabilities. That has not been the case
in Continental Illinois. Typically, when that is the case, there is an
effort to merge that bank into another one, often with FDIC assist-
ance, s0 the banking services are not interrupted. That has been
the typical way of handling these situations in small banks. Some-
times it's not possible. Penn Square was a case where it was not
possible. It was not a small bank, but it was not possible in that
instance.

Senator HecHT. Many people have accused you of believing that
prosperity causes inflation. Would you comment on this?

Mr. Vorcker. I don't think prosperity causes inflation. I think
you could have excesses of demand and a relatively fully employed
economy could clearly cause inflation.

Senator HecHT. Mr. Chairman, no further questions.

The CHAIRMAN. Mr. Chairman, back to some more technical type
questions. We discussed earlier the uncertainties in the market-
place and many people have argued that a lot of this uncertainty is
increased by the fact it takes 45 to 60 days for the results or public
release of decisions by the Federal Open Market Committee.

TIMING OF OPEN MARKET COMMITTEE DECISIONS

Why can't the Open Market Committee at least give out to the
public an immediate or relatively immediate summary of its deci-
sions? Do you believe if you did that this could reduce some of the
uncertainties and the speculation that goes on during that 6 weeks
or 2-month period when everybody is trying to guess what you're
doing and making decisions on the basis of their guesses?

Mr. Vorcker. I think basically—and this is just a judgment I
reach on the basis of my own experience in this area over many
years—it would increase the uncertainty, increase the guessing
about what we are going to do.

The CHAIRMAN. To have a summary of what you've done would
increase the uncertainty about what you have done?

Mr. VoLckER. Yes, because if that summary is going to be fair
and honest--of course, it might increase the pressure to have a dif-
ferent kind of summary or have them much more frequently—it's
going to discuss various contingencies. It's going to discuss various
considerations that the committee had in mind, and people will
speculate about that and say are these contingencies going to come
about. There's much less confusion in the market about what we’re
doing currently. What they really want to know is what we're
going to do next week, or next month, or 8 months from now. By
definition, we can’t tell them that. You might have the difficulty
that they think they know more than they do. If we get out there
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and announce things aren’t going to change, and then something
changes 2 weeks from now and we draw up another announcement
for the market 2 weeks later saying that things suddenly changed,
they would say, “Well, you double-crossed us. Two weeks ago you
said we haven't changed anything and we bought all these bonds
because you promised things hadn’t changed.” We don’t promise
them a thing, except this 1s what we're doing until next notice;
that’s basically what we do now.

You can go back and look at the old reports and see which ones
would have led to speculation in the market and which ones
wouldn’t,

The CHAIRMAN. What’s magic about 45 or 60 days?

Mr. Vorcker. Nothing.
go'l;lhe CHAIRMAN. If you want to play that kind of game, make it

ays.

Mr. VoLcker. There’s nothing magic about 45 days or 60 days,
and sometimes if we really want to change something we say so.
We say it right then. When we change the discount rate, we say it.
When we change what I would call policy in any basic sense, we
tell them. When we change these targets, we tell them. What we
are not telling them right away is what our tactical changes are—
and I think they are tactical because they are within the context of
the long-range Policy that’s announced—until we have had another
meeting. There's nothing magic about 45, or 50 days, or 60 days, or
whatever. They are released after the next meeting, so they lose
the speculative interest they would otherwise have because we
have had another meeting in between. It could be a shorter time
period between meetings; the timing is just the vagaries of when
the next meeting is.

The CuairmaN. Well, T don’t suppose I will ever be here long
enough to understand what I have just heard in context of what
you and I have talked about about releasing weekly aggregates
which everybody agrees cannot be accurate and yet people make
financial decisions based on them.

Mr. VorLcker. I think you and I agree that we might be better off
not doing that. There are a lot of people who disagree with me. I'm
giving you a rather technical response, I suppose, although I would
argue that it's based on a lot of experience. But to put the other
side of the coin forward, I have no problem when we're changing
what I think of as policy, which obviously is done quite infrequent-
ly. We announce policy changes. In October 1979, we announced
one before the market opened, a very large change. We made a spe-
cial announcement in the fall of 1982 when we deemphasized M1.
When we announce these targets, we announce them as soon as we
can mechanically and surround them with an explanation, fitting
in with your own schedule.

I think a change in policy, a change in appreach, should be an-
nounced as soon as it can be explained in context.

The CrairMAN. What I'm driving at is—and I have often asked
questions of a technical nature—lag reserve accounting and all
those sorts of things because in the years I've been on this commit-
tee I have found that psychology and perception have such an enor-
mous impact on what is going on out there.

Mr. VoLckkR. I agree with you.
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The CuairMAaN. And [ have not been one who has been critical of
your overall policy. As you well know, I have supported it over and
over again, but I have been highly critical of the technical imple-
mentation of that policy. So again, as I continue to hear from a lot
of different people and hear the weekly figures released that
nobody agrees are accurate and people base decisions on them, and
then we have 45 to 60 days in which we wait and have people
making decisions on their speculation, I guess neither one of us
will fully understand the other one on this point. In other words, 1
agree with you. I supported your policy. I've supported your recon-
firmation, but I still think technically speaking and mechanically
speaking, we could do a better job.

Mr. VoLckER. I'm not so sure we have any disagreement on the
money supply figures. [ think the trouble with your position and
my position on the money supply figures is we can’t convince
enough other people.

I would be perfectly happy to publish them less frequently
myself. We do have a technical problem there—technical may not
be the right word. If we are collecting the numbers and people
have all that interest in them, I don’t like to sit on them for a few
weeks, simply because there’s just too much risk of the figure get-
ting out anyway. We try to maintain confidentiality of these things
and I think our record is very good, but I don’t want to put that
kind of a strain on the system.

The CHAIRMAN. Let me change to another subject. Time is fleet-
ing and I apologize for the length of your testimony today, but 1
can’t control the Senate floor or votes and I believe when I'm fin-
ished Senator Riegle is the last questioner, but let me turn to an-
other subject.

LACK OF NATIONAL TREATMENT FOR U.S. BANKS ABROAD

Last fall I introduced legislation that would attempt to secure
more national treatment for U.S. banks operating abroad. I have
not pushed that legislation particularly hard because 1 wanted
some of these foreign countries who were being particularly dis-
criminatory to our banks while operating in our country with na-
tional treatment to see if they would get the message. Some of
them have a little bit. There have been some tokenism out there
with Australia and some of the other countries. But the Treasury
recently released a report on 16 foreign markets indicating a con-
tinuing lack of national treatment for U.S. banks in those areas.

So I'm getting to the point where if not enough action is taking
place, I think not only should I push that bill but maybe make it
tougher because of the very unequal treatment by foreign govern-
ments of our banks.

What’s your opinion of the importance of pushing for national
treatment for U.S. banks abroad?

Mr. VoLcker. You were thinking in terms of your bill, as I
recall, which puts in reciprocity.

The CuairMAN. It would simply require the Comptroller of the
Currency to consider when looking or when about to rule on an ap-
plication by a foreign bank to consider treatment of U.S. banks in
that country. So, yes; you are correct, it’s reciprocity. How do they
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treat us and if they’re not treating us well, maybe we will treat
them the same way.

Mr. Vorcker. I have some sympathy—and 1 thought we had
some correspondence on this earlier—with what you’re driving at.

The other side of the issue that’s pressed upon me is that this
involves very difficult judgments in particular instances; whatever
foreign countries do, it is basically good policy for us to allow
others in to compete on an equal basis with us and, as a practical
matter, you get into a contentious geries of questions that are very
hard to evaluate.

I come down on the side of saying I think it is reasonable for this
to be a consideration that should be looked at.

The CHAIRMAN. Well, some of the lines are not hard to draw.
You look at Australia. They have had two reports—a Martin &
Campbell report down there and they've decided to open it upto a
few foreign banks. They have had none. Yet there are Australian
banks that operate in as many as five States that end up having
superior privileges to our own domestic banks which cannot oper-
ate across State lines. That is very, very clear and there are other
countries that are doing the same sort of thing, and I see no reason
to grant an Australian bank a permit to operate in five States in
the United States when they allow no retail banking yet of U.S,
banks in Australia.

Mr. VoLcker. Let me just suggest one kind of problem. We allow
them freedom. In fact, you can argue, in some respects, that for-
eign banks have more privileges than American banks in the
American market, in terms of interstate banking. We are a very
large market. You can at least raise a question as to whether a
country with a very small banking system, in absolute size, may
wonder whether permitting the full degree of access in their coun-
try that we have, let’s say, with our very large market, would leave
them with a banking system; we've only got to buy a couple of in-
stitutions. Is there any point at which a country in that kind of a
situation might legitimately feel that permitting some foreign com-
petition is one thing, but having foreign banks dominate in the
economy is another? Simply because of absolute size that question
doesn’t arise in the same way here, but it does arise in those coun-
tries, and that's a difficult issue for me.

The CHalrMAN. Well, I understand what you're saying, but some
of the cases are so discriminatory.

Mr. VoLckEer. I agree with that.

The CHAIRMAN. We could go a long, long way before we ever
reach any point of dominating there.

Mr. Vorcker. That’s why I've expressed a degree of sympathy for
what you're saying, but I do, in conscience, want to report the ar-
guments that many others have against it.

The CHAIRMAN, Senator Riegle.

Senator RiEGLE. Thank you, Mr. Chairman. I'm going to shortly
get back into an issue that Senator Hecht was raising a minute
ago, and I want to preface my remarks by saying to Chairman
Volcker that, as you well know, I have great respect for you and
have expressed that many times in many forums and it continues
today. So, when I take exception to something you say, it ought to
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be against that background of very positive feeling toward you and
the professional way in which you exercise your duties.

But I must say that when I asked earlier the question about how
many banks and S&L’s are on the problem list you bypassed that
because that data was not immediately familiar. But I am con-
cerned, as I put that together with some of the responses to Sena-
tor Hecht, about the structure of the financial system right now,
both in this country and abroad. I think there are all kinds of red
lights flashing and 1 think we cught to deal with it with the degree
of seriousness that it deserves. Perhaps we have a stark difference
of opinion on these financial signals and if we do, fair enough. |
want to get that on the record. But I don’t want us to, in a sense,
make it appear as if those structural problems are less than they
are.

SUPERVISION OF CONTINENTAL ILLINOIS QUESTIONABLE

I don't think the supervisory job that was done in Continental
Ilincis was very good. I think there was an incredible failure of
the supervisory procedure and when I read today, as I do in the
Wall Street Journal, that the Continental Illinocis shareholders—
and obviously they must take the major part of the beating here—
that’s the nature of common stock holdings—but when I read that
they could receive as little as one-thousandth of a cent for each of
their shares under a Federal plan to bail out the bank, I ask myself
where were the regulators earlier in the game when this kind of
fiasco was developing. It seems to me the oversight procedures
were not at all adequate and the schedule of dividends paid out by
that institution when it was sinking into deeper and deeper diffi-
culty, only increased the problem. It seems to me we need a better
answer for where the supervisors were when this situation was de-
veloping because now we find ourselves today with the fact that
the Fed is about to come up with $3.5 billion. I don’t know where
that money is coming from, but obviously it's coming from some-
where. It's real money or make-believe money. It's- money that’s
not going to be available, capital that’s not going to be available to
somebody else because it’s going to be used in this situation. So,
this is not a cost-free exercise that we are undertaking here by any
means. We've had to suspend the laws again on deposits over
$100,000 and basically hold everybody harmless while setting up a
sort of double standard where somebody invested in the big money
center banks are in trouble, they're treated and protected one way
under the law whereas other people acress the country presently
with deposits in excess of §100,000 in smaller institutions presum-
ably are under the same written laws that exist at the moment and
they are not protected. This type of reaction on the part of Federal
regulators creates uncertainty in our financial system to say the
least.

Mr. VoLcker. Wait a minute, Senator. As I indicated earlier,
with a small bank or large bank, if it’s possible, there is an effort
to merge that institution to render assistance and keep the bank
open. In some cases, that’s not possible, but it's been done with a
great many small banks as well.
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Senator RIEGLE. Let me ask you this, though. Have there not
been instances in the last couple years where there's been bank
failures where depositors with deposits in excess of $100,000 have
had to take the loss above that figure?

Mr. VoLcKER. There have been some instances of that kind.

Senator RIEGLE. So, we have had on the face of it in a contempo-
rary ti;neframe that kind of unequal application of the law, have
we not?

The CHAIRMAN. Would the Senator yield?

Senator RiggLE. Well, I will, but I don’t want to digress.

The CHAIRMAN. I have heard this as chairman of this committee,
I get it every place I go from the small banks. Now whatever the
case is, the regulatory failure or nonfailure, with Continental Illi-
nois, let me put it bluntly. That is just a phony charge that we
have singled out one. I get a little bit tired of hearing it. I'm not
singling out you. I'm talking about over and over again because 1
sat through as chairman of this committee when there were more
on the trouble list and the S&L’s from 1981, and 1982, and 1983
and the vast majority of those were handled exactly the same way
with assisted mergers which not only preserved those over
$100,000, dozens and dozens of them. Dick Pratt, of the Federal
Home Loan Bank Board, he handled more failures in 1982 than in
the entire history of the Federal Home Loan Bank Board com-
bined, and most of them were handled on an assisted basis where
all the depositors, without regard to the $100,000 limit.

So, yes, there are examples, Senator Riegle, where there were
some that were not, but the vast majority were handled on an as-
sisted merger basis, because, believe me, I heard about every one of
them. Every day I would come to work and look at the ones that
Dick Pratt and Bill Isaac were handling on an assisted basis, day
after day after day, and it not only solved all those depositors’
problems, but it saved the FDIC and the FSLIC a great deal of
money. It costs a lot less to go into those assisted mergers than if
they had just gone in and simply said, OK, we bail out everybody
with $100,000 and everybody else loses. The cost of those insurance
funds would have been incredibly more than through the assisted
METgers.

So, pardon me for interrupting, but I don’t think it’s fair to con-
stantly use Continental Illinois to say that the small guys weren't
protected when the factual record shows that dozens—and dozens—
hundreds were handled on an assisted merger in S&L’s and banks
through that period of time.

Mr. VoLcker. I have some figures in front of me that reflect the
peint you're making.

The CuamrMmaN, Before you go on, the clerk will not take that
gmel from Senator Riegle. Do not deduct my time from Senator

iegle.

Mr. VoLckeR. There were 10 bank failures in 1980. In seven of
those, deposits amounted to $200 million and were handled by pur-
chase and assumption, in the jargon; three of them with the total
deposit amount of $16 million were closed. I don’t know what the
loss was to the depositors but I would guess there wasn't any. The
banks were so small they probably didn’t have uninsured deposits
which may be the reason they were closed. In 1981 there were
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eight purchase and assumptions for a total amount of almost $4 bil-
lion; there were two banks closed with a total amount of $48 mil-
lion. Again, this was total deposits, not uninsured deposits. They
were very small banks. In 1982, 27 purchase and assumptions;
there were 7T closed and that included over $500 million in deposits
because Penn Square was in there. We looked for a way to keep
Penn Square open. The bank, in that case, was much too far gone;
you couldn’t do it. That gives you some sense of the situation.

Senator RiEGLE. The point I'm making, although I don't want to
get into a debate on the issue that the chairman of the committee
1s raising, is that I think there’s a clear failure on the oversight
procedures of the regulatory agencies with respect to Continental
Illinois, and you may disagree, but basically to have to step up with
$3.5 billion right now as part of the rather tortured workout of this
situation, which may or may not succeed over a period of time, rep-
resents this type of failure I'm referring to. If proper foresight were
exercised early on—and I'm not speaking of crystal ball-type pre-
dictions, just proper regulatory oversight—then we would not now
be forced to come up with such a staggering amount of capital in
order to bail out Continental Illinois. In this sense, I'm concerned
about how many more there may be coming behind it.

Mr. VoLckER. Nobody is patting themselves on the back. I men-
tioned earlier that we are the supervisor of the Continental Illinois
holding company, which is fairly small outside the bank. We are
not the primary bank supervisor and I don’t intend to direct
my——

Senator RIEGLE. I wasn’t saying you are.

Mr. VOLCKER. I don’t want to direct myself to that question, but I
just want to make a general comment that banking supervision has
a large job to do to keep the system safe and sound. I don’t think
you can have a system that’s going to guarantee with the kind of
enormous and complex banking system we have—proof against
failure. If you had that kind of system you would smother it abso-
lutely. That’s the only way you could get that kind of system.

NEED TO FLAG PROBLEMS EARLY

Senator RieGLE. You should run a supervisory system to try to
flag these problems before they end up as a disaster as they surely
failed in this case.

Mr. VoLckEer. 1 agree, we want to look at these problems in the
future. I just want to remind you that I have urged this committee
again and again to consider new Banking legislation and the types
of activities, from the safety and soundness standpoint, that banks
and their holding companies should be permitted to engage in.

Senator RieGLE. I think that’s a very important statement and I
share that concern exactly as I've heard you express it before.

Now I think we need to know where the $3.5 billion is going to
come from to bail out Continental Ilinois.

Mr. Vorcker. The $3.5 billion does not disappear from the
system.

Senator RIEGLE. But where does it come from?

Mr. VoLckeErR. You're going on a newspaper report which de-
scribes a transaction which is certainly under consideration, where
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a loan of the equivalent amount of $3.5 billion that we already
have made to Continental Illinois would be assumed by the FDIC.
It doesn't involve any new money. It's already been lent.

Senator RIEGLE. Where does that money come from? You take
that money from where in order to allocate it to this purpose
which you have already done?

Mr. VoLcker. In effect, if we keep our balance sheet in total un-
changed upon making that loan, like any other loan we make or
any other discount we make, whether to a commercial bank or
others in very rare instances, the offset in an unchanged monetary
policy would typically be in reduced holdings of Government secu-
rities on our balance sheet.

Senator RieGLE. Take me a step further then. In other words,
where in a sense does the $3.5 billion or so, where has that been
displaced? In other words, somebody else presumably would have
gotten it.

Mr. VoLcker. If somebody withdrew a deposit from Continental
Illinois, they couldn’t replace it. A lot of people withdrew deposits.
We replaced those deposits. At the same time, we sold Government
securities. To simplify the process, the people who take the deposits
out of Continental Illinois buy the Government securities, so
there’'s no real capital used. There is a reshuffling of different
assets among different holders, but the deposit that was in Conti-
nental Illinois in effect ends up in the assets that we sell indirectly;
the deposit is replaced by borrowing from us.

Senator RiecLE, Well, I guess what I'm trying to understand and
I want to get is an the explanation so that a lay person can under-
stand it.

NO NEW CAPITAL INVOLVED

Mr. Vorcker. There’s no new capital involved here.

Senator RigcLE. But what I'm asking is this. If we did this, say,
in 10 instances at once so we were not talking about $3.5 billion
but $35 billion, presumably we're not just inventing money that
doesn’t really exist. Presumably, that, in a sense is a credit or a
credit equivalent that’s being established and used that takes away
from something else.

Mr. VoLckeR. No.

Senator RIEGLE. So you're saying presumably we could get as
many of these as we want without any consequences?

Mr. VoLcker. It changes the composition of our balance sheet
and it changes the composition of the rest of the world’s balance
sheet. Somebody has borrowed from the Federal Reserve; somehody
holds more Government securities; they offset each other.

Senator RieGLE.-So you can make any number of these loans and
basically it’s just an accounting transaction and nothing is really
altered?

Mr. VorLcker. The limits on our ability to make such loans are
very broad, obviously, and by design. The system was designed to
do precisely this. The real limit is only the amount of money we
put on our balance sheet in accordance with the needs of monetary
policy. It's the same money; we just put it out in different form.
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But we have the concern about the overall amount of money that
goes out.

Senator RiecLE. Well, it seems to me that one of the many prob-
lems here, in addition to bad supervision, is that it appears to me
you're sort of going in two directions at once. On the one hand,
there’s some concern about outstanding credit at the present time,
and in this transaction in effect you're giving credit.

Mr. VoLckeEr. That's why we pull it back with the other hand.

Senator RIEGLE. I guess what I'm trying to understand is the
degree to which you can continue to do that, the degree to which
you can continue to add these one on top of the other and go in two
different directions at the same time and in a sense say, “don’t
worry about it, everything is fine.”

Mr. VorckeR. Let me get to that point in a second, but let me
just try to pin something down here. The operation that we are en-
gaged in in lending to these banks—Continental Illincis in this
case—is the most basic function of the Federal Reserve, It was why
it was founded, to serve as a lender of last resort in times of liquid-
ity pressures of this sort, so that they don’'t spread through the rest
of the system to innocent parties not involved in Continental Illi-
nois at all; we were founded so that there should be that elasticity
in the system. That's what a central bank is all about, to provide
liquidity in those circumstances. We are just carrying out the most
classic funection of a central bank.

To deal with your other guestion, one could imagine situations in
which the amount of liquidity assistance was great enough, in dis-
turbed enough market situations, that you didn’t pull all the
money back. In those circumstances you presumably wouldn’t want
to pull all the money back, and that’s a difficult judgment to make.
If you have a more generalized kind of liquidity problem, you cught
to be providing more money to the economy. Just how, when and
how much is a difficult concern, but that is again the job of the
central bank.

Senator RIEGLE. It sounds to me, though, as you yourself ac-
knowledged a minute ago, this sort of has you going in two differ-
ent directions at once.

Mr. VoLckeR. There's no doubt in the immediate sense it has you
going in two different directions at once. In the technical oper-
ations you're going in two different directions at once.

Senator RieGLE. I want to relate this to one other point here and
I'll finish quite quickly. That is, the thrift industry—I asked the
question before as to how many thrifts we have in trouble and how
rapidly that problem is growing, and the sense that I have is we've
got a developing problem there, in addition to the problem of banks
that are in difficulty.

RISE IN INTEREST RATES COULD WIPE OUT THRIFTS EARNINGS

But the thrift industry estimates that for each percentage point
rise in interest rates that it reduces thrift income nationwide at
the level of about $1.2 billion a year, which means that if you take
the 2-percentage point increase in rates that we have had since the
beginning of the year, and if that continues, it will wipe out, if you
will, almost $2.5 billion in thrift earnings that otherwise might
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occur. If we continue on that track, that’s going to more than
eliminate the $310 billion in pretax operating and earnings that
was earned by all the savings and loans in the country last year. In
other words, their aggregate margins are very small to begin with
as they labor back out of the last calamity that they were in.

I'm wondering, as you look at this situation, can you put me at
ease and tell me I ought not to be worrying about this problem
with respect to the thrifts, or do we have a problem developing
here of size and consequence that we'd better pay attention to
rather quickly?

Mr. VoLckeR. I certainly think that is a problem. I mentioned it
in my statement. It follows directly from increases in interest
rates. I think the only question you're left with is how constructive-
iy do we deal with that problem? Again, I think the answer is obvi-
ous,

Senator RIEGLE. Well, the one thing that I think we need to get
from the Fed and I'd like to ask that this be done, recognizing that
there are a lot of different players in the act, I think we have to
take a look at the financial system and the credit system, the
banks directly involved, the S&L’s, and credit unions. I also think
we have to take a look now at the degree to which you have a
rising number of institutions in difficulty, not to the Continental
Illinois degree yet and hopefully not to that degree any time soon,
but the statistics that I have seen show an alarming increase in
problem situations. It seems to me that one thing the Fed ought to
be doing is tracking that, adding it up and trying to in a sense be
able to make some interpretative comment to us about it as to how
big the problem is, the rate at which it's changing, and what steps,
if any, are needed to correct the situation. We need to lock at the
deposit insurance system, as well as other factors in addition to
just macroeconomic policy recommendations which obviously need
our careful scrutinization.

Mr. VoLckEr. I agree with you in general. I made some com-
ments about deposit insurance earlier. I just think this piece of leg-
islation before you is a very constructive piece of legislation and I
think it’'s in the general framework that we talked about in
common. I just repeat that one of my concerns about that legisla-
tion is that it recognize precisely the kind of concerns that you're
expressing now, that it gives us the structure in the banking
gystem that is inherently safe and continues to be safe, I think we
have such a structure, and I think we have a very strong safety net
under it, but the kind of things that you raise should be constantly
reviewed. We do it. I don’t think that the number of problem banks
that has already become evident to you is in itself of great signifi-
cance and I don’t keep it on the top of my mind. But we do track
and should track developments in this area.

You cite some trends that I don’t think are evident, certainly not
in the degree to which you seem to think. There are more nonper-
forming loans reported than was the case several years ago, but
they are not on any sharp upward trend, and you wouldn’t expect
them to be at this stage of the cycle.

Senator RiEGLE. Well, am I incorrect in believing and being told
that there are roughly 700 banks on the problem list?

Mr. VoLckeR. I don’t remember the number on the problem list.
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Senator RiecLE. Therefore I infer from your comments that the
figure of 700 is way off the mark.

Mr. Vorcker. | don't want to infer that. We've got 14,000 banks
in the country. A very small bank on the problem list obviously
doesn’t have the same significance as another bank, and the prob-
lem list does not imply by any means failure. It doesn't imply they
are on the edge of failure. I don’t want to leave that implication at
all.

Senator RieGLE. Well, the concern I want to express to you is
that we are all focused on Continental Illinois because that's not a
small bank. Tt's 2 major bank.

Mr. Vorcker. There's no question about that.

Senator RiegGLE. It's right in front of us and we're in the process
of the largest bank bailout that I'm aware of in the history of the
country. I am concerned as to how many more may be following
behind it. I see interest rates rising and I see the thrift industry
which has been laboring so hard to keep afloat for the last 3 years
now pushed back to the point where they're coming in for help—I
don’t know if they're coming to you or not, but they are certainly
coming to me. There is, in effect a great deal of apprehension from
the thrift industry about the erosion of the small profit margins
they are presently working under and many of them are going
back into problem situations.

Mr. VoLcker. I am fully conscious of that and all [ can say is
that there is a constructive way to deal with this situation, not just
for the thrifts, but for the farmers, for the LD(C’s, and other sources
of strain in the system. I don’t know how you deal with the situa-
tion constructively without relieving the borrowing pressure on the
total market that comes from the Federal Government.

CONCERN FOR THE STRUCTURAL STRENGTH OF THE FINANCIAL SYSTEM

Senator RigGLE. We agree on that. My question is in a different
vein. That is, I think we need to have an analysis of the degree to
which we are pressing against the structural limits that are there
and I don't sense that that work is being done and I'd like to have
it done. I'd like to have somebody at the Fed take a look at the
aggregate problem of bank difficulties, savings and loan difficulties,
and as you say everything is dynamic. We are looking forward. We
are projecting where things are presently taking us. I think a large
part of the apprehension in the financial markets and in the stock
market right now concerns the structural strength of the financial
system, touching on many of the things we've talked about, includ-
ing the foreign loans and a whole host of other things,

Mr. VoLckerR. We keep all thege things under review. We don't
have a nice, neat little report that's going to give you some trend
lines converging at sometime. I don't think that's the nature of the
problem. But if you're telling me we're agreeing upon two things or
three things, I'm perfectly happy to agree. I think we ought to deal
with this general problem that we are talking about, which certain-
ly lieg at the source of the interest rate problem which aggravates
all the other problems you referred to.

I don't think there should be any misapprehension out of the
Continental Iilinois situation or anything else that we don’t have
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the capability of dealing with these particular incidents if and as
they arise. One can always review these situations and we always
try to learn and should learn lessons for the future out of any of
these situations. I would be glad to review what lessons there may
be in this for banking supervision or regulation in the future. I'm
repeating myself, but those lessons are not irrelevant for the legis-
lation before you.

Senator RiEGLE. We might get faster action on the macroeconom-
ic policy adjustments which you and I agree are needed and needed
now in a major dimension, but if there is a feeling that the struc-
tural system is fine and dandy and can take these stresses and
strains and we don’t have to worry about that, then that dimin-
ishes the likelihood we're going to see the policy actions that we
need to take.

My sense is that the structural problem is now more severe than
it was 6 months ago or 1 year ago.

Mr. VoLckER. My sense is, if you're that concerned—and your
concern seems to be somewhat exaggerated in my view—you ought
to be out there leading a parade for a budgetary action right now
without worrying about any report from me,

Senator RIEGLE. Well, we're doing that, Mr. Chairman, but what
I'm trying to do today is to ascertain the degree to which you think
there’s a structural problem and I basically get the sense that you
don’t really have much apprehension in this area and you're cer-
tainly entitled to that view. What I still don’t have is that I've
asked if the Fed could take a look at this and give us some data so
it isn’t just an impressionistic response by either myself or anybody
else.

Mr. VoLcker. We can give you some data. I'm not sure all that
data is terribly enlightening. You could have wonderful data about
Continental Illinois bank until about June 29, 1982. Apparently
with the benefit of hindsight, it was not very reflective of the situa-
tion. The management of that bank won some prizes for being the
best managed bank in the United States.

Senator RIEGLE. I trust they had to give the prizes back.

Mr. VoLckeR. 1 just suggest that there are intangibles here that
are not susceptible to easy statistical analysis and I don’t want to
leave out the intangible of the strength of the safety net that we
have to deal with things of this sort that can arise inevitably and
without much warning.

Senator RIEGLE. I just hope that we don’t leave the impression
that the safety net is infinite in size and we can take any number
of failures at once, because I don't think you believe that and I
know I don’t believe that and that's what I'm trying to get at.
That’s the question: The degree to which we are finding ourselves
with an overall buildup of pressures on the structure which we'd
better pay attention to and we would be well advised to eliminate
rather than just gloss over them.

Mr. VoLckeR. To the best of my knowledge, there were charac-
teristics of the Continental Illinois Bank that were unique. I men-
tioned that earlier. My memory is about a statistical analysis of re-
liance of borrowed funds; they were at the top of the list.

The CHalRMAN. Mr. Chairman, we appreciate your patience. Let
me just say in conclusion that I don’t think there is anybody in the
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regulatory agencies, or on this committee, or in the Congress who
glosses over the problems. My experience is that this is being
tracked on a daily basis and I believe that there needs to be struc-
tural changes in the regulatory system for the banks and savings
and loans in this country. That will come. It cannot come until we
decide who's going to be doing what and whether we go to function-
al regulation or what. That will have to be done over a period of
years. But I think you made a very significant point. We in Con-
gress can point fingers al the regulatory structure. I don't care
what we do with the regulatory structure, the FDIC, the Fed or
anything else, even when you've made some mistakes, even when
hindsight shows maybe in Penn Square the FDIC should have been
there and closed them down earlier.

GOVERNMENT SPENDING MORE THAN IT TAKES IN FOR 40 YEARS

'm talking about overall regulation. Until Congress gets their
act together, until we come up with some figures, I don't care what
we do with the structure. I don’t care what we do with the powers.
The fundamental problem is spending more for the last 40 years
and continuing to do so than we take in. The economy, the savings
and loans, the thrift industry, the banks—how can you tolerate
borrowing more than 70 percent of the net domestic savings of this
country? The problem lies here, among those of us who are elected
to be Senators and Congressmen, no matter how much we may try
to blame somebody else—and I agree with the Senator from Michi-
gan—there is blame to go around other places, but there are some
structural changes we ought to be aware of. We ought not always
be dealing with hindsight. We ought to have more foresight before
these things occur, whether it’s Continental, Penn Square, whether
it’s the Jake Butcher situation in Tennessee. We can all look back
and we ought to learn from that. So there's a lot of fingers in the
pie that causes these problems, but I just have to state once again
that the fundamental problem—until that is cured—and that is the
matter of this inordinate amount of spending as a percentage of
gross national product, the inordinate buildup of deficits. When
you look at the deficits, what are we carrying—whatever the deficit
is—38180 billion, $125 billion of it is interest on past excessive
spending by the Congress of the United States. You notice I'm not
mentioning Democrats, or Republicans, or Presidents, or anything
else. I'm talking about Congress as an institution. It simply will not
discipline itself. When I go home and spend 3 weeks at home, I try
to get that message across to my people—quit looking for scape-
goats everyplace else, just look at your elected representatives,
without regard to their political party, without regard to what they
are running for, and look at their voting record and see if they vote
the way they talk. If they talk about balanced budgets and deficit
reduction and so on, but their voting record doesn’t match that,
then get somebody else, regardless of political party. We are the
ones that are responsible basically, with others aggravating the sit-
uation.

I think it’s fundamental that before we get into the structural
changes which we should do. I agree with the Senator from Michi-
gan. There are a lot of other things we should do. But interestingly
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enough, who does that relate back to—whether it’'s the deficit,
whether it's making structural changes, whether it's trying to set
some policy—it's Congress. We're the only ones by the Constitution
given the power to pass laws in this country. No one else is. Others
can interpret them. The Supreme Court can decide whether we are
constitutional or not. But ultimately it lies with us. I don’'t know
that 1 ever had any hope for 535 prima donnas, each thinking they
have the individual answers to all the problems of this country if
they could only be a dictator for a few days we would solve it all. I
don't know whether we are ingtitutionally capable, 535 people that
put out press releases, get on TV, and so on—I don’t know that we
are capable of coming to grips with some of these problems. It's
much easier to look elsewhere rather than looking inward fo the
only body that’s given the power to appropriate money and the
power to pass laws in this country.

I appreciate your patience this morning and we will look forward
to 6 months from now. Hopefully, things will continue to improve
and we will have no more Continental lllinois situations.

Senator Mattingly has some additional questions for the record.
Senator Trible was not able to be here and he has some questions.
And I have some additional questions but due to the length of time
I will also submit these for your response for the record. Thank you
very much, Mr. Chairman,

T [I;esl])onse to written questions of Senators Garn, Mattingly, and
rible:

[Whereupon, at 12:15 p.m., the hearing was adjourned.]
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QUESTIONS SUBMITTED BY CHAIRMAN GARN
RE CONTINENTAL ILLINOIS
July 27, 1984

Understanding the delicacy of the current negetiations and
deliberations about Continental Illincis Bank, the press
reports, particularly the New York Times, indicate that

Centinental Illincis Corporation creditors may be made

whole by the Government. Is that really true?

2. Can you give the Committee assurances that the FDIC and Fed
will only be assisting the insured bank and nct the holding
company shareholders or creditors?

Answer:

There is apparently scme misunderstanding about the
effect of the FDIC transaction on the creditors of Continental
Illinois Corporation ("CIC"), The creditors of Continental
Bank's holding company are not insured by the FDIC and the FDIC
assurances against loss for depositors and general creditors of
the Continental Bank do not apply to the creditors of CIC.

After the adoption of the proposed assistance package,
and upder the hypothetical circumstance where the Bank would be
closed, 1ts assets liguidated, and the hclding conpany
insolvent, the CIC noteholders could be more senior to that of
the FDIC as a result of the position of a rpreferred
stockholder. In that hypothetical situation, to the extent
that there is any recovery from the assets of the Bank and the
holding company, these assets would probably bhe distributed

first to the noteholders and only then to the FDIC as a

preferred stockholder.
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In view of the commitments of support to the Rank made
by the FDIC and the Federal Reserve, it seemed that this
situation was more hypothetical than real, while there were
substantial practical benefits to the approach of providing
equity capital to the Bank through the holding company.
Indeed, adopting a different, less effective, capital structure
could well have hastened the result which the banking
regulators have sought to avoid. We also took into account the
fact that any successful assistance program would have some
incidental beneficial effect on the CIC noteholders by
strengthening the Bank.

Nonetheless, cerseful consideration was given to the
structuring of the assistance te Continental Bank in the form
cof a stock investment in the Bank, rather than through the
intermediary of the holding company which cculd have avoided
even the hypothetical situation described abave. However, a
provision in the indenture governing CIC's long-term debt,
reguiring that the holding company hold at least 80 percent of
the capital stock cf the Bank, made this course of action
impossible in an open bank transaction. All of those inveolved
on the government side in this transaction concurred in the
view that an open bank transaction was Important in order to
maximize the possibilities for a successful rehabilitation of
the Bank, minimize the cost to the FDIC, and maintain general

market confidence. As noted above, we also recognized that no
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matter how an open bank transaction was structured, CIC's
noteholders would obtain some benefit, if only because the
major asset backing the heolding company's debt to them -- the
Bank -- would be benefited by the FDIC assistance, whatever its
form,

Consideration was also given to making a subordinated
debt investment in the Bank, but with warrants to holding
company stock, instead of Bank stock, thus avoiding the
limitations of the covenant described above. However, this
alternative was also rejected by the FDIC because it could net
be considered as the full equivalent of capital for either
regulatory or market purposes.

The FDIC came to the conclusion that the capital
infusion portion of the assistance to the Bank through the
preferred stock investment in the holding company providing
rights to B0 percent of the ccmmon stock, when combined with
the other elements of the package that gave the FDIC important
management rights and the ability to recoup losses by acquiring
additional stock, was the best way of meeting these twin goals
cf protecting the insurance fund while providing the best
oppertunity for putting the Bank on a self-sustaining basis.
The Board concurred in this judgment.

In reaching this judgment, careful consideration was
given to the legal issues. After a full analysis, the FDIC

concluded that it had the authority to take preferred stock in
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the holding company and downstream it to the Bank. Federal
Reserve board counsel agreed with this position, as did the
Office of Legal Counsel of the Justice Department.

We are concerned about bank helding company debt
covenants which have the result in this case of circumscribing
the ability of the FDIC to make a direct capital investment in
the Bank. We are locking into whether these covenants are
widespread and what their effect is with a view to taking
appropriate regulatory action to limit their scope in the
future., In any event, the assistance program for €ontinental
Illinois Bank is not indicative of a policy of extending
protection to holding company creditcrs,.

As far as the Federal Reserve assistance is concerned,
the only lending by the Federal Reserve that has occcurred has
been with the Bank and not at the bank holding company level,

3. Why did the FDIC '"guarantee" all depositors, whether
insured or not, in the criginal assistarce package?
Answer:

In May, Continental Bank, following a series of events
including substantial loan losses, experienced a loss of
confidence in the national and internaticral money markets
where it was obtaining the preponderance of its funding. Based
on &ll facts known then and ncw, the capital of the Bank was
adequate to meet these losses. Action to sustain the Bank was

appropriate and necessary to aveid disruption of the banking

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

118

and financial system. This was done with both liguidity

support and by an injection of capital by the FDIC and certain

banks on a subordinated basis. Having taken this step, the

PDIC had a clear interest in maintaining the Bank as an

operating entity by providing an assurance of continuing

operations for depositors and general creditors of the Bank.

In this connection, the FDIC stated: "In view of all the

circumstances surrounding Continental Illinois RBank, the FDIC

provides assurance that, in any arrangements that may be
necessary to achieve a permanent solution, &ll depositors and
other general creditors of the bank will be fully protected and
service to the bank's customers will not be interrupted.”

4. Who else is being guaranteed in this bank that no one wants
to buy?

Answer:

Other than the anncunced FDIC assistance package ang
the liguidity support being provided by the Federal Reserve,
there is no other government assistance for Continental.

3, Are the Continental Illinocis sharehclders getting optlons
in case the stock appreciates while the FDIC takes all the
bad loans?

Answer:

The FDIC assistance package was carefully structured
to provide substantial protection for the FDIC against losses
and to enable it to participate in any increase in value of the

Bank. The FDIC would take rights to 80 percent of the common
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stock of the CIC and the remaining 20 percent stake in the
common stock of Continental Iliinois Corporation that would be
held by existing shareholders would be subject to a so-called
"make whole" agreement, whereby these shares would, in effect,
be turned over to the FDIC under a formula based on the amount
of losses the FDIC incurs on the loans purchased from
Continental Bank. Under the arrangement, 1if the FDIC loses
$800 million on the loan purchase, all of the cwnership
interest in CIC held by existing shareholders would be conveyed

teo the FDIC, at its option, at the nominal price of $0.00001

- per share. Moreover, any dividends paid by the Bank or CIC

will be held subject to the make whole agreement.

The assistance package proposal also provides existing
shareholders with rights to buy new stock in the Bank at an
initial price of $4.50 per share -- a cost egual to the price
of the FDIC's stock investment -- for a peried of 60 days, or
$6.00 per share during the subsequent 22 months, It should be
noted, however, that these rights, if fully exercised by the
shareholders, would add an additional %240 miliion to the
comnon egquity of CIC. Moreover, in corder for thes stockholders
to gain on their remaining holdings of CIC stock, the FDIC
would alsc have a gain on its much larger holdings, thus
helping to coffset the risk of loss borne by that agency. In
this situation, it would be unlikely for the shareholders to
benefit from theilr rights while the FDIC would be incurring

losses.
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6. Do you do that in small banks you close?
Answer:

Banks are closed and liguidated almost without
exception only when they are insolvent —- when their
liabilities exceed their assets and when circumstances combine
with other severe problems, such as a very high level of
contingent liabilities due to mismanagement and fraud, so as to
make a purchase and assumption impossible. Considered over the
history of the FDIC, bank ligquidations with losses to insured
depositors and creditors have not been the normal procedure for
dealing with problem banks. Normally, a high value is placed
on maintaining banking services regardless of the size of the
bank, consistent with minimizing the cost to the insurance
fund. Continental, however, was not insolvent and the
shareholders maintain an equity investment with a bock value of
about $B800 million. Consequently, the closed bank-liguidation
analegy is not appropriate and the regulators have attempted in
this case to take action which is functicnally eguivalent to a
purchase and assumption with the same enmphasis on wmaintaining
banking services while minimizing the cost to the FDIC.

When a bank is closed, small or large, any recovery to
the shareholders depends on whether there is any value
remaining after claims have been settled. The assistance
package arrangement whereby the FDIC obtains rights to 80

percent of the banking organization with the further provision

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

121

that existing shareholders would, depending on FDIC's losses,
lose an amount up to their entire investment if the FDIC
sustained losses, was designed t¢ ensure, to the extent
practicable, an equitable distribution of risk between the
shareholders and the FDIC. In the Continental case, the
analogy to a closed bank purchase and assumption transaction is
relevant in the situation where the FDIC would suffer
$800 million of losses on the basket of loans acquired, and the
assistance package deals with this situation in a manner
similar to that applicable to closed banks in as much as the
shareholders would lose all of their existing investment in CiC.
7. Are the Continental Illincis Corporation commercial paper
holders getting an FDIC guarantee?
Answer:

No. All of the commercial paper of CIC, from a peak
of approximately $2 billion on June 30, 1982 (except for
$20.3 million) has been repaid from the rescurces of CIC.
Moreover, the FDIC has made it quite clear that its assurances
dc not extend to the bank holding company or any of its
subsidiaries.

8, Is the FDIC or the Federal Reserve guaranteeing that all of
the bondholders of Continental Illinois get paid?
Answer:

See response to Question 1.
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9. If they are, why 4did the Federal Government resist
providing these types of guarantees to electric utility
bondholders on Long Island or in New Hampshire? Is this
consistent?

Answer:

As you know, a safety net protecting the liguidity of
depository institutions has long been an established element of
public peolicy. Federal assistance has been directed to
Continental Bank: any benefits for its holding company were
incident to, and inherent in, protecting the Bank.

10, Critics of granting new powers to depository institution
holding companies continue to assert that the problems of
Continental Illincis BRank arque against the granting of new
securities powers and/or other new powers. What is your
opinion of these arguments?

Answer:

The problems of Continental Bank essentially reflect
serious weaknesses in the domestic loan porctfelio of a bank
that had engaged in aggressive growth and lerding practices for
some time, including heavy invelvement and participation in
energy loans of the Penn Sguare bank that failed two years
agoc. These problems, and other credit losses, were reflected
in earnings pressures and censeguent lgss of market
confidence. The problems of' the Bankx clearly did not arise
from the nonbanking activities of the holding company and, in
fact, the heclding company was able to assist the banking
enterprise as a whole in meeting its problems.

We do not believe the proklems of the Continental

Illinois Bank argues against granting new powers to bank
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holding companies that can be exercised in a safe and sound
manner while providing consumers with the benefits of
competitive and convenient services. We would be concerned if
the additional powers added substantial risk to the banking
structure as a whole, and this has keen a major concern of the
Board during the long and careful review of the proposed
legislation. The new powers that are provided —- revenue bond
underwriting, discount brokerage, underwriting and dealing in
commercial paper and in residential mortgage—backed
securities ~- are comfortably within the scope of risks that
can be appropriately taken by bank holding companies. The
legislation now before the Senate provides a framework which
will help assure that these activities are conducted within the
bounds o©of safe and sound financial practices. We put
particular emphasis on the structure of the bill which
emphasizes capital adequacy and provides the Board with
sufficient authority to establish the terms, conditions and
limitations on which these activities may be conducted.

Because of the close links between the fortunes of a
bank holding c¢ompany and its subsidiary banks that are
demonstrated in the Continental situation, we would be
concerned about any weakening of these safeguards. We are, in
fact, concerned abkout the increasing authorization of
activities for banks by the states that would not, at the

federal level, appear to be suitable for these institutions con
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safety and soundness grounds and would not be authorized by
Congress for this reason.

The Continental experience alsoc demonstrates the
importance of adhering to time tested prudent principles of
banking, and that the inherent risks in this vital business
must be protected against with adequate capital, ample

liquidity and diversification of risk.
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Responses by Chairman Volcker to the written questions
from Senator Mattingly in connection with the hearing
on July 25, 1984.

1. Chairman Volcker, I agree with your wview that we
should expect and encourage adjustment in our external accounts
in the future. However, I am concerned that you might leave the
wrong impressions that we are attracting vast new sums of
capital from abroad. Isn't it actually true that the improve-
ment in our capital accounts is the result of reduced bank
lending, rather than more funds from abroad? Therefore, we
aren't attracting new foreign capital.

Answer: The growth of the U.5. current account deficit
since 1982 has been accompanied by a sharp reversal in the net
flow of funds from U.S. banks to foreigners. In a fundamental
sense, the substantial current account deficit indicates that we
are consumning and investing more than we are producing. The
financial counterpart to this deficit is a net capital inflow
from the rest of the world. This inflow takes a wvariety of
forms, both recorded and unrecorded. It is important, but from
the overall points of view secondary, whether this net capital
inflow is the result of an increase in U.S. liabilities to
foreigners or a reduction in U.S. claims on foreigners. Looking
simply at the amount of credit available to U.S5. residents, a
shift in U.S. banks' lending from foreign to U.S5. residents has

close to the same impact as an inflow of new foreign capital

accompanied by no change in bank lending to foreigners.
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From cother standpoints -- including the question of
cause and sustainability -- I agree the composition can be
important. While data in this area must be interpreted cau-
tiously -- there is, for example, a large sgtatistical
discrepancy =-- you are right in attributing much of the swing to
reduced bank lending (or depositing) abroad, presumably in
response to changes in rélative demands as well as the LDC
problem. However, there also appears to be sizable continuing

inflows of funds originating abrocad.
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2, The Fed's ecconomic projections in Table I of your
testimony have economic growth settling down to about 3% in 1985
with about 5-~1/2% inflation.

However, the economy has the potential to grow faster
than the long-run trend until full employment is reached,
perhaps not until 1987.

If the economy grows faster than 3% without inflation
pressure, will the FOMC tend to restrict money growth to s}ow
the economy? Isn't it true that long-run econcmic growth is
determined by factors other than monetary policy?

Answer. No one can be certain how much unused capacity
remajins in our economy and how much longer rapid economic expan-—
sion can persist before we encounter a resurgence of infla-
tionary pressures. The forecasts presented in my testimony
represent the best judgments of FOMC members as to economic
growth and price movements next year, given underlying economic
conditions, the likely stance of fiscal policy, and their
decision on menetary policy. A more favorable outcome, in which
our economy proved capable of sustaining more rapid economic
expansion for some time without generating a pick up of infla-
tion, would be most welcome. Such an outcome could be
accommodated comfortably within the monetary growth ranges
announced for next year, and the economy then would not only
reach a higher potential sooner, but the price performance would
be a favorable harbinger for sustaining orderly growth. 1 do

believe it important that we approach our potential without

generating a renewed inflationary process =- and indeed with the
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possibility of making further progress toward our longer-term
objective of stable prices —— 350 that we can enjoy a prolonged
period of stable growth at full employment.

I agree that monetary policy does not itself determinhe
the long-run growth of the economy. Rather, the growth of
potential output depends on expansion cf the labor force and
capital stock, and on gains in the efficiency with which labor
and capital work together -- that is, productivity. The prin-
ciple role of monetary pelicy is to foster stable financial and
economic conditions conducive to sustained growth at a high
level. However, the long-run growth of the economy can be
affected by the way monetary and fiscal policy interact in
pursuit of this objective. One of my principle concerns with
our current and prospective federal budget stance is that by
absorbing a large proportion of the supply of private saving and
keeping interest rates relatively high, the deficits will tend
to discourage capital investment and thereby constrain the

long-run growth of the economy.
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ANSWERS TO QUESTIONS SUBMITTED BY
SENATOR TRIBLE

L. As the primary regulator of bank holding companies, what
role is the Fed playing in the rescue ¢f Continental
Illinois?

As a matter of general background, problems arose ou£
of the loan losses of the Continental Illinois Bank and its
helding company -~ Continental Illincis Corporation ("CIC™) --
was able to provide some assistance to the banking organization
as a whole in meeting the problems resulting from the Bank.
From its perspective as holding company supervisor, the Federal
Reserve has monitored the condition of the CIC and the role it
has played in assisting the Bank. In particular, beginning in
July 1982, the Federal Reserve Board staff, as well as the
staff of the Federal Reserve Bank of Chicage ("FRBC") very
clesely monitored the ocperations of CIC and its subsidiaries,
as well as the progress of the Bank.

The Board obtesined pericdic reports (either weekly or
daily) regarding the funding of CIC, the maturity of its
liapilities, major sources of funds, asset composition, trends
in stock market prices, Federal Reserve borrowing, and
interbank activity. The Board and the Reserve Bank staff also
consulted pericdically cn numercus occasicns with the national
bank examiners for the Bank. In addition, during this period,

the Fgderal Reserve conducted two full inspections of CIC. The
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Federal Reserve in Washington and in Chicago held numerous
meetings with the senior management and directors of CIC to
discuss their situation and funding needs and obtain freguent
progress reports regarding their operating results and success
in meeting projections. The Fed also monitored transfers of
assets between CIC and its banking and nonbanking
subsidiaries. Prior to May 9 of this year, the Federal Reserve
assisted the Office of the Comptroller of the Currency in the
final examination of the Bank ané conducted an independent
analysis of the wvalue of CIC's assets, As part of the
assistance package, the Federal Reserve has entered into a
written agreement with CIC requiring it to establish a plan to
reduce the consolidated assets at_Continental to a level that
can be funded on a sustainable basis.

Since the problems of the Bank became apparent, the
Federal Reserve has counseled with other federsl agehcies on
dealing with the Bank's problems and has participated in the
formulation of the May 17, 1984 temporary assistance package
and in the arrangements for permanent assistance announced on
July 26, 1384. In addition, the Federal Reserve has been
called upcn for substantial discount window assistance by the
Bank, and in this connection, has carefully monitored the
Bank's activities, again in full cooperation with the

Comptroller and the FDIC,

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

131

2. The Chicago Federal Reserve Bank is making loans' toc
Continental through the "discount window." -

a. How large are these loans?

Discount borrowing by all depository institutions are
disclosed weekly by the Board and borrowings by Federal Reserve
Districts are announced weekly for each Wednesday which is the
end of the statement week. Total borrowings for the week
ending on August 8, 1984 were $7.3 billion, and for the Chicago
pistrict, discount window loans amounted to $6.8 billicon. The
Chicago District amount very cleosely approximates the discount
window borrowing by Continental Illincis Bank. 'The amount has
varied from time to time, but the August 8 figure is the
highest weekly amount that has been outstanding feor this

institution.

b. What interest rates do they carry?

The discount window loan by the Federal Reserve Bank
of Chicageo to Continental Illinecis Eank now carries an interest
rate of 11 percent. Under regulaticns established by the
Board, the extended credit borrowing by the Bank normally
carries an interest rate based on the discourt rate, now at 9
percent, plus a gradually increasing surcharce that raises the
applicable interest rate by a total of two percent at the end
of five months, In the case of Continental, this schedule was
accelerated. The initial nine percent rate was increased to 10

percent within thirty days, and to 1l percent within another
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thirty days. It is intended that this rate will be adﬁus;gg
from time to time so that it remains in line with market rates.
o. How do these interest rates compare tc rates which
private lenders would charge for the same loans?

The comparable interest rate would be the rate paid by
depository institutions of comparable size for certificates of
deposit. The 3-month CD rate on August 3, 1%84 as compiled by
the Federal Reserve Bank of New York was 11,3 percent. The
federal funds rate, a measure of cost of funds for overnight
borrowing by large banks, was around 11.5 percent on that date.

d. What subsidy is being conveyed to Continental by these
lcans?

As noted above, the rate being applied to this loan is
based on the discount rate which is now nine percent to which a
2 percent surcharge is applied. Also as noted above, this
11 percent rate is reasonably close to the prevailing CD rate,
and it is intended that the surcharge would be adjusted from
time to time to maintain a close approximation ©of the rate
charged on the discount window loan to market rates,

3. The Fed apparently will lend monrey to the FDIC to allow
that agency to purchase "troubled lecans” from Continental.

a. What terms will these lcans carry?
In an arrangement that is similar to three prior
cases, as part of the fundamental restructuring of Continental
Bank, the FDIC is assuming Continental's obligation to repay a

portion ¢f the discount window assistance by the Federal
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Reserve. Similar arrangements were adopted in the case of -the
Franklin Naticnal Banmk in 1974, the Greenwich Savings Bank in
1981, and the First Naticnal Bank of Midland in 1983.

Under the agreement, the FDPIC would assume
$3.5 billion of the indebtedness of Continental Bank to the
Federal Reserve Bank of Chicago. The FDIC would be reguired to
make quarterly interest payments. The FDIC would alsc be
required to use collections (net of the cost of collection}
from the loans and c¢laims acguired from the Bank to make
payments of interest and principal. Any remaining principal
would be paid by the FDIC at the end of five years,

The interest rate applicable to £2 billion of the
indebtedness would be the three-month Treasury bill rate plus
25 basis polnts. The interest rate applicatle to the remaining
$1.5 billion of indebtedness would be the rate determined by
the FRBC to be applicable to advances from the FRBC to the
Bank. As the Bank exercises its option cver time to transfer
adgitional loans to the FDIC, the amount of FDIC indebtedness
subject to the former interest rate would be increased by the
amount cf loans scld, and the amount of FPIC indebtedness
subject to the latter interest rate would decrease by the same
amount.

b. What is the expected budgetary cost of the FDIC loan
purchases?

The budgetary aspects of the loan purchases are a

matter within the particular expertise of the FDIC and would be

most appropriately addressed by that agency.
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Will these costs be reflected in the unified federal
budget, or will they be "off-budget"?

The same referral to the FDIC would also be
appropriate for this guestion.

d. What subsidy will Continental get from selling its
loans to the FDIC {rather than to the market}? That
is, what will it cost the government to buy “troubled
loans" at book value, rather than at (discounted)
macket value?

2 portion of the loans to be purchased by the FDIC
will be marked-down substantially from their book wvalue. The
FDIC intends to purchase loans with a May 31, 1984 book value
of $3.0 billion (face wvalue of pver £3.6 biilion) for a price
of $2 pillion -- an initial discount of approximately
45 percent. In addition, the Bank has the right for a
three-year period to select other loans outstanding on May 31,
1984 with a bock value of $1.5 billion and sell them to the
FDIC for $1.5 billion. If the FDIC purchases the full amount
of loans provided for under the agreement, the discount will
amount to approximately 32 percent, This arrangement, plus the
so-called '"make whole" provisicons of the arrangement which
allows the FDRIC to recoup up t0o ah additional %800 million of
any losses on these loans, is calculated to minimize the
possibility of losses to the FDIC as a result of the loan

purchases.
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1. The Fed was represented on the Chrysler loan Guarantee
Board. One of the elements of the Chrysler bailout was™+he
government's receipt of warrants to buy Chrysler stock,
which ultimately reduced the cost of the rescue.

Have any federal regulators considered similar warrants
from Continental in exchange for federal assistance?

The FDIC will receive, subjeet to shareholder
approval, preferred stock which is convertible into 160 million
shares or approximately 80 percent of Continental Illinois
Corporation's common stock. In addition, as noted above, the
PDIC, if it suffers losses on the purchased loans, would have
the right to the remaining 20 percent of the stock of the
Corporation. It should alsc be noted that the government more
than covered the costs of its participation in the Chrysler
loan guarantee program. As in the case of Chrysler, the
government is in a position to benefit from any increase in the
value cof the shares of the Corporation.

Would the Fed recommend such warrants? If nct, why

not?

The Federal Reserve strongly supported the
arrangements which provided convertible preferred stock to the
FDIC sc that it could participate in any gains in value of the
corporation tc compensate for the risks taken in the assistance
package.

5. What steps are being taken to minimize the cost of the
Continental rescue to government and taxpayers?
The arrangements described above indicate the

substantial protections that the government has obtained to
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protect its position and to allow it to participate in any

increase in wvalue of the corporation. The convertibkle ‘

preferred stock, the "make whole,” and the variocus covenhants,
including those which provide the FDIC with certain essential
management rights, assure that the costs of this assistance
package are minimized, and provide for the peossibility of
financial gains. It is also important to note that to the
extent there are any costs to the FDIC of the assistance
package, they are borne by the insurance fund, which is made up
of insurance premiums paid by insured banks.

6, The proposed Continental rescue has been described as
"effective nationalization” of the kank. Do you think that
is an accurate description? If not, why not?

It is the intention ©f the agencies to create a
viable, independent bank positioned to continue providing the
full range of services to its customers, particularly those
throughout the midwest. The FDIC has stated that it will not
interfere with or control the bank's day-to-day operaticons and
that it will not control the hiring or compensation of
officers, lending or investment policies or other normal
business decisions, For these reasons, the assistance package
is not an "effective nationalization" and it is not intended
that it should be. Rather, as scon as practicable, the FDIC
has stated that it intends to dispose ¢f its stock interest in
CIC through the sale to a private investor group, to one or

more banking organizations or to the public in an underwritten
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offering. It shculd be emphasized, of course, that the
Continental Illinois banking organization will be subject to
supervision and requlation by the Comptrocller of the Currency

and the Federal Resexrve,
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FEDERAL RESERVE’S SECOND MONETARY
POLICY REPORT FOR 1984

TUESDAY, JULY 31, 1984

U.S. SENATE,
CoMMITTEE ON BaNKING, HousinG, AND URBAN AFFAIRS,
Washington, DC.
The committee met at 9:30 a.m., in room SD-538, Dirksen Senate
Office Building, Senator Jake Garn (chairman of the committee)
presiding.
Present: Senators Garn, Heinz, Hecht, and Humphrey.

OPENING STATEMENT OF CHAIRMAN GARN

The CuairMaN. The committee will come to order.

We're continuing today our semiannual hearings on the conduct
of monetary policy.

Lasgt week we had the pleasure of hearing the Chairman of the
Federal Reserve Board, Paul Volcker. This morning, we have the
pleasure of hearing outside witnesses and witnesses from the ad-
ministration.

First, we're very happy to have Williamn Poole before us this
morning. He'll be the first witness.

Before you gtart, Senators, do you have any comments you wish
to make?

[No response.]

The CuairMaN. Mr. Poole, please go ahead.

STATEMENT OF WILLIAM POOLE, MEMBER, COUNCIL OF
ECONOMIC ADVISERS

Mr. PooLE. Senator Garn, thank you very much. I am certainly
pleased to be here this morning to testify before this committee on
the midyear review of monetary policy.

My statement—and I'll read parts of it—is divided into two
major sections. The first, is on the economic expansion to date, and
the second is on the economic outlook.

My primary purpose is to examine the economic setting within
which present monetary policy decisions must be made rather than
to examine the details of monetary policy itself. The policy details
are very important, but many will fall into place rather naturally
if the underlying policy setting is properly conceived.

PRESENT ECONOMIC EXPANSION

Let’s look at the economic expansion so far. The principal facts
of the vigorous recovery following the recession trough in the
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fourth quarter of 1982 are well known. In short, we have enjoyed
rapid output growth, declining unemployment, and declining infla-
tion. The controversial topic is not what has happened but why it
happened. The explanation most often offered is that the economic
expansion has been driven by “massive”’—in quotes—Federal defi-
cits. But others have expressed the view that the deficit will abort
the recovery, In my opinion Federal fiscal policy has played a very
important role, but the deficit per se has not been especially impor-
tant in either driving or restraining this expansion.

Before turning to monetary policy I'll begin with comments on
fiscal policy. A key starting point to the analysis of fiscal policy is
that while the budget deficit is important for many purposes, it is
an inadequate summary measure of the impact of fiscal policy on
the economy. The source of the deficit and of changes in it can
make an enormous difference. Changes in Government spending
have different effects from changes in taxes, and the nature of any
spending or tax changes affects the final result.

In the present circumstances, the importance of these general
considerations can be seen quite easily.

Suppose this administration in 1981 had embarked on a program
involving a major expansion of a wide range of spending programs
instead of pursuing a program of tax reductions and expenditure
restraint. Suppose also that the budget deficits in this alternative
fiscal policy had turned out to be about the same as the budget
deficits actually realized so far. Would the economy’s performance
been the same as that actually realized?

A negative answer is unambiguously the correct one. The invest-
ment boom we are now enjoying would not have occurred. The size
and importance of this investment boom are insufficiently appreci-
ated by many analysts. Since the recession trough, real business
fixed investment has increased by an unusually large magnitude, a’
magnitude more than double the typical contribution of business
fixed investment to real GNP growth over the first six quarters of
recovery. Indeed, in the second quarter of this year, real business
fixed investment as a share of real GNP was higher than for any
?Ither quarter for which we have quarterly data since World War

Table I, attached at the end of my statement, provides some addi-
tional detail on the composition of output during this expansion.
The first line of the table shows the growth of real GNP at a per-
cent annual rate from 1982 fourth quarter fo 1984 second quarter.
In this expansion real GNP has grown at a 7.2-percent annual rate
compared to a 5.9-percent annual rate over a comparable peried for
a typical expansion. The importance of business fixed investment
to the present expansion shows up in line 3 of the table. This com-
ponent has contributed 1.8 percentage points to real GNP growth
this time compared to 0.7 percentage point in a typical expansion.

Rates of return and investment opportunities in the United
States have improved dramatically over the last 4 years, and the
result is not only the investment boom at home but also an inflow
of capital from abroad and a strong dollar. Neither would have oc-
curred without confidence in the future of the U.S. economy.

So far 1 have said nothing about monetary policy, which is the
focus of these hearings. Monetary policy has made an important
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contribution to the results we are observing. Without moneta
straint from 1979 to mid-1982 the rate of inflation would not have
declined significantly. The Federal Reserve and the administration
have both emphasized that a disciplined monetary policy is essen-
tial to achieving the goal of full price stability, a goal all of us
share.

Now let me examine the outloock over the next few years and
longer. When all the evidence is in we may find that money growth
from mid-1982 to mid-1983 was too high. The future course of the
economy will depend partly on how the economic processes already
underway work themselves out, but future monetary and fiscal
policies will be more important. As for fiscal policy, no one disputes
the necessity of bringing the budget deficit down over time; howev-
er the outloock depends very importantly on how the deficit is re-
duced. The emphasis in deficit reduction should be on controlling
Federal spending. Tax increases rolling back the incentives for the
private economy to invest and grow would not be constructive.

The present investment boom is highly relevant to assessing the
feeling—I emphasize that it’s a feeling—of numerous analysts that
this buginess cycle expansmn is too good to last. Some analysts be-
lieve that our economy’s good news is really bad news,

Before digging into this good news is bad news feeling, let me say
that I know that the time will come when some or many of the in-
coming economic statistics may appear less favorable. A few bad
numbers will trigger stories that the bad news is arriving, but I
want to emphasize the need for a sense of historical perspective
and for attention to the economic fundamentals that lie behind the
monthly outpouring of economic statistics.

The investment boom and its determinants are one of the funda-
mentals that must be emphasized when analyzing the good news is
bad news argument.

RAPIDLY RISING TO CAPACITY

Part of that argument is that we are rapidly pressing up to ca-
pacity in certain industries and that these industries will soon
become bottlenecks setting off a new round of inflation. Certain in-
dustries will, indeed, become bottlenecks unless they add additional
capacity to produce the goods rigsing in demand.

Table 2 at the end of my statement suggests that investment is,
in fact, being put in place in industries operating at relatively high
capacity utilization rates. For example, for durable manufacturing
as a whole, firms presently plan a 18.6-percent increase in invest-
ment expenditures in 1984 compared to 1983. But within the dura-
ble manufacturing category, the electrical machinery industry has
planned 1984 investment that is 23%2 percent greater than in 1983,
reflecting the fact that the industry is now operating at a capacity
utilization rate above its 1978-80 peak. Conversely, the steel, stone,
clay, and glass industries expect 1984 investment spending to be
about 9% percent above the previous year, reflecting the fact that
in these industries the present level of capacity utilization is well
below prior peaks.

In addition to the protection from bottlenecks afforded by the in-
vestment boom, the U.S. economy at present can call on idle capac-
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ity abroad. The economic recovery in Europe has been less vigorous
than ours. Substantial excess capacity exists in many industries.
One reason that maintaining open markets internationally is im-
portant to all of us is that international trade provides a mecha-
nism for relieving bottleneck and inflation pressures, should they
arise. And the efficiencies can be enormous. It obviously makes no
sense to build capacity in the United States behind artificial trade
barriers when there is idle capacity abroad, just as it would make
no sense to build more capacity in a particular industry located in
California because some artificial trade barrier prevented idle ca-
pacity in New York from being put back to work.

This argument, of course, is completely symmetrical. As can be
seen from line 5(a) in table 1, U.S. exports have been riging since
the recession trough. This fact is a surprise to many who have as-
sumed that the strong dollar is pricing U.S. goods out of foreign
markets. As the recovery abroad picks up momentum, U.S. exports
should grow even more rapidly, promoting additional employment
in the United States and continued growth in U.S. labor productivi-
ty.
As with my earlier discussion, this analysis may seem to ignore
monetary policy. Let me now emphasize that our excellent invest-
ment climate depends as much on monetary policy as on fiscal
policy. The spur to investment from the Economic Recovery Tax
Act of 1981 [ERTA), depends importantly on low inflation. The real
value of depreciation allowances in the tax law depends on the rate
of inflation which, in turn, depends primarily on monetary policy.
It is no accident that in the late 1970°s investment tended to flow
in directions othér than to business fizxed investment. With higher
inflation, the use of original cost depreciation in the tax laws made
buginess investment less profitable than it had been in the 1960’s.
In the late 1970’s, our investment increasingly went abroad, into
land and housing, into precious metals, collectibles, and so forth.
The combination of lower inflation and ERTA has restored the in-
centive for business investment.

LOWER INFLATION INSPIRES CONFIDENCE

As important as is the measurable effect of lower inflation, a
much less tangible effect, rising confidence, is also at work. Infla-
tion engenders a climate of uncertainty, fears of abrupt changes in
monetary and fiscal policy and of wage, price, and credit controls.
Monetary policy, and expectations about future monetary policy,
play the key role here. Today's investment boom is a vote of confi-
dence that inflation will remain low in the immediate future.

Table 3 provides survey evidence on inflation expectations in the
United States. The top part of the table reports near-term inflation
expectations in the fourth quarter of each year from 1968 through
1977. The bottom part of the table reports both near-term and
longer term expectations for most quarters since 1978, picking up
dat% on 10-year inflation expectations from a survey started in
1978,

Since 1980, the onequarter and l-year inflation expectations
have declined dramatically, more or less in line with the decline in
the actual inflation rate, but the average annual rate of inflation
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expected over 10 years has not declined nearly as much. Despite
the dramatic decline in actual inflation over the last few years, the
deep 1981-82 recession, and the vigorous recovery accompanied by
further declines in inflation, the 10-year inflation expectation only
fell from about 8% percent to about 6% percent. That means that
as of today the price level is expected to almost double over the
next decade.

Why should investors fear an average inflation rate of this mag-
nitude? A little history is needed for perspective here. The rising
inflation from 1965-80 was interrupted by several unsuccessful con-
trol efforts. Comprehensive wage and price controls introduced in
1971 failed. Tighter monetary and fiscal policies and the 1973-75
recession had no lasting effect. After these episodes and others,
why should investors believe that the inflation battle is now won,
just because the present rate of inflation is fow?

Previous efforts to control inflation failed principally because
monetary policy discipline was relaxed. The problem was not that
monetary policy failed to work as advertised, but that it worked all
too well. Inflationary expansions of money growth did, in fact,
cause inflation.

It would be foolish of me to say that it could never happen again.
With the wrong policies, of course it could happen again. Given the
false starts over the 1965-80 period it is not surprising that the
market is skeptical; however, no one should underestimate the de-
termination of the administration and the Federal Reserve to
pursue noninflationary policies.

What precisely is a noninflationary monetary policy? In my view,
the policy announced by the Federal Reserve in its midyear report
is appropriate. I am pleased to see the renewed emphasis on M1 as
a monetary policy target. ] am pleased to see the M1 target range
for next year have an upper limit of 7 percent growth, reduced
from this year’'s 8 percent upper limit. And I am pleased to see a
more narrow range for M1 growth for next year, a 3-percentage-
point range from 4 to 7 percent growth. I hope that in future years
the Federal Reserve will go even further in the same direction in
each of these policy dimensions.

A monetary policy emphasizing maintenance of steady money
growth within gradually declining money growth targets and a
fiscal policy emphasizing incentives for saving, investment, and
growth will work. As these policies are continued, a time will even-
tually come when market participants will realize that inflation
will not average 6 percent over the next decade. When that hap-
pens, market interest rates will fall, perhaps dramatically.

Now a brief concluding comment. 1 have sought to emphasize
that the vigorous expansion now in progress should not be greeted
with a good news is bad news reaction. Although intuition should
not be ignored, a vague feeling that there’s trouble ahead is not a
good reason to change monetary and fiscal policy. There should be
no attempt to fine tune policy in response to wiggles in monthly
and quarterly data. Concentration on policy fundamentals is what
is needed: A progrowth fiscal policy with a declining budget deficit
and a disciplined monetary policy characterized by gradually de-
clining money growth.
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If we, in Government do our job, private economy will take care
of itgelf very nicely, indeed.

Thank you.

[The complete statement follows:]
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STATEMENT
OF
WILLIAM POOLE

MEMOER
COUNCIL OF ECONCMIC ADVISERS

I am very pleased t¢ have this opportunity to testify

before this Committee on the Midyear Review of Monetary Policy,.

My statement is divided into two major sections, the first
on the economic expansion to date, and the second on the
economic outlook, My primary purbose is to examine the
economic setting within which present monetary policy decisions
must be made rather than to examine the details of monetary
policy itself, The policy details are extremely important, but
many will fall into place rather naturally if the underlying

policy setting is properly conceived.

TdE ECONCMIC EXPANSION TO DATE

The principal facts of the vigorous recovery following the
recession trough in the fourth quarter of 1982 are well known.
In short, we have enjoyed rapid output growth, declining
unemployment, and declining inflation. The controversial topic
is not what has happened but why it happened. The explanation
most often offered is that the ecconomic expansion has been
driven by "massive" Federal deficits. But others have
expressed the wview that the deficit will abort the recovery.

In my opinion, Federal fiscal policy has played a very
important role, but the deficit per se has not been especially

important in elther driving or restraining this expansion.

Before turning to monetary policy I'll begin with sonme
comments oh fiscal policy. A key starting point to the

analysis cf fiscal policy is that while the budget deficit is
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important for many purposes it is an inadequate summary measure
of the impact of fiscal policy on the economy. The

source of the deficit and of changes in it can make an enormous
difference. <Changes in government spending have different
effects from changes in taxes, and the nature of any spending

or tax change affects the final result.

In the present circumstances the importance of these
general considerations can be seen guite easily. Suppose this
Administration in 1981 had embarked on a program involving a
major expansion of a wide range of spending programs instead of
pursuing a program of tax reductions and expenditure
restraint, Suppcse also that the budget deficit from this
alternative fiscal policy had turned out to be about the same
as the budget deficit actually realized so far. Would the
economy's performance have been the same as that actually

realized?

A negative answer is unambiguously the correct one. The
investment boom we are now enjoying would not have occurred,
The size and importance of this investment boom are
insufficiently appreciated by many analysts. Since the
recession trough in 1982:IV real business fixed investment has
increased by an unusually large magnitude--a magnitude
more than double the typical contribution of business fixed
investment to real GNP growth over the first six guarters of

recovery. Indeed, in the second guarter of this year real
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business fixed investment as a share of real GNP was higher
than for any other gquarter for which we have quarterly data

since World War 11.

Table 1 provides some additicnal detail on the composition
of output during this expansien. The first line of the table
shows the growth of real GNP at a percent annual rate from
1982:IV to 1984:1I. In this expansion real GNP has grown at a
7.2 percent annual rate compared to a 5.9 percent annual rate
over & comparable period for a typical ewxpansion, Siz major
components of real GNP are reported in the takle; the entries
on lines numbered (1) through (6) add up to total real GNP
growth, Selected subcompenents are also reperted, The
importance of business fixed investment to the present
expansion shows up in line {3) of the table; this component has
contributed 1.8 pércentadge poinks to real GHP growth this time

compared to 0.7 percentage points in a typical expansionh.

Another striking feature of this expansion is the net
export balance, Many analysts have interpreted the decline in
net exports as a troublesome aspect of this recovery. While it
is certainly true that the rapld growth of imports has produced
some dislocaticns in import-competing industries, the rising
capital flow to the United States--the ccunterpart to the
declining net export balance--is a ¢lear sign that investors
have tremendous confidence in the U.S. economy. The strong

dollar is another sign of this confidence.
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In short, rates of return and investment opportunities in
the United States have improved dramatically over the last four
years, and the results include an investment boom at home, an
inflow of capital from abroad, and a strong dollar. None of
these would have occurred without confidence in the future of

the U. S, economy.

So far I have sald nothing about monetary policy, which is
the focus of these hearings. Monetary policy has made an
important contribution to the results we are observing.

Without monetary restraint from late 1979 to mid 1282 the rate
of inflation would not have declined significantly. The
Federal Reserve and the Administration have both emphasized
that a disciplined monetary policy is essential to achieving

the goal of full price stability--a goal all of us share.

1 would be remiss, however, if I did not point out that
the high rate of money growth from the summer of 1982 to the
summey of 1983 was important in propelling the economy forward
over the last six gquarters, But policy-makers in the Federal
Reserve and the Agministration recognized that M1 money growth
from mid 1982 tc mid 1983 was unsustainably high. In response,
money growth was reduced in the second half of 1983 and #1 has
remained within its 4 to 8 percent target range in 1984,

Also, M1 growth has been reasonably steady. These are

constructive developments.
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THE ECONOMIC OUTLOGK

When all the evidence is in we may well find that money
growth from mid 1982 to mid 1933 was too high; the future
course of the economy will depend partly on how the economic
processes already underway work themselves out. But future
monetary and fiscal policies will be more important than the
lagged effects of past policy actions, As for fiscal policy,
no one disputes the necessity of bringing the budget deficit
down over time, However, the outlook depends very importantly
on how the deficit is reduced. The emphasis in deficit
reduction should be on controlling Federal spending; tax
in¢creases rolling back the incentives for the private economy

to invest and grow would not be constructive.

Private investment spending is important not primarily as
a direct stimulus to job creation--jobs can also be created in
industries producing consumption geods--but rather as a
necessary ingredient to the ecconomic growth process. In the
long run the economy cannot grow without more productive
capacity. Moreover, the application of new technology from the
lab requires that new kinds of capital goods actually be built
and placed in service. The end result is growing ocutput,
growing labor skills and productivity, and a higher standard of

living.

The present investment boom is highly relevant to
assessing the feeling--and it is a "feeling”~-of numerocus
analysts that this business cycle expansion is too good to
last, Some analysts believe that our economy's good news is

really bad news,
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Before digging into this "good news is bad news" feeling
let me say that I know that the time will come when some Or
many of the incoming eccnomic statistics may appear less
favorable, A few bad numbers will trigger stories that the bad
news is arriving. But I want to emphasize the need for a sense
of historical perspective and for attention to the economic
fundamentals that lie behind the monthly outpouring of economic

statistics.

The investment boom and its determinents are one of the
fundamentals that most be emphasized when analyzing the "good
news is bad news"™ argument. Part of that argument is that we
are rapidly pressing up to capacity in certain industries, and
that these industries will scon become bottlenecks setting off

a new round of inflation,

Certain industries will indeed become hottlenecks unless
they add additional capacity to produce the goods rising in
demand., Table 2 suggests that investment is in fact being put
in place in industries operating at relatively high capacity
utilization rates., For example, for durable manufacturing as a
whole firms presently plan an 18.6 percent increase in
investment expenditures in 1984 compared tc 1983. But within
the durable manufacturing category the electrical machinery
industry has planned 1984 investment that is 23.5 percent
greater than in 1983 reflecting the fact that the industry is
now aperating at a capacity utilization rate above its 1978-8C

peak, Conversely, the steel and the stone, c¢lay, and glass
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industries expect 1984 investment spending to be 9.6 percent
and 9.5 percent, respectively, above 1983 levels, reflecting
the fact that in these industries the present level of capacity

utilization is well below priocr peaks.

A careful study of this table reveals some apparent
anomolies, Some of these may be explained, in part, by other
considerations., Flanned 1984 investment in the motcr vehicles
industry is up sharply over 1983 even though present capacity
utilization does not appear especially high. However,
production facilities for large cars are presently working at
capacity. Locking farther down the table, utilities investment
appears weak even though capacity utilization at present, at
85.8 percent, is only slightly below the 1973-80 peak of 86.8
percent. This apparent anomely is explained by the fact that
there has been excess capacity in this industry ever since the
first oil shock raised enerygy prices and reduced energy
consumption. The present utilities industry capacity

utilization rate is far below the 94.9 percent peak in 1973,

In addition to the protection from bottlenecks afforded by
the investment boom, the U. S, economy at present can call on
idle capacity abrecad. The economic recovery in Europe has been
less wvigorous than curs; substantial excess capacity exists in
many industries. One reason that maintaining open markets
internationally is important to all of us is that international

trade provides a mechanism for relieving bottleneck and
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inflation pressures should they arise. And the efficiencies
can be enormous. It cobviously makes no sense to build capacity
in the United States behind artificial trade barriers when
there is idle capacity abroad just as it would make no sense to
build more capacity in a particular industry located California
because some artificial trade barrier prevented idle capacity

in New York from being put back to work,

This argument is, of course, completely symmetrical, As
can be seen from line (5a) in Table 1, U.8. exports have been
rising since the recession trough in 1982:1Iv, This fact is a
surprise to many who have assumed that the strong dollar is
pricing U.S. goods out of foreign markets, As recovery abroad
picks up momentum, U,S, exports should grow even more rapidly,
promoting additional employment in the United States and

continued growth in U,S. labor productivity.

As with my earlier discussion this analysis may seem to
ignore monetary policy. Let me now emphasize that cur
excellent investment climate depends as much on monetary policy
as on fiscal policy. The spur to investment from the Economic
Recovery Tax Act of 1981 (ERTA) depends importantly on low
inflation., The real value of depreciation allowances in the
tax law depends on the rate of inflation which, in turn,
depends primarily on monetary policy. It is no accident that
in the late 1970s investment tended to flow in directions other
than to business fixed investment. With higher inflation the

use of original cost depreciation in the tax law made business
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investment less prcfitable than it had been in the 1%68s. In
the late 1970s, our investment increasingly went abroad, into
land and housing, into precious metals, collectables, etc. The
combination of lower inflation and ERTA has restored the

incentive for business investment.

As important as is the measurable effect of lower
inflation, a much less tangible effect--rising
confidence~-is also at work. Inflation engenders a climate of
uncertainty--fears of abrupt changes in monetary and fiscal
pelicy and of wage, price, and credit controls. Monetarty
policy, and expectations about future monetary policy, play the
key role here. Today's investment boom is a vote of confidence

that inflatjon will remain low in the immediate future.

I have emphasized the importance of inflaticn control in
maintaining an environment conducive to stable real growth,
That is, general price stability is not only desirable in its
own right but also because it is so important to growth in real
output and employment. Urnfortunately, the evidence suggests
that the market does not believe that the inflation battle has

been won permanently.

Table 3 provides survey evidence on inflaticn expectations
in the United States. The top part of the table reports
near-term inflation expectations in the fourth quarter of each

year from 1968 through 1977. The bottom part of the table
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reports both near-term and longer-term expectations for nost
gquarters since 1978, picking up data on ten-year inflation

expectations from a survey started in 1978.

As a digression, I might peint out that survey evidence is
generally less reliable than evidence derived from actual
market trading. #arket evidence on inflation expectations is
avallable in the United Kingdom from the trading of
inflation-indexed government bonds. HNo such market evidence is
available in the U. S. and so we nust rely instead on survey

evidence,

Since 1980 the one-quarter and one-year inflation
expectations have declined dramatically, more or less in line
with the decline in the actual inflation rate. But the average
annual rate of inflation expected over ten years has not
declined nearly as much. (Unfortunately, this survey of
ten=-year inflation expectations cnly started in 1978 and so it
is not possible to compare the recent decline with the decline
in ten-year expectations that must have cccurred in the mid
1970s,) Despite the dramatic édecline in actual inflation over
the last few years, the deep 1981-82 recession, and the
vigorous recovery accompanied by further declines in inflation,
the ten-year inflation expectation only fell from about 8.5
percent to about 6.5 percent., That means that as of today the
price level is expected to almost double over the next decade.

wWhy should investors fear an average inflation rate of this

magnitude?
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A little history is needed for perspective here. The
rising inflation from 1965 to 1980 was interrupted by several
unsuccessful control efforts. Comprehensive wage and price
controls, introduced in 1971, failed. Tighter monetary and
fiscal policies and the 1973-75 recession had no lasting
effect. After these episodes, and others, why should investors
believe that the inflation battle is now won, just because the

present rate of inflation is low?

Previous efforts to contrel inflation failed principally
because menetary policy discipline was relaxed. The problem
was not that monetary pelicy failed to work as advertised, but
that it worked all roo well. Inflaticnary expansions of money

growth did in fact cause inflation.

It would be foolish of me to say that it could never
happen again. With the wrong policies of course it could
happen again., Given the false starts over the 1965-80 perioed
it is not surprising that the market is skeptical. However, no
one should underestimate the determination cf the
Administration and Federal Reserve to pursue noninflationary

policies.

What precisely is a "non-~inflationary monetary policy"?
In my view the policy announced by the Federal Reserve in its
Midyear Report is appropriate. I am pleased to see the renewed
emphasis on M1 as a monetary policy target. T am pleased to

see the M1 target range for next year have an upper limit of
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7 percent growth, reduced from this year's 8 percent upper
limit. And I am pleased to See a more narrow range for ML
growth for next year--a three percentage point range of 4 tc 7
percent growth., I hope that in future years the Federal
Reserve will go even further in the same direction in each of

these policy dimensicns.

A monetary policy emphasizing maintenance of steady money
growth within gradually declining money growth targets and a
fiscal policy emphasizing incentives for saving, investment,
and growth will work. As these policies are continued a time
will eventually come when market participants will realize that
inflation will not average 6 percent aver the next decade.

When that happens market interest rates will fall, perhaps

dramatically.

Concluding Comment

I have sought to emphasize that the vigorous ecoOnomic
expansion now in progress should not be greeted with a "good
news is bad news™ reaction. Although intuition should not be
ignored, a "feeling" that there is trouble ahead is not a good
reason to change monetary and fiscal policy. There should be
ne attempt to fine~tune policy in response to wiggles in
monthly and quarterly data. Concentration on policy
fundamentals is what is needed: a pro-growth fiscal pelicy with
a declining budget deficit and a disciplined monetary policy
characterized by gradually declining money growth. If we in
government do cur job the private econcmy will take care of

itself very nicely indeed.
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Table 1

Sector Contributions to GNP Growth: "Typical® and Current Regovery

First 6 Quarters
4_—‘._—‘1‘—'——_——
Typicall Current?

Real GNP (percent annual rate) 5.9 7.2

Contributions, in percentage points:

(1} Personal Consumption Expend. 3.3 3.8
(la) Durables 1.0 1.4
(2) Residential Structures .7 .9
(3} Nonresidential Fixed Investment .7 1.8
{3a) Nonresidential Structures W1 .3
{3b) Producers' Durable Eguip. W5 1.6
{4) Change in Business Inventories 1.2 2.0
(3) Net Exports -.2 -1.5%
(5a) Exports .3 .5
(5b) Imports(3) .5 2.0
{6) Government .3 .1
{6a) Federal -1 ~0.0
{6b} Federal Excl. CCC Purchases -.2 .4
(6c} State and Local .4 W1

Final Sales {(percent annual rate} 4.7 5.1

Final Sales adjusted for CCC

Purchases(4) {percent annual rate) 4.6 5.5

{1} Average of recoveries from 1954IT, 1958I1, 19611, 19701V and
13751 recession troughs.

(2} Calculated frem 19821V recession trough.

{3) HNegative contribution to GNP.

{4) CCC purchases removed because they are inversely related to the
change in business inventories with dollar for dollar offset
for PIK programs.
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Table 2

Capacary Utilization and 184 Investment Flans

Manufacturing

Durable manufacturing

Steel

Nonferrous

Fabricated Metals
Electrical Machinery
Non Elect. Machinery
Motor Vehicles
Aircraft

Stone, Clay and Glass

Nondurable Manufacturing

Foad
Textiles
Paper
Chemicals
Petroleum
Rubber

Mining

Utilities

Electric

1/
Capacity Utilization

June 1984 1978-80 Pegk

81.8 87.5
gl.3 89,4

71.0 (May? 97.5
83.4 {May) 98,2

76.7 90.0
9L.6 0.6
76,7 83.1
§5.7 54.5
74,7 93,9

79.1 (May) 90.4
B2.4 87.2

79.8 (april}) 85.2
85.7 (May) 91.3
95.4 [May) 85,1
72.6 (May) 83.6
Bl,1 93.0
94,8 (May) 91.5

75.9 90.4
85.8 86.8
84, 4 87.0

1984 27
Planned Investment

___ Percent Change

15.5
18.6

3.6
10.5
13.9
23.5
12.8
38.8
10.8

.5

12.7

7.5
24.4
16.0
13.5
10.4
17.5

18.1
7.1

1/ ¥RB Capacity Utilization - Release date July 16, 1984

2/ Commerce (BEA) Capital Spending Survey - Release date June 11,
1984, Nominal investment plans reported by business in April and

May 1954,

*
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Table 3

Short and Long~-Term Inflation Expectations
(Expressed as Annual Rate Gf Change)

Average change over:

Survey

(uarterxr One Quarter? 4 Quarters? 10 Years?Z
1968: 1V 3.3 3.3

1969:1IV 3.1 3.1

1970+ 1V 5.1 3.6

1971:1IV 3.4 3.3

1972: 1V 4.1 3.6

1973: IV 6.0 5.2

1974: 1V 8.9 7.7

1975: TV 5.8 6.0

1976: IV 5.7 5.7

1977:1V 5.4 5.7

1978: 111 6.3 6.6 6.2
1978: IV 7.4 7.0

19793:I1 8.3 7.9 6.8
1979: IV 8.2 8.2

1980: II 3.1 8.8 8.6
1980: IV 1l.¢ 9.6 8.8
1981:1L 9.7 9.1 8.3
1981: 1T 8.6 8.8 7.9
1981:I1I 8.7 7.8 7.6
1981: TV 7.6 7.4 7.7
1982: I 6.2 7.1 7.2
19872+11 6.2 6.3 5.8
1982: I1I 6.1 5.9 8.7
1982:1V 5.5 5.6 6.6
1983:1 4.6 5.0 6.3
1983: 11 4.3 1.8 6.6
1983:111 4.7 4.9 6.6
1983: IV 5.6 5.4 6.6
1984:1 4.6 4.8 6.8
1984:11 5.5 5.4 6.7

1 Quarterly National Bureau of Economic Research/American
Statistical Association Survey of Economic Forecasters.
Inflation measure is the implicit GNP deflator.

2 pecision Makers Poll by A. G. Becker Paribus, Tnc. Final
survey month shown for indicated guarter if more than one

survey was conducted within the quarter. Inflation measure is
the CPIL.
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The CrHaiRMAN. Thank you, Dr. Poole. Last week when Chairman
Volcker was here I discussed some of the mechanics of handling
monetary policy or at least reporting it, as I have done many
times. I spoke to him about two things.

First of all, the weekly release of M1 figures and how everyone

that they were inaccurate yet people based decisions on
them and shouldn’t we do away with the weekly reporting and at
least go to monthly. Second, on the delay of 45 to 60 days in releas-
ing of the Federal Open Market Committee’s [FOMC] summaries of
their actions, he indicated that there would be too much uncertain-
ty if the summaries were released. I fail to understand that.

All the guessing that goes on during that period of time. It seems
to me that there is a great more uncertainty with people trying to
anticipate what the Fed is doing rather than being told what they
are doing.

What's your feeling about the situation? The weekly reporting,
and then the other side of the coin, that we, at least what I feel,
are inordinate delays and what the FOMC is doing?

Mr. PooLE. Let me preface my remarks by saying that my com-
ments are, of course, personal comments. This is an issue for the
Federal Reserve and Congress. So, my comments are more those of
an academic from Brown University than they are a member of
the administration.

WEEEKLY MONEY SUPPLY DATA

First, a comment on weekly money supply data. I do not believe
that the data should be eliminated as long as the data are collected
and calculated by the Federal Reserve and as long as the Federal
Reserve pays some attention to the numbers. Then if is inevitable
that the market would be interested in what those numbers are.

If the data are calculated and used internally but not released,
there would be two kinds of problems. One would be leaks and a
second would be speculation on exactly what the numbers are.
Even putting the leaks aside, there will be many who will try to
calculate from available data what the weekly numbers are. It
would be much better for the Federal Reserve, if it is calculating
them internally, to release them as they do now so that the market
is not making guesses about what the Fed’s numbers are.

Second, in terms of reporting FOMC decisions, in my view the es-
gsential distinction here is between, on the one hand the FOMC de-
cisions and the reporting of the decisions and, on the other hand
the reporting of the FOMC debate and internal discussions. I think
there is good reason to report decisions promptly. And I mean by
that as quickly as practical after the decisions are reached.

I think there is good reason to delay reporting on internal de-
bates. In fact, the old memorandum of discussion—the detailed
FOMC minutes that were maintained for many, many years and
were released with about a 5-year delay—provides a very accurate
record of FOMC deliberations that has been extremely important
to scholars in their understanding the process. But these discus-
sions may involve a lot of, “what if this happens, what if that hap-
pens,” and so forth. It's sort of trying out ideas. It's a natural thing
for people to do.
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If all of that is going to be on the public record immediately,
then, of course, you hold those very important discussions in pri-
vate rather than in the public meeting. So, I believe that the de-
bates should be reported but with lag. 1 believe that the actual de-
cisions that are reached should be announced quickly.

The CHAIRMAN, | would agree with that. I certainly didn’t mean
to indicate that I thought a detailed reporting of their discus-
sions—I just thought a summary of their decision should be re-
leaged much earlier than the 45-60 day lag.

The Federal Reserve publishing target growth range is for three
aggregates and monitoring the range of growth in a fourth aggre-
gate. How do we in Congress evaluate the Fed’s performance?
There's been a great deal of discussion. Sorne of their targets some-
times are within, sometimes they're out. In other words, it's a
mixed bag.

There are four aggregates, How should we try and evaluate what
the Fed is doing?

Mr. PooLE. Here, again, let me give you an answer that is an
academic’s answer from someone who has followed monetary policy
for many years.

FEDERAIL RESERVE SHOULD HAVE SINGLE TARGET

In my view it would be desirable for the Federal Reserve to have
one monetary target, not multiple targets. There is nothing that
would prevent the Federal Reserve, given one target—and, of
course, I would prefer M1—there is nothing that would prevent the
Federal Reserve from saying that because of other developments,
including the other M's, credit, anything else they want to look at,
that there is reason for departure from the announced target.

That is, all the arguments that the Federal Reserve now uses for
having multiple targets could be used with a single target. But
with a single target the accountability issue would be much more
clear and the Fed's direction of policy would be much more clear.

So, I would favor a single target but with the understanding, of
course, that other considerations might be brought in to explain
why M1 growth is on the upper side or lower side of the target
range, or even under special circamstances departs from the target
range.

The CHAIRMAN. Mr. Savin, who will festify later this morning,
said in his testimony neither the 1982 nor this year’s deficit reduc-
tion package had any kind of the desired impact as anticipated on
the bond market. Would you agree with him?

Mr. PooLE. The debates here have to do with, of course, first the
size of the interest rate impact of the deficit and, second, the ef-
fectsedon the deficits of those legislative actions which you men-
tioned.

Let's talk about the most recent example, the Deficit Reduction
Act. I think that the main thing that has happened this year—the
main surprise or unanticipated event—is that the economy has
been much stronger in the first half of this year than people had
estimated or forecast at the beginning of the year.

Fiscal policy has come out more or less as had been anticipated
at the end of last year. Earlier this year I think most betting was
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that there would be a Deficit Reduction Act of relatively modest
magnitude compared to the size of the déficit, but a real contribu-
tion—a downpayment, a step forward. All that was already dis-
counted or included in interest rates at the beginning of the year
and so there was no reason to anticipate that the actual passage of
the act would have a large effect on interest rates.

The big surprise was the very strong economy with very strong
credit demands. I think that's most of the reason why interest
rates are rising this year.

The CHalrMAN. Senator Exon has introduced a concurrent reso-
lution on monetary policy. The Senate may consider it today or
later this week. It's very brief. I'll just read it to you.

The President in cooperation with the Board of Governors of the Federal Reserve
System, ahould exercise appropriate authority to ensure that an adequate flow of
credit be available to American farmers at a reasonable rate. American farmers
should be treated no less favorably than foreign borrowers with parallel levels of
risk and through the present cooperation of the Board of Governors, the Federal Re-

serve System should teke noninflationary actions necessary to reduce interest rates
which are currently at levels abnormally above the real cost of money.

Well, this is not unusual. We get several resclutions a year on
the floor of the Senate concerning the Fed and or the President or
both, which I think are usually political statements.

First of all, I don’t know how the President does either one of
those because I think there is a glaring omission which the Con-
gress usually leaves out of these resolutions and that’s Congress. I
don’t know any other body under the Constitution given the au-
thority to appropriate money other than Congress. No President of
the United States ever spent a dime not appropriated by Congress.
Not this President or any other.

So, when I hear about the President’s deficit I think we're ignor-
ing the Constitution which specifies where appropriation bills start.
But [ suppose we'll pass this overwhelmingly. There may be one or
two or three of us who will vote against a political statement
during an election year, but would you agree there is rather a glar-
ing omission of the Congress of the United States, the only body to
appropriate money, has been left out of this resolution.

It usually is and it apparently has nothing to do with inflation-
ary pressure, or spending, or anything else.

Mr. PooLE. Senator Garn, I don’t often disagree with you.

The CHAIRMAN. Thank you. Senator Heinz.

Senator Heinz. Senator Garn, thank you.

Chairman Poole, I'm going to be rather brief in my questions and
I hope you can oblige in your answers because I have a markup at
10 o’clock on the Senate Finance Committee.

In your testimony you cited with some encouraging words that
there seemed to be increases in nonresidential fixed investment
where businesses were investing, and if you want to put my line of
inquiry down as looking for bad news along with good, you're right.

HEALTH OF NET FIXED INVESTMENT

It it your view nothwithstanding the sunny statistics in your
report that net fixed investment is healthy in the United States at
this stage of the recovery? The net fixed investment?
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I}f{r. PooLE. It's clear that gross fixed investment is doing very
well.

Senator Heinz. I understand that.

Mr. PooLE. And that’s what’s in my tables. Net investment sub-
tracts from gross investment an estimate of the depreciation allow-
ances on the capital stock. Obviously, if we ¢can maintain the strong
gross investment then the capital stock will rise and the economy
will continue to grow sc that all of that will show in net invest-
ment in a relatively short space of time.

The problem with looking at net investment in the short run is
that there is a cyclical adjustment that is required. That is, we
have some idle capital at present because we’re not back to full ca-
pacity utilization, just as we're not back to full employment in the
labor market. So, we have idle capital that is still being depreciat-
ed but is not now producing.

So, when we put that idle capacity back to work and the idle
labor back to work and we continue to have strong gross investi-
ment as a percent of a higher total output, then net investment
will behave very well.

Senator Hernz. I didn't get the answer to my question. I heard a
lot of discussion and a lot of hypothetical. If, if, if. But, now, would
you please respond to my question?

Mr. PooLE. ] believe that the environment is very, very good
right now. Obviously, we can make policy mistakes that will cut
short this expansion.

Senator Heinz. T guess, let me restate the question specifically as
I asked it.

Is net fixed investment healthy right now? And all you're telling
me that the climate is nice out there and that’s not an answer to
my question.

Mr. PooLE. If you look at the net investment number, let's say
for last year, it is lower than the twar average for net invest-
ment. But I believe that it is insufficient to look at that number
alone in a situation such as last year. We don’t have these numbers
except on an annual basis. To look at that number for a period like
last year when the economy was operating at a level well below
that justified by the size of the capital stock can be misleadin%.)e

Senator HEINZ. You're saying that operating rates should be in-
fluenced by the amount of capital available for investment? .

Mr. PooLe. No; I am saying that to judge whether we are making
progress on this dimension of capital formation, the net investment
number—which measures the accumulation of capital, as you cor-
rec%ly point out—needs to be adjusted for the stage of the business
cycle.

Net investment is always low in the recession and early recovery
period. That’s no different now. And net investment is always high
in boom times.

Senator HEINZ. Are we having a boom time right now?

Mr. PooLE. I think the economy is doing very, very well.

Senator Heinz. Most people would say we're having a boom time.
Is it not a fact that the ratio of net investment by business to U.S.
national product right now is low, relative to any other similar
?tage of any other recovery we've every had? As a matter of

act——
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Mr. PooLE. In 1983.

Senator HEinz. How about through the first quarter of 1984?

Mr. PooLe. We don’t really have many detailed numbers by in-
dustry for the first quarter.

Senator HEinz. From what you know about the first quarter or
two?

Mr. Poore. We know real gross'investment as a share of real
GNP is at a postwar high in the second quarter and that invest-
ment has been rising very rapidly.

Senator HEinz. Let’s hope it does. But let me just ask you. You
attempted to answer the question the first time by stipulating that
there were certain areas where operating rates were not as high as
they might have been. And you imply that had operating rates
been higher that net investment would have been higher and
would have been very healthy.

Now, what about net investment in those durable manufacturing
industries you talk about on table 2 which have experienced pretty
healthy operating rates such as electrical rnachiner‘;r. How are we
doing in that investment in the electrical machinery?

Mr. PooLE. Senator, I don’t have net investment details in front
of me. All I have are the gross numbers.

Senator Heinz. Let me try a hypothetical question for you. If it
were true that net investment were lacking, and that the reason it
were lagging is that people were investing in relatively short-lag,
quick fixes with relatively quick paybacks and being rather adverse
to putting any money into any long-term investments in truly new
plant that would get genuine modernization, you have, for all at-
tempts and purposes, to either totally rehabilitate a plant or start
all over again.

You cannot put in computer controls or all the other kinds of
modernization techniques you need without really almost starting
from scratch. If in fact we knew that that was a trend, would you
worry about it?

Mr. PooLi. Of course. But I think that is not the trend.

Senator Hemnz. I understand. I'm not trying to put words into
your mouth. Would that trend suggest to you that we might risk
what some people would probably call deindustrialization. If that
trend which, for the record, I know you do not believe exists were
in fact to exist?

Mr. PooLk. I guess I'm not a fan of that phrase.

Senator Heinz. Well, you understand it's common language
meaning, nonetheless. It means that we would have less basic in-
dustry rather than more. Would you agree with that?

Mr. Poork. If that's what it is defined to mean, of course.

Senator Heinz. I would define that as deindustrialization, even
though I understand that you are adverse to the use of the term.
What do we need to do to make sure that that trend which I worry
about and fear exists and which you hope doesn’t exist, doesn’t
either to the extent that it is defeated and to the extent that it's
here to continue. What do we need to do?

Mr. Poore. 1 think the essential thing we need to do is to contin-
ue with a fiscal policy and a monetary policy as I emphasized in
my statement, that maintains the incentive to invest which is tied
up with inflation as well, as I emphasized. I would hate to see defi-
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cit reduction take the form of tax increases that destroy the incen-
tive to invest.

I think that it is particularly for those long lead-time large
projects where utilization might see the biggest impact. In table 1
where we look at the composition of the recovery, you can see in
lines 3a and 3b we've divided the fixed investment into the struc-
tures and durable equipment components. The strength in struc-
tures investment has been coming along.

Senator Heinz. This is a pretty odd table, let me tell you. Sector
contribution to growth in real GNP. I don't quite know what that
ig. It’s an interesting measure and we can figure out what it means
in the real world sometime. I don’t know what it means. Except
that there’s been some improvement in gross investment which
we've already gone over. That's what it means, doesn’t it? It says
very little about net investment.

Mr. PooLE. It's all in gross terms, that’s correct.

Senator Heinz. We know what it means. My time has expired.
But I just want to ask you one question.

TAX INCREASE?

The Democratic Presidential nominee, Mr. Mondale, has said
that he’s going to raise taxes as soon as he becomes President, if he
becomes President.

President Reagan has been accused by him of having a tax sur-
prise. Are you going to fight tooth and nail anybody else in the ad-
ministration who might propose to the President a tax surprise?
Can we count on the Council of Economic Advisers to hang tough
against any tax increase af all next year, is that the position that
you're going to take?

Mr. PooLe. I think that from my statement, it’s pretty clear
what my own views are. These are views that I do express within
the administration.

Senator HEINZ. And that is no tax increases?

Mr. PooLE. It seems to me that it would be a mistake to say that
under no circumstances never, never, never will we ever raise
taxes. It seems to me everyone knows that it might be necessary to
raise taxes.

The President has said very clearly that if the day comes when it
is clear that we cannot meet the national priorities that are re-
quired to be met through Government, when we cannot meet those
by raising revenues through the process of economic growth, and
we cannot bring the budget into balance or near balance by con-
trolling expenditures, then we will have to raise taxes.

Senator Hemnz. Well, as you look at the budget, the President is
clearly not going to go lower than 5 percent real growth in defense.
That’s between interest on the national debt and defense. You're
talking about a very significant proportion of the budget, maybe 45
percent of it.

The appropriated programs have been pretty much cut by the
Appropriations Committee, and when I say cut, I don’t mean their
growth has been restrained, I mean they have been cut. And most
people say they can’t go any lower on that.
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So you're up to about 55 percent of the budget. Which leaves 45
percent of entitlements and all those other kinds of programs.
We've got some pretty sensitive kinds of programs in there. How
much would we have to reduce the rate of growth on those entitle-
ment programs for a tax increase not to be necessary?

Mr. PooLe. That, of course, is going to depend also on how far
the economic expansion goes.

Senator HEinz. Let's be optimistic and say that the forecast of
the Council of Economic Advisers, which is what—3 or 4 percent
real growth over the next several years?

Mr. Poore. The administration forecast is basically for a 4-per-
cent trend.

Senator Heinz. Fine. Let’s say that 4 percent real growth forever
is a reality. How much are we going to have to slow the growth of
those programs? By what percentage?

Mr. PooLE. I suppose over the span of the next 5 years, if you can
take—I don’t have all the arithmetic in my head—but if you can
take—obviously if you can reduce total expenditures by something
in the neighborhood of 5 percent, along with economic growth, you
would be going pretty definitely in the right direction.

Senator Heinz. If you could reduce the rate of growth.

Mr. Poore. By 1990, if you could bring those programs in—all
the programs, now, taken together—in the neighborhood of 5 per-
cent less than they are now estimated.

Senator Hernz. Then they would have been?

Mr. PooLk. That’s right.

Senator Hrinz. When you say those programs, you mean the
entire general budget?

Mr. PooLE. Yes.

Senator Heinz. We all know that most of the budget—when 1 say
most, 1 mean more than 50 percent is pretty much untouchable for
the reasons described, so that means you've got to bring things
about 10 percent less than that part of the budget that previously
wai thought to be untouchable. The entitlement programs, is that
right?

Mr. PooLk. If T may make a comment on this argument about
;.}alrt of the budget being untouchabie, let me tell you a little story
if T may.

I had a visit some time ago from an Ambassador from an Europe-
an country whose government expenditures are up in the neighbor-
hood of 60 percent of the GNP. After we talked about whatever it
was he came to see me about, I said:

Mr. Ambassador, excuse me but let me tell you that from time to time I use your

country as an example of the problems we're going to get into if we do not find a
way of bringing our Government expenditures under control.

He said,

Oh, yes, we're getting things well under control now. If only we could get our
budget down to about 55 percent of GNP by cutting to the bone, we’d be all right.

And I said:

Well, what you call cutting to the bone at 55 percent of GNP would be an extraor-
dinary expansion of Government for us. What 1s called cutting to the bone depends
entirely on what people have become used to and what the political process has ac-
cumulated over a period of many, many years.
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Senator Heinz. Just for the record, what is the total portion of
GNP taken by Government and quasi-Government in this country?

Mr. PooLE. Federal, and State, and local together, in the neigh-
borhood of 35 percent, roughly speaking, of which about 25 percent
is Federal.

Senator HEinz. Thank you. Thank you, Mr. Chairman.

Mr. GARN. Senator Humphrey.

DEFLATION—POSSIBLE CONCERN

Senator HumpHREY. Thank you, Mr. Chairman. I popped in be-
cause | was hoping I would hear something new in the area of
monetary policy. Perhaps I missed some of it but in any case, Mr.
Poole, are you at all concerned, or do you share the concern that
some have that we are entering a period of deflation?

Mr. PooLE. No. I think that that’s quite unlikely.

Senator HuMPHREY. But isn’t it so that prices of commodities
have been retreating broadly. Is that not something new and signif-
icant?

Mr. PooLk. I think it’s significant but I don’t think it’s something
new. For example, we had falling commodity prices in 1967-68 as
the general rate of inflation climbed. Remember that the inflation
that lasted over this whole perioed after 1965 was really getting
built into the economy in the late 1960’s.

What people fear about deflation is generalized deflation accom-
panied by widespread bankruptcies and unemployment. That’s why
the word “deflation” calls up such a nasty image in people’s minds.
I just don’t see evidence of things moving in that direction.

Senator HUMPHREY. Apart from the personalities involved, what
do you think of the means by which we in this country regulate the
money supply. How would you evaluate it. Is it a good system, is it
working well. What are your thoughts on that subject?

Mr. PooLk. There is ample room for technical improvements to
the Federal Reserve’'s mechanism of controlling money growth. It's
a subject on which I have written over many years. It's a technical
subject with a wide variety of nitty-gritty features to it.

One problem that the Federal Reserve took care of recently was
the transition from lagged reserve accounting to contemporaneous
reserve accounting. There are other technical issues of about the
same degree of excitement. And I think I should not get started on
that.

Senator HumpPHREY. You say there’s ample room for improve-
ment. Do you mean beyond the unexciting little technical changes
that have been made or are you saying there are some more sweep-
ing improvements that you might make?

Mr. PooLE. The main technical change that's been made so far is
the move to contemporaneous reserve accounting. There's heen
some improvement in the structure of reserve requirements, move-
ment toward equilization of reserve requirements for different
banks. And that’s also helpful.

Senator HumpHrEY. If you were starting up a country from
scratch, what kind of a system would you set up to regulate the
supply of money?
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Mr. PooLE. I would enter a strong plea for—how shall we put
it—having a somewhat constitutional approach concerning the
monetary powers of the central bank—for finding a way to have
more constraints on the activity of the central bank than we have
now in the Federal Reserve Act.

I think it is worth noting that over our entire history until 1971
it was understood that we would maintain the gold standard. The
view was that the Federal Reserve was committed—the Treasury,
the Government—committed to maintaining the price of gold.

I'm not in favor of the gold standard, but that was an extremely
important external constraint on the powers of Government to con-
trol money creation. I believe we need more constraints put back
in, but they have to be well-designed for our modern era.

Senator HuMPHREY. I'm not trying to sharpshoot you here. I'm
just trying to improve my knowledge on this score.

GREATER EXTERNAL CONSTRAINTS NEEDED

You mentioned external constraints. One of the things that both-
ers me about the way the Federal Reserve works today with re-
spect to monetary policy is that essentially you've got a group of
individual human beings making judgments, groping around in the
fog, using highly imperfect indicators and forecastors. It just seems
illogical to me.

I agree with you that there ought to be, to use your words, exter-
nal constraints of some kind to replace what is essentially today a
system wholly based on human judgment. Is that not correct? That
in this important and central function we’re relying wholly upon a
group of human beings to exercise their judgment. Is that not a
fair statement?

Mr. PooLe. But, let me emphasize that we have been moving—
much less rapidly than I would like—but still there has been some
progress in the right direction. Through the present system of mon-
etary targets announced in advance and reviewed in hearings of
this type, the Federal Reserve is now by law required to announce
monetary targets and to provide an explanation to the Congress
when it departs from those targets.

I believe that if that system became more thoroughly established
in our institutional framework—in the expectations that we have
about central bank behavior—if the Congress would ask harder
questions of the Federal Reserve about departures from its own an-
nounced targets, that we would then move in the direction I'm
talking about.

Senator HUMPHREY. Is money a commodity? And, if so, why
should the regulation of money be placed in the hands of a few in-
dividuals and removed from the laws of supply and demand, if you
will, or the equilibrium that is usually established by those laws? If
mo‘?ey is a commodity why should it be removed from that proc-
ess?

Mr. PooLe. Of course, the approach of this administration is to
move as far as we can in the direction of market regulation of the
credit activities of the financial sector as opposed to regulatory
agencies providing the discipline of regulaticn. The basic reason
why money, in terms of your question, differs from a commodity is
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that a commodity has a cost of production. Money has a cost of pro-
duction, quite literally, that involves the cost of printing paper and
it therefore requires some external control.

There is a tremendous incentive for private counterfeiting, for
example.

Senator HuMPHrREY. Will you let me interrupt you there. If
money were tied to a commodity then it would lose that distinction
which you just cited. Namely, that the only cost of production is
ink and paper. If it were the counterpart, and exchangeable for
some commodity that had a true cost of production, then would not
that problem be obviated?

Mr. PooLE. That would take care of that problem but would

create other problems, which was the historical experience with
the gold standard. What we're interested in is stabilizing the gener-
al level of prices for all goods and services produced in the econo-
my.
If there are significant changes in the relative prices of a particu-
lar commodity, caused, for example by discoveries of new gold de-
posits, then tying money to a particular commeodity or even a group
or basket of commodities runs the danger of causing a generalized
price instability because there is nothing that says a particular
commodity is perfectly correlated with all prices in general.

Senator HumpHREY. I can understand that argument if it’s based
upon one commodity or a small number, but if it were based upon
a large basket, would not that problem be largely eliminated?

Mr. PooLe. Historically, and let me again use the gold standard
as an example, historically the relation of paper money to gold was
maintained by central banks and treasuries committing themselves
to buy and sell gold at the fixed price, actually maintaining a store
or hoard of this metal.

Now, when we talk about tying money to a broad basket of com-
modities, we have a different problem because presumably we are
not going to maintain storehouses full of each of these commodities
s0 they can be purchased and sold in order to maintain these fixed
relationships.

Senator HumprHrEY. There's got to be a better way. What we
practice today in the way of monetary policy seems to me some-
thing akin to witchcraft, sorcery and I just think— I'm hardly an
expert on the subject, as you can tell, but I've just got to believe
that there has to be a better way to do it and one that relies less
u{)on human judgment and more upon the realities of the market-
place.

I take it your answer to my earlier question, if you were starting
a country from scratch, how would you regulate the supply money?
1 take it your answer is essentially the way we are with some fine
tuning or would you do something basicaily different?

Mr. PooLE. Again, your asking very much a hypothetical gques-
tion that ignores all traditions and inheritances. But I would try to
put in some kind of a constitutional constraint on the creation of
fiat money, paper money.

Senator HumpHREY. What would that be?

Mr. PooLE. We could have a directive that would say that the
central bank cannot create fiat money more than 2 or 3 percent a
year or something like that.
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Senator HumpHREY. So you're a Milton Friedman?

Mr. PooLE. Actually I was a student of his.

Senator Humpurey. Thank you. [ see. OK, my time’s up.

The CHAIRMAN. Dr. Poole, we thank you for your testimony this
morning and appreciate your willingness to be here.

Next I'd like to call to the witness table Patrick Savin, vice presi-
dent and capital markets analyst, Drexel Burnham Lambert Inc. of
New York and Dr. A. James Meigs, senior vice president and chief
economist of the First Interstate Bank of California.

Good morning, gentlemen. Dr. Meigs, if you would like to begin.

STATEMENT OF A. JAMES MEIGS, SENIOR VICE PRESIDENT
AND CHIEF ECONOMIST, FIRST INTERSTATE BANK OF CALI-
FORNIA, LOS ANGELES, CA

Mr. MEics. I'm A. James Meigs, senior vice president and chief
economist of First Interstate Bank. I'm also a member of the eco-
nomic policy committee of the Chamber of Commerce of the United
States.

It's a privilege to appear before you while you're considering
matters of such crucial importance. I'd like to submit a written
statement for the record. It has charts at the end of the statement,
which I hope you will follow along with when I get to them.

HIGH INTEREST RATES EXPECTED

It seems to me that one of the key issues is what the level of in-
terest rates today tells us about expectations in financial markets.
Interest rates are behaving as though investors and borrowers
expect inflation in the future to be high and to stay there for a
long time. This expectation of high inflation persists in the face of
an actual fall in inflation rates.

Mr. Poole referred to this in his testimony.

If people in the markets believed the statements from the leaders
of both political parties, the Senate, the House, the Treasury, and
the Federal Reserve about their determination to control infla-
tion—if those were taken at face value—interest rates would be a
lot lower and more stable than they are. So the question is: Why
this behavior? Why are interest raies behaving the way they are?

The second issue, it seems to me, is the risk to financial institu-
tions and other businesses which is imposed by alternating waves
of inflation and disinflation.

The cost of underestimating these risks in the 1970°s can be
clearly seen in the recent rise in failures and near failures of
banks, savings institutions, securities firms, and many other nonfi-
nancial corporations. The efforts of investors and borrowers to pro-
tect themselves against such risks make it increasingly difficult to
finance long-term investment projects which we need for the
growth and security of this Nation.

The third issue is the Federal budget. We hear a lot about the
problems that fiscal policy causes for monetary policy. I would just
remind you it's a two-way relationship, and that both fiscal and
monetary policy would be more effective if instability in the other
was to be reduced.
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So, for your budget problems, monetary policy can make it's
greatest contribution simply by reducing inflation and heolding it
down. That would directly reduce the cost of carrying the public
debt. It would help all units of Government to estimate the costs of
programs and to predict revenues.

Now I want to look at and review some of the historical evidence
on these points. Most of this has been before you at other times,
but I think it's interesting nevertheless. So the first chart is on in-
flation. We show here the percent change of the GNP deflator from
year to year from 1948 through 1984. The narrow bars of the chart
mark recession periods. And the projections for 1985 through 1989 1
put on just to illustrate some possibilities. Those are not forecasts.

What stand out in the chart are three phases. The first phase
from the end of World War II to the early 1960’s, was a downward
trend in inflation, with some wide swings. Then, starting in the
1960’s, about 1964, we have this upward rollercoaster of inflation
rates. So that’s the second phase. Then the third phase is the fall of
inflation that we’ve just seen, which is a sharp fall, the biggest one
in many years. This phase has been very brief.

Now, many people are tempted to conclude that inflation has
been vanquished for all time, judging by what has happened in the
last couple of years. So, many economists and some officials are an-
noyed and surprised that financial markets do not believe that in-
flation is no longer a problem.

1 would suggest to you that one of the reasons for this is that
people in financial markets look for repetitive patterns in market
behavior. We can certainly see a repetitive pattern in this chart,
the upward rollercoaster. Most financial managers in business
today have never seen anything except that upward rollercoaster.
So it would be natural for them to think that this is going to con-
tinue.

They really have two fears. One ig the direct fear of inflation, of
what inflation does to corporations and consumers. Second, they
fear the effects of Federal Reserve efforts to control inflation,
which many people expect would mean a recession, and higher in-
terest rates for a time because on that chart each time that infla-
tion came down, it was accompanied by a recession.

So, I think the question we should address is this: Is inflation
still on the upward rollercoaster, which would mean we have just
had a brief respite, or is it on a downward trend, as in the 1950’s?
That would be a highly desirable development for the future of the
world.

Then, if we look for ways to break that upward trending cycle of
inflation and interest rates, it seems to me the use of monetary tar-
gets as required by the Humphrey-Hawkins Act, is the principal
candidate, the one thing that would really work. So, 1 think that is
where this committee has a responsibility and an opportunity,
through your power of oversight, to ask the hard questions that
Mr. Poole mentioned a minute ago.

Then we look at chart 2, showing what monetary policy has been
doing for many years, starting from the war, and see the ups and
downs. What we plot here are fourth-quarter-to-fourth-quarter
changieg.‘,1 6as though we had been using the monetary target system
since .
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What immediately stands out in this chart is a pattern that is
very similar to the inflation pattern. There were two phases, the
downward trending phase and the upward trending phase, with
lots of big swings.

Swings in the money growth rate did not become smaller after
the Humphrey-Hawkins Act of 1978. We have had some of the larg-
est swings on record just since 1978, which seems to be a contradic-
tion of the purpose of the act. But [ would say we have not yet had
a conclusive test of monetary targeting, because for most of the
time covered in this long history the Federal Reserve has been pur-
suing other targets, such as interest rates, and other money market
conditions.

MONEY GROWTH'S EFFECT ON INFLATION

Another point to notice is that every time there was a major
slowdown in money growth, there was a recession. This suggests
that it is dangerous to cut the money supply growth vote too
abruptly and too much in a short time.

Fourth, money growth strangely was lowest during recessions
and highest during expansion periods, which seems to be just oppo-
site to what you would expect of a countercyclical monetary policy.
I believe this procyclical behavior of money supply really comes
from the Federal Reserve’s longstanding practice of trying to stabi-
lize interest rates, rather than controlling the money supply. It
means a procyclical policy.

Now chart 3 brings the two together, money growth and infla-
tion. Because changes in the money supply affect prices with about
a 2-year lag, we moved the money supply line 2 years to the right.
Then if we look at, say, the year 1980, the inflation rate plotted for
1980 is plotted with growth of the money supply for 1978, 2 years
earlier. So this shows you what are the effects of that.

Now, some points to notice. First, each surge of inflation since
1964 was preceded by a monetary acceleration 2 years earlier. This
is very clear. I think it’s rare in economics that we find such a
close association, which is, of course, what would have been predict-
ed from many years of study of money and prices.

Second, it's cbvious that when money growth was running
around 1 to 2 percent a year, we had inflation of about 1 to 2 per-
cent a year. When money growth got up to about 8 percent or so a
year, so did inflation. Third, when money growth hit a peak of 8
and 9 percent in the 1970’s, inflation was even higher than the
money growth rates, probably because there were associated with
that period some effects of oil price changes. The one apparent dis-
crepancy on the chart is in 1950-51, when we had a spike in infla-
tion without any apparent monetary acceleration. That came when
the Korean war broke out—consumers and businesses remembered
World War II price controls, and rationing, and so there was a
burst of stocking up on goods. This drove prices up briefly, but in-
flation fell back quickly.

I would remind you that the upswing of money growth that we
have plotted for 1984 and 1985 has already happened, that is not a
projection. That has, therefore, implications for future inflation. I
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do expect inflation to be higher in 1985 and 1986 than it is this
year.

So this review of evidence suggests to me some strategies for
monetary targeting of a sort that you might want to consider. The
first point is obvious. It will be necessary to reduce money growth
rates from current levels, in order to reduce inflation permanently.
But we can’t expect to see results within less than a 2-year period.

Second, if money growth is cut back sharply to get quick results,
then that raises the risk of recession, and that has been a common
mistake in the past. It suggests that policy should seek a gradual
slowing. If, on the other hand, we use short run, money growth
changes to stimulate higher output or reduce interest rates, these
raise the risk of inflation later. This was the mistake made in
1976-78. Chairman Volcker made this same point in his statement.
So the best strategy is a long-term program of reducing money
growth by about 1 percentage point per year until we reach a level
that gives us zero price change. That couid be a zero change in the
money supply. But we don’t know that yet.

S0 what to do now?

The policy dilemma facing the Federal Reserve, this committee
and the administration, I think was caused by an upsurge in
money growth from 5.1 percent annual growth in 1981, to 8.7 in
1982, to 10 percent in 1983. That has happened, and that is why we
would expect some effect on inflation to come in the future. Now
unless there has been a big change in the relationship between
money growth and inflation, this increase in money growth that
has already happened could add roughly b percentage points to the
inflation rate. pr\?ve are lucky, we'll get less than that as I implied
with the moderate projections shown on the chart.

When I came before your committee last year, money growth
had been very rapid, and I recommended immediately cutting back
to a 8-percent annual rate. Since then, the Federal Reserve has not
done much different than that. So I'm pleased to report, I think
that has been a move in the right direction, as Mr. Poole said too,
even though that slowing of money growth was too late to avert
some rise in inflation in 1985 and 1986.

Last year, as you remember, some Federal Reserve economists
and other economists said not to worry about inflation from this
big money growth. They argued that the demand for money had in-
creased for various reasons, and that the increase in supply which
we saw that the Federal Reserve permitted, merely accommodated
an increase in the demand. They showed there had been a fall in
velocity, and that made it safe to increase the money supply and,
in fact, desirable.

Well, I think that argument is wearing out now, because obvious-
ly the economy is booming along, which to me shows that that big
injection of money had a powerful stimulative effect on spending
and economic activity. Now a standard monetarist analysis would
predict that a large injection of money in a short time would drive
velocity down, and that is exactly what Secretary Sprinkel said in
his testimony on the same day last year. He proved to be a good
prophet. That is, income velocity was down only temporarily, and
has been growing for the last four quarters at a 4.2-percent annual
rate,
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SLOWING OF MONEY GROWTH DESIRABLE

The slowing of money growth since last year is highly desirable,
and so I believe this committee should support the Federal Re-
serve’s announcement of reducing the money targets by another
percentage point for next year, the year ending in the fourth quar-
ter of 1985. But I also believe the commitiee should caution the
Federal Reserve monetary authorities against overreacting to the
current strength of the economic activity. There probably will be
an inflation bulge sometime next year or the year after that, but
that cannot be helped now. It was built into the economy by the
Open Market Committee’s decision to tolerate M1 growth, way out-
side of their target bands in 1982 and 1983. So now we have a prob-
lem of containing this inflation bulge without either letting it get
bigger, as in the case of the expansionary projections in chart 1 or
pushing the economy into a downturn by overreacting.

It would be far better to set a long-term course of gradual reduc-
tiona in monetary expansion and adhere to this course, whatever
the temptations {0 respond to transient developments in the econo-
my. X
Now the big issue here is credibility. Financial managers of all
kinds are desperate for any clues as to Federal Reserve intentions.
Security traders leap like startled gazelles anytime something hap-
peigs that makes them think the Fed may respond with a change in
policy.

Judging by their statements and by your questions, Senator, Fed-
eral Reserve officials evidently believe that they have to limit the
amount of information they provide regarding their future policies,
in order to protect their discretion and respond to emergencies. So
announcing the Federal Reserve’s monetary targets has done less
to stabilize expectations in financial markets than some monetar-
ists had hoped.

I think the problem is with using multiple targets, M1, M2, M3,
and other aggregates, simultaneously. at i1s tantamount to
Eaﬁl?ag no targets. So the financial market is ¢pntinually confused

v that.

The width of the target bands also greatly limits the amount of
information provided to the public. Worst of all, I think, from the
standpoint of providing market information, the monetary authori-
ties have not demonstrated the ability or the willingness to achieve
the announced monetary targets for any period long enough to con-
vince the public that they are really serious, That is the basis for
the market’s skepticism, I believe.

Gov. Henry Wallich made a very good statement about the value
of transmitting information to the market through performance.
He said in a recent paper, and I quote:

Setting and adhering to a target informs the public that an effort is being made
to control inflation. Reducing the target over time creates a desirable and persua-
sive expectation of secularly diminishing inflation.

I think your committee would perform a very great service if you
insist that the Federal Reserve do that. Some people argue about
whether it’s posgible or not. I would just recommend looking at the
case of Japan. I cite a recent study by an economist in Hong Kong,
John Greenwood, a very capable man. The points he makes are
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much like those that Mr. Poole made and I made about what the
Bank of Japan does. They announce an expected year-to-year
growth rate for one aggregate. They pick one, rather than an-
nouncing multiple targets. They make this announcement without
fanfare at the end of each quarter for the following quarter. And
they have never deviated from the preannounced figure for the ex-
pected monetary growth rate by more than 1 percentage point
gince 1374. They have delivered on promises.

So the Japanese financial community has become s8¢ accustomed
to this, they hardly pay attention when a new announcement is
made, because they expect the Bank of Japan to follow through.
Now the results of this strategy of gradual reduction of money
growth over time, preannounced and gradual, are very instructive.
Lower monetary growth sustained over several years has reduced
inflation from double-digit rates to less than 2 percent per year.
Moare stable money growth has also stabilized economic growth.
Japan did not have the two recessions that we had in 1980 and
1982.

A more tentative finding is that the Japanese monetary strategy
also has had a major effect in stabilizing capital markets. Japanese
stock prices, in particular, have become much more stable than
they were before the beginning of the Japanese monetarist experi-
ment in 1974,

So I would suggest if the Japanese can do it, why can’t we?

[The complete statement follows:]
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Chamber of Commerce of the United States of America
Washington

U.S. CHAMBER CALLS FOR STABELE AND
MODERATE GROWTH IN MONEY SUPPLY

WASHINGTON, July 31 -- Interest rates in this country are now behaving
as though investors and borrowers expect U.S. [nflation to rise te
double—digit annual rates and to stav there for a long time, the U.8. Chanmber
of Commerce told the Senate Banking, Housing and Urban Affairs Coomittee
togay.

Speaking for the Chamber, A. James Meigs, senior vice president and
chief economist of the First Interstate Bank of California, said that if
government's expressions of determination to contral inflation were accepted
at face value in financial markets, interest rates would be much lower and
less volatile than they are toaay. Whether or not the market's jmplieg
inflation forecast eventually praves corteer, 1ts contribution te high and
volatile interest rates and to extreme uncertainty in financial markets today
must be viewed with great concern.

"The safest strategy for reducing inflgstion, while minimizing the risk
of recession,'” Meigs said, "would be a long-term program of gradually
reducing money supply targets until a monetary expansion rate is found that
woula yield a roughly stable price ievel." But, he warned, an attempt to
speed up the process by reducing monetary growth sharply would raise the risk
of recession. =

Meigs also noted that predictability ang stability are key components of
any successful monetary policy, and argued that Federal Reserve behavior
between 1980 and 1983 were inconsistent with this prescription. Hac monetary
policy followed the path laid out in the President's Pregram for Econemic
Recovery, we could have avolded much of the economic dererioration that
characterizea the first few years of this decace.

Federal Reserve Bank of St. Louis



177

LET'S REBUILD, AMERICA

IN THE BO's

Statement
of the

Chamber of Commerce

of the
United States

ON:

T0:

BY:

DATE:

MONETARY PoLicy

SENATE BANKING, HOUSING AND URBAN AFFAIRS
COMMITTEE

A, JAMES ME1GS

JuLy 31, 1984

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



Digitized for FRASER
http://fraser.stlouisfed.org/

178

STATEMENT
on
MONETARY POLICY
before the
SENATE COMMITTEE ON BANKING, HOUSING AND URBAN AFTAIRS
for the
CHAMBFR OF COMMERCE OF THE UNTTED STATES

by
A. James Meigs
July 31, 1984

I am A. James Meigs, Senior Vice President and Chief Economist of the
First Interstate Bank of California. T also am a member of the Committee on
Economic Folicy of the Chamber of Commerce of the United States. It is a
privilege for me to appear before this committee when you are considering
matters of such crucial importance to the future stability and presperity of
the U.S, and world economies. As Chief Economist of a bank operating all
over the world, 1 gee effects of U.5. fiscal and menetary policies in world
financial markets every day.

Interest rates 1in this country are now behaving as though investors
and borrowers  expect U,5. inflation be rise to double—digit annual rates and
to stay there for a very long time. U.35. financial markets are forecasting
more inflation in the face of a fall in actual inflation rates. If the many
statements from the leaders of both major political parties, the Senate, the
House, the Treasury, and the Federal Reserve System expressing their
determination to control inflation were accepted at face value in financial
markets, interest rates would be much lower and less wolatile than they are

today .
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whether or not the markets' implied inflation forecast eventually
proves to be correct, its contribution to high and wolatile interest rates
and to extreme uncertainty in financial markets today must he viewed with
great c¢oncern by the members of this Committee and by other policymakers in
the Government. Alternating waves of inflation and disinflation impose
severe risks on financial institutions, other businesses, and consumers.
Costs of under-estimating these risks in the 1970s can be seen in the recent
rise in failures and near-failures of banks, savings institutions, securities
firms, and rnon-financial corporations. The efforts of investors and
borrowers  to protect themselves from such risks make it increasingly
difficult to finance long-term investment projects needed for the future

growth and security of this nation.

We hear a lot about the difficulties the Federal Budget causes for the

monetary  authorities. But the relationship between fiscal policy and

‘monetary pelicy is two-way; each would be made more effective by a reduction

in the instability of the other. Monetary policy could make its greatest
contribution to the budget process by reducing inflation and keeping it down.
That would contribute directly to expenditure reduction by reducing interest
costs on the public debt. And, even more important, maintaining a stable
price level would dgreatly improve the ability of all units of government to
estimate future oosts of programs and to predict revenues. Government, like
businesses and households, needs a stable monetary framework and a stable
price level in order to maximize productivity and efficiency in delivering

services.

The Historical Evidence

The charts at the end of my statement should help to explain why

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

180

people in financial markets have such a cynical, skeptical view of government
promises to oontrol inflation. Chart 1 shows annual average inflation rates
since 1948. The narrow bars identify recessions. The projections for 1985
through 1989 in the shaded areas at the end of the chart illustrate two
plausible future courses for inflation under alternative assumptions
regarding monetary policy; these are not forecasts.

Three major phases stand out in the inflation record. In the first
phase, from 1948 to 1961, inflation came down in stages from the peaks
reached in World War II and the Korean War. This downward movement in
inflation was accompanied by four business recessions.

In the second phase, inflation rose again on an upward sloping roller
coaster track from 1964 through 1981. Each peak was higher than the one
before it and the inflation troughs were also progressively higher.

In the third phase, from 1981 through 1983, inflation fell farther
than in any other comparable period shown on the chart except 1948-1949. For
the first time since 1961, an inflation trouwgh was lower than the one that
preceded  it. Both  the Carter Administration, which began the new
anti~inflation program, and the Reagan Administration, which made reducing
inflation one cof its primary objectives, had hoped for a more gradual, less
costly campaign. WNevertheless, brimging inflation down to such a low level
within four years was a stunning achievement.

It would be tempting to conclude mnow that inflation has been
vanquished for all time. Some economists are annoyed or surprised that
people in financial markets are unwilling to believe that, as shown by the
high 1lewvels of interest rates. Financial managers, however, are accustomed
to locking for repetitive patterns in market behavior. Many of those in
business today have never seen anything but the upward roller coaster pattern

in inflation rates and interest rates. Tt would be natural for them to
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suspect that something in our political-economic system made the U.S. ecotomy
increasingly unstable and inflation-prone after the early 1960s. What many
of them fear perhaps more than the next wave of inflation itself is the
eventual effort of the Federal Reserve to suppress it. They have reason to
fear, from recent experience, that a new anti-inflation campaign could mean
higher interest rates for a time and another recession.

For reasons to be explained in a moment, I believe inflaticon will be
higher in 1985 and 1986 than it is now. "That is a dismaving prospect. The
question we must ask 1is whether inflation is still on the upward roller
coaster of the 1960s and 19705 or whether it is now on a downward trend
toward price stability, as in the 1950s. The 1985-1989 projections on Chart
1 illustrate hoth possibilities.

If we Jlook for institutional developments that might break the
upward-trending cyclical pattern in inflation and interest rates, the use of
monetary  targets by the Federal Reserve System, as required by the
Humphrey=-Hawkins Act of 1978, is the most likely candidate. That brings me
to the second chart. Chart 2 plots fourth-quarter-to-fourth-quarter changes
in Ml as though monetary policy had been guided by a series of ammual MI
targets since 1946.

The first point to notice is that the pattern of annual changes in ML
growth rates is wvery similar to the pattern of inflatien changes shown on
Chart 1. First, M1 qrowth trended gererally downward until the early 1960s,
although there were wide oscillations from year to year. Then M1 growth
moved upward in big steps to a new peace-time peak in 1983. The year-to—year
swings in money-growth rates did not become noticeably smaller after passage
of the Humphrey-Hawkins Act in 1978 and the change in Federal Reserve
procedures 1in 1979 than they were before. However, there has not vet been a

conclusive test of monetary targeting in the Inited States. For most of the
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years covered by the chart, and at times since 1978, the Federal Reserve has
place@ more emphasis on other operating targets, such as free or net borrowed
reserves, federal funds rates, and other money-market conditions, than on the
monetary aggregates.

Brother strikimg feature of the chart is that every substantial
slowing in roney growth was followed by a recession. This suggests that
lowering M1 growth targets by more than one or two percentage points from one
year to the next would raise the risk of a recession.

It is also curious that ML gmowth rates have been lowest during
recessions and highest during the expansion periods between recessions,
although the Pederal Reserve has been viewed as pursuing contra—cyclical
policies since the Treasury-Federal Reserve Accord of 1951.  Textbook
digscussions of well-timed contra—cyclical monetary policies would have led us
to expect Jjust the opposite pattern: higher money growth during recessions
and lower money growth during expansion pericds, when inflation was nore
likely to threaten., I believe the pro—cyclical behavior of Ml resulted from
the Federal Regerve's use of interest rates or net borrowed reserves as
operating targets over most of the period covered.

The final chart, Chart 3, illustrates the historical relationship
between money-growth rates and inflation. Because monetary expansion
influences prices with about a two-year lag, we shifted the morey growth line
two years to the right when drawing this chart. Consequently, the inflation
rate for 1980, for example, coincldes with the money growth rate for 1978,
two years earlier.

It can easily be seen that each upsurge of inflation after 1964 was
preceded by a monetary acceleration two years earlier. FRach fall in the
inflation rate after 1964 was preceded by a fall in the rate of monetary

expansion two years earlier. The one apparent major discrepancy in the
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pattern was in 1950 and 1951, when inflation leaped upward and then fell
back. The contraction of the money supply two years earlier should have been
strongly deflationary. In this case, consumers and business managers, with
memories of World War II price controls and rationing still fresh, embarked

on a buying spree when the Korean War broke out.

Some Implications for Monetary Targeting Strategy

This brief review of the historical record of Ml growth, inflation,
and recessions has, I believe, some clear implications for monetary targeting
that you may want to consider in your oversight responsibility for monetary
policy:

1. To reduce inflation, it clearly will be necessary to reduce money-growth
rates from current levels. However, visible results should not be expected
until a year or two later, because of the two—year lag between changes in
roney-growth rates and changes in inflation rates.

2, If the authorities reduce money growth sharply, in an attempt to get
prompt results, the risk of recession rises.

3. If the monetary authorities use short-run increases in money-growth rates
in an attempt to hold interest rates down or to stimulate more rapid growth
in real output, they risk raising inflation rates {and interest rates) later.
That was the mistake made in 1976 and 1977, when a lull in the 1970s
inflation appeared to offer an opportunity for using expansive monetary
policies to increase output and to reduce unemployment.

4, The safest strateqy for reducing inflation, while minimizing the risk of
recession, therefore, would be a long-term program of reducing Ml targets by
about one percentage point per year until a monetary expansion rate is found

that would yield a roughly stable price level.
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One criticism of a long-term gradualist strategy in monetary targeting
is that the progress in reducing inflation might be too slow to be credible
to the public. That would increase adjustment costs by delaying adjustments
in prices and wages. Credibility might be established wore rapidly by a
shock  treatment, such as reducing money growth to a non-inflatiopary rate in
one step. The recession induced by a monetary shock treatment could be so
serious, however, that it oould undermine public support for controlling
inflaticn; the cure might be worse than the disease. I have more to say on

the credibility issue later.

The Current Situatiocn

Today's policy dilema for this Committee and the Federal Reserve
results from the upsurge in Ml growth from a 5.1% annual rate in 1981 to an
8.7% annual rate in 1982 and a 10% annual rate in 1983. Unless there has
been a major change in the relationship of Ml to national income and prices,
this acceleration in monetary expansion could add roughly 5 percentage points
to the 1983 inflation rate of 4.2% by 1985, bringing it to about a 9% anmual
rate, The actual increase in inflation by 1985 may be less than that, if we
are lucky, as implied in the "Moderate Case"™ projections for 1984 and 1985
shown on Chart 3.

When I appeared before this Comittee on July 21 of last year, I
recommended that M1 growth should be reduced immediately to an 8% annual
growth rate and held there through the second half of the year. The
unrevised data available at that time indicated that M1 had been growing at
more than a 12% annual rate since the middle of 1982. BAlthough it may
already have been too late to avert some reacceleration of inflation for late
1984 and 1985, it seemed high time bo start moderating that reacceleration

before it oould get out of hand.
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Some Federal Reserve and other ecoromists armgued last year that there
was little need to worry about an inflation threat arising from the
extraordinary growth of Ml. The demand for Ml had increased for various
reasons, they argued, and so the increase in the supply permitted by the
Federal Reserve from mid-1982 throwgh mid-1983 merely acoommodated the
increase in demand. A fall in (Ml) income velocity over that period was
cited as evidence that the demand for M1l had increased, making it safe,
indeed desirable, to increase the supply. That argument is wearing thin now,
as economic activity and spending boom along at far higher rates than the
money—demand-shift argument implied.

A standan? monetarist analysis would predict instead that a large
injection of new Ml in a short time would cause income velocity to fall for a
while, offsetting part of the impact of the faster money growth on current
spending and income. Monetarists would attribute the observed £all in
velocity more to the sudden increase in supply than to an increase in demand.
Furthermore, velocity growth would rebound later on toward or above its trend
rate of 3% or so per year. Dr. Beryl Sprinkel presented that argument in his
appearance before this Committee a year ago. He proved to be a good prophet;
income welocity has grown at  a 4.2% average annual rate for the last four
calendar quarters.

The slowing of Ml growth since this time last year to about a 6.7%
annual rate through June was a highly desirable development. It certainly
has not yet put a damper on economic expansion, as the increase in velocity I
have just cited cffset most or aill of its downward influence on total GNP in
current dollars. T believe this Committee should support the Federal Reserve
in reducing Ml growth by another percentage point in the target for the year
ending in fourth quarter 1985, This may not be a popular move in financial

markets at first, because some analysts will expect it to mean high interest
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rates and some may forecast a recession. After they think it through,
however, many people in financial markets should be reassured by the evidence
that the Federal Reserve is serious in its determination to resist inflation.
I also believe this Committee should caution the monetary authorities
agairst overreacting to the current strength in economic activity., There
indeed probably will be a bulge in the inflation rate late this year and next
year. But that can't Dbe helped now; it was built intc the economy by the
Open Market Committee's decision to tolerate M1 growth above the 1982 and
1983 target bands. The problem now is to contain the new inflation bulge
without either letting it get bigger, as in the "Exparsive Case" projections
in Cchart 1, or pushing the economy into a downturn by overreacting. It would
be far better to set a long-term course of gradual reductions in monetary
expansion and adhere to it, whatever the temprations to respond to transient

developments in the economy.

Credibility: The Instructive Case of Japan

Realizing that anything the Federal Reserve does will have important
near-term and long-~term effects on the world economy and financial markets,
investors, borrowers, and financial managers of all kinds are desperate these
days for any c¢lues to Federal Reserve intentions. Securities traders leap
like startled gazelles at any development they suspect may trigger a Federal
Reserve response. The crowds of people trying to get into this hearing room
on the days that Chairman Volcker anncunces new Federal Reserve targets are
evidence of the thirst for information on future monetary policies.

Judging by their statements in hearimgs such a5 these, Federal Reserve
officials evidently believe that they must limit the amount of information
they provide regarding their future policies in order to protect their range

of discretion for responding to unforeseen conditions and emergencies. But
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that leaves the public uncertain about the future purchasing power of money
and makes it difficult for managers, investors, and comsumers to plan.

Announcing the Federal Reserve's monetary targets has done less to
stabilize expectations in financial markets than monetarists had hoped, This
is because announcing multiple targets for M1, M2, M3, and other aggregates
simultaneously is tantamount to anmouncing no targets. Outsiders have no way
of knowing which target the Open Market Committee is emphasizirng at any given
time. The width of the target bands also greatly limits the amount of
information provided to the public.

Worst of all, from the standpoint of providing market information, the
monetary authorities have not demonstrated the ability or the willingness to
achieve anmounced monetary targets for any period long enough to convince the
public that they are really serious. In the absence of such a demonstration,
much market energy is used trying to find out what else the authorities are
trying to do.

Governor Henry Wallich ewpressed the value of transmitting information
on monetary pelicy through performance when he said in a recent paper,
"Setting {and adhering to) a target informs the public that an effort is
being made to control inflation. Reducing the target over time creates a
desirable and persuasive expectation of secularly diminishing inflation."1

The Bank of Japan has done just that. In a recent study in the Asian
Monetary Monitor, Hong Kong, John G. Greenwood says that the Bank of Japan
anncunces only the expected year-to-year growth rate for one aggregate,
M2+CDs, rather than announcing multiple targets. 2 The Bank alse sidesteps
ideclogical controversy by calling the anncunced growth rate an expected
growth rate, rather than a "target." An announcement is made without fanfare
at the end of each quarter for the following quarter.

"The net effect," Greenwood says, “is that the Bank of Japan has
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compiled a remarkable record of never having deviated from its pre-anncunced
figure for the expected monetary growth rate by more than one percentage
point. The Japanese Einancial community has become SO used D the
predictability of the Bank of Japan's announcement and its success in
achieving the predicted outcome that as an item of financial news the
announced monetary growth rate is treated as no more than a minor formality."

The results of the strategy of reducing and stabilizing monetary
growth in Japan are instructive, Lower monetary growth, sustained over
several years, has reduced inflation from double—digit rates to less than 2%
per year, More stable money growth has stabilized economic growth. Japan
escaped recession during the two U8, vrecessions in 1980 and 1981-82. A wore
tentative finding of Greenwood's study is that more stable monetary growth
alse has produced more stable capital markets. Japanese stock prices, in
particular, have become much more stable than they were before the beginning
of the Japanese monetarist experiment in 1974.

If the Japanese can do it, why can't we?

* * *Note:; I want to express my appreciation to Noreen Doyas, Lillian

McCalman, and Rodney Swanson for their help in preparing this statewent.

Footnotes:

1. Henry C. Wallich, "Recent Techniques of Monetary Policy," Economic
Review, Federal Reserve Bark of Kansas City, May 1984, pp. 21-30.

2. John G. Greenwood, "The Japanese Experiment in Monetarism", 1974 to

1984, Asian Monetary Monitor, March-April, 1984, pp. 2-8.
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The CHAIRMAN. Thank you, Dr. Meigs. Mr. Savin.

STATEMENT OF PATRICK SAVIN, VICE PRESIDENT AND CAPITAL
MARKETS ANALYST, DREXEL BURNHAM LAMBERT INC., NEW
YORK, NY

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

Mr. Chairman, prior to any discussion of details on Federal Re-
serve policy, I should point out that we are returning to financial
stability, and the market is putting a premium on that journey.

There are two policemen on that journey. One policeman, of
course, is the bond market in this country, which is no longer sub-
ject to manipulation by rhetoric or Federal Reserve Board action.

The other policernan, of course, is the currency market. It's a
rather remarkable time, really, inasmuch as we’re having asym-
metric information from various markets. The commodity markets
seem to feel that high inflation is not likely in the near or distant
future. Second, the currency markets seem to take this view. The
equity markets are somewhat positive, but of course, they're really
hostages to the bond markets, since the major factor in the deter-
mination of equity values is the interest rate.

PREMIUM PUT ON LOW INFLATION

In order to return to this financial stability on which, as I say,
the market has put a premium, we need to have some conviction
first about persistent low inflation.

Second, that people can own financial assets as a haven of
wealth, as a haven in which they can store their savings without
abnormal price risk or credit risk. And obviously, there needs to
be, third, improved quality of credit.

Fourth, we need to reduce risk premiums in the bond markets, in
order to generate a secular drop in interest rates. Of course, what
that would bring in its wake is higher equity values and a return
ttz_ sustained economic activity, which it seems to me we all hanker
after.

It seems to me that without this transition to financial stability,
what we'll continue to have is the spasmodic economic growth of
]t;hie last 15 years, characterized by the shift toward financial insta-

ility.

How can we get there? It's really quite simple. As you know, Mr.
Chairman, we need to have a consistent application of public
policy,

Let me just briefly, turn to the two areas of public policy that
matter. First of all, Fed policy. Fed policy is always the key. The
role of the central bank really is to maintain the value of the cur-
rency, and one of the paradoxes of life, certainly, with money, that
commodity, is that you have to make it scarce in order to reduce
inflation expectations and so as to raise its value. If you raise its
value, you reduce interest rates and you set the stage for sustained
economic activity.

As | say, that is the central issue in the process.

As we know by now, high money growth ultimately leads to high
inflation. I think sometimes we do relax, but certainly as a rule of
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thumb, high money growth certainly leads to high inflation and
eventually to high interest rates.

It obviously encourages a situation in which bad credits prolifer-
ate. Ultimately, and despite the rumors we hear, high interest
rates do not prevent a secular decline of the currency. In an envi-
ronment such as this you have problems in maintaining economic
growth.

Now, what we are prescribing here in terms of policy is very
painful. Make no mistake about that. If you get into a period of
high inflation and high interest rates and encourage a speculative
environment, people offer what appears to the borrower to be
cheap credit and which the borrower thinks he can pay back in
cheaper dollars.

If you start that game, as we saw in the period of 198082, as you
move from this period of secular inflation through disinflation into
a period of low inflation, it's extremely painful. Long persistent re-
cession, high unemployment, high bankruptcy rates, various
threats to the financial system which we have seen in the last 2
years and which we continue to see, become fairly typical.

But essentially what the market is insisting on and what we
need to do, which can only be done by the Federal Reserve Board,
is in fact to reduce the risk premium so that ultimately we have
low interest rates. By this strategy we can restore credit quality be-
cause one of the dilemmas we face is that the bond markets have
been really quite wrong in forecasting inflation for the last 2 or 3
years. The market continues to raise the risk premium.

The market has looked back at the record of 3 or 4 percent infla-
tion of the last few years but it continuously discounts 10 percent
inflation in an understandable frenzy or fear, one might say.

This high-risk premium encompasses a risk of inflation, a bank-
ruptcy risk, second, and third, a price risk since our bond markets
in particular have become far more volatile then they have ever
been historically. Volatility has diminished somewhat over the last
2 years, but all this reflects in the financial instability one has
talked about.

It is for this reason that the bond markets have now taken on a
pattern of behavior which is both counterintuitive and counterfac-
tual. We've seen in the last 4 years when there were rumors of the
Fed easing. A few months ago Fed funds collapsed by off 150-basis
points. The long end of the market promptly sold out. The interest
rate ran up around 40 hasis points in very short order.

FED HAS LOST CONTROL OF THE CURVE

When the Fed eases, in the traditional sense by trying to push
down the funds by supplying reserves aggressively, people do not
wait to see the inflation. They discount it almost instantaneously.
The tragedy, therefore, of this dynamic financial instability is that
the Fed has lost control of the curve,

When I started out in this business the Fed used to be able to
manipulate the yield-curve. It looked very simple. We knew what
the information content was of the Fed fund rates. We knew what
information the Fed wanted to transmit to us.
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Now you can’t really tell. It has the information content but
you're not sure what it is. If it goes up you don’t know whether it’s
because the Fed has not been providing reserves, or if it comes
down we don't know whether the Fed is providing reserves. So
until the numbers come out with the 2-week lag, exacerbated these
days by the contemporaneous reserve requirements, and changes in
reserve requirements, one doesn’t know where one is. So, the mar-
kets are nervous and anxious.

The paradox, you know, is that in a feriod of stahility the
market went along with the central bank. It doesn’t have to keep
the risk premium that high inasmuch as there isn’t that much risk
in the financial system.

So, what we need to do here in terms of Fed policy is not only to
set targets but to hit them. But which targets? I certainly agree
that there are too many targets. What we, in fact, are seeing here
are secondary targets, The target that really counts is reserves.
Second, the nonbarred reserves are important and third, M1, we
certainly don’t need three M's.

The central bank doesn’t control credit. Credit is a promise to
pay money and if a banker extends credit, with or without collater-
al, one could anticipate that there will be a shift of wealth on the
part of the borrower or he will use the credit to accumulate some
asset that can generate cash flow.

Clearly the Fed cannot control both quantity and price and what
it should focus on is control of quantity and let the market set the
price. The market’s going to set the price anyway.

I also believe that the targets of 4 to 8 percent are much too
high. Targets are much too wide. They reinforce uncertainty and
this is unfortunate because I think the preponderant responsibility
of reducing inflation expectation and reducing the rigsk premium
falls on the Federal Reserve Board.

Let me just briefly touch on the fiscal policy because I think
fiscal policy has become the scapegoat for everyone. I think that
the frequent tax changes that we re seeing—we’ve had three major
tax bills in 3 years—is without precedent and it reinforces uncer-
tainty.

The other factor is that the deficit we've spent so much time and
energy arguing about is reaily a residual and from a financial
point of view, purely from a financial point of view, is a hogus
issue. It’s a bogus issue because if you think of it in financial terms
what the tax cuts do is recycle liquidity from the public to the pri-
vate sector and that is a strategy by which you reduce financial
risk. And it is not accidental that we concern ourselves with finan-
cial risk in the throes of recession. Thus, all the tax cuts or nearly
all the tax cuts in the postwar period have come in periods of
recession.

If you accept my statement that we are reducing financial risk
by cutting taxes and recycling liquidity from the public to the pri-
vate sector, just think of the fact that there is no credit rigk in
Government debt. So, in an environment of increased financial sta-
bility to raise taxes, when in fact nobody knows what the optimum
marginal tax rate is, to take away liquidity from the private sector
in order to reduce the Federal deficit so that the Federal Govern-
ment can borrow less, seems to me makes no financial sense.
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It makes no financial sense because one of the ways in which we
reduce financial riskiness is by issuing Government debt in prefer-
ence to private debt. Since even in a period in which there is a re-
covery, the private sector is still accumulating financial assets, and
it would make sense for the private sector to continue to reinforce
its own balance sheet.

TAX SYSTEM FAVORS HEAVY DEBT

I would also, in closing, just point out that there’s one number in
this country which hasn't changed in many, many decades. It's the
nonfinancial debt GNP relationship. It's hovered around 1.5 despite
levels of inflation or business activity. What changes dramatically,
however, under that simple number is who generates the debt. And
in most of the postwar pericd, up until 2 years ago all the debt,
believe it or not, despite the persistent public deficits, was generat-
ed by the private sector. Individuals tripled their ratio of debt; cor-
porations doubled it. As I said, the Federal Government ratio
declined,

There's been a reversal of this recently, largely as a function of
the tax cuts and large deficits which in my view the Government is
running in a financially sensible way. It is instructive that the two
attempts to reduce the deficit have failed to shore up the bond
market’s confidence. I would ask you to recall that in the last 4
years we heard constantly that these deficits that have been much
larger than people thought, would keep inflation high. That's been
dead wrong. Keep interest rates at record levels. Also dead wrong.

I put it to you, that the burden here of reducing the risk premi-
um or the burden of returning to financial stability falls on the
Federal Reserve Board. The Federal Reserve Board should accept
the respongibility of reducing financial instability. If the markets
had the conviction that this were the case, I think the risk premi-
um would decline, interest rates would come down, the dollar para-
doxically would continue to surprise people by staying strong be-
cause the forces that are really driving the currency are not really
the interest rates but relative inflation expectations and we could
look forward to a period of sustained growth.

But to do this we have to set lower targets and we have to
narrow the bands. Thank you.

{The complete statement follows:]
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STATEMENT OF PATRICK SAVIN, VICE FRESIDENT,
CAPITAI, MARKETS ANALYST, DREXFL BURNEAM LAMBERT THCORPORATED

The Federal Reserve Board should continue to commit itself to a
consistent and clearcut policy which reinforces a tendency to low
inflation. Evidence of that commitment would cause the present fearscme
risk premium in interest rates to shrink, releasing the bond market from
its present torpor and causing inhterest rises to fall. Importantly,
this development will keep the dollar strong and move equity prices
higher. Lower bond yields and higher equity prices would effectively
lower the cost of capital, enhancing long term economic prospects.
Without this Fed-supported transition to financial stability, economic
growth would remain spasmodic. Thus the present review can come at no

more critical time,

The Fed has dope an admirable but excruciatingly difficult job in
conducting policy over the last three to four years. Inflation has
dropped decisively. Keeping it down is another matter. What America has
come through in that period is the classic and historical move from high
inflation to disinflation, a deceleration of prices with all the hard-
ships which tend to accempany this evolution. In my view monetary policy
can now meve in such a way as to reinforce a tendency to low inflation
for a considerable period. This progess has been made against a back-
ground of wvery considerable uncertainty at crucial periods as to the
technical means that the central bank would use to actually translate
hopes inteo deeds. It is time for this uncertainty to end. The Fed has
to announce lower targets for money growth and then deliver on these
goals. Failure to do this would tend to increase the present disequilib=

rium in asset markets. If one looks at the varicus asset markets the
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information in in the price is clearcut individually but confused and
inconsistent. The apparent message from hoth hard and soft commodities
is that inflation should stay low and that some of the risk are on the
side of deflation. In the currency market the message since the fall of
1980 has also been clearcut. The markets seem convinced that expected
relative inflation, the main force behind the rally of the dollar, should
continue to run in favor of the U.S.. Moreover, domestic investors are
keeping the risk premium and interest rates high fearing a new round of
inflation, and are offering foreigners very attractive compensation with
little opportunity cost in holding U.3. assets. The ec'jui.ty markets are
hostage to the discount rate or risk premium in the bond markets and have
given an increasingly poor performance in the light of higher interest

rates.

Thus, the message from the bond market, the most important asset market
is forlern and negative, It seems to believe that & new rcund of
inflation  is inevitable and since the market is a forward locking
mechanism it seems unconcerned that it has been wrong in forecasting

inflation for the last two years.

Historically, the real long term interest rate in this countyy has
hovered between 3% and 4%, Thus with current yields of 13% in the long
term treasury bond what the market is forecasting is a recurrence of
nearly double digit inflation. In fact wrong as it has been in
forecasting inflation for the past itwo years, having kept the risk
premium, the difference between the historic real interest rate and

nominal interest rate at 700 basis points it has now chosen to raise
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it to over 1,000. Clearly scomething has to give since the information
from these respective asset markets is asymmetrical. The currency
markets and the commodities markets are in dbvious disagreement with the
bond market. The respective markets have different expectational sets,
It i1s understandakle that the bond market retains enormous anxiety after
a bear market which has persisted for well over thirty years with six of
seven significant rallies. This is the dominant experience of nearly twoc
generations of participants. Both owners and managers now heed some
commitment from the central bank in regard te the secular reversal of
inflation. It is for this reason that the conduct of monetary policy in
particular has become so critical as we try to reversée expectations.
In fact what the bond market, the most critical of the markets is saying,
is that it fears extrapclating the recent past intc the future. What
the Fed must achieve is a commitment to low inflation that would allow
bond markets to reduce the current risk premium. And this commitment to
low inflation in a historic framework is a very painful journay with a
very skewed economic and social impact. Any sustained surge in money, at
some stage generates increases ih inflation, But what also happens in
this period is a excessive use of credit and a deterioration of national,
corporate and individwal balance sheets. As we have learned in the last
few years and continue to learn, a reduction of inflation and a repair of

the national balance sheet require a return to sound credit.

It iz easy for some to talk about accepting the harsh lessons of
disinflation as long as the sacrifices fall elsewhere. Moreover, as
the last two years have shown patchwork and inconsistent legislation of

tax policy reinforces the tendency to uncertainty and does not support
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a lower risk premium in interest rates. The notion that Congress can
reduce the deficit by raising taxes is a prescription for frustration and
disappointment. The cat is chasing its tail. Tax increases raise the
probability of economic slowdown, a condition in which would generate an
ever larger deficit. Surely no one would then prescribe a further tax

rise,

The Fed thus plays the central role in this drama around the theme of
the risk premium. Obviously, its role in masterminding a return to
financial stability, or its attempt to take away the profit in inflation
is an extremely unpleasant one. Occasionally, everyone's commitment is
shaken. Some in (ongress even threaten to mastermind the market by
controlling interest rates in effect, evidence of their awareness of the
unpleasantness of unhcertainty. Attempted in the summer of 1980, it was
an unmitigated disaster, combining unexampled market wolatility and a
deep regession. But in fact, it is the market, the people and the
institutions who buy financial assets, that determines what risk they
will take and therefore what the level of interest rates ought to be.
Everyone should understand that the notion of the central bank setting
and masterminding interest rates is not feasible in the present financial
climate. Obviously, if the market had no role to play it is a safe bet
that rates would, on balance, be low and less volatile. It is a paradox
of finance that central banks can manipulate interest rates - indeed the
markets will allow themselves to be manipulated by the central bank - in
a period of financial stability. Thus in the 1950's the central bank
could mastermind through its manipulation of reserve growth the level of

the Fed funds rates and that would provide very precise signal to the
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markets as toc what the Feds goals were. In that envircnment of stability
the market would follow the Fed. The Fed was the house and the market
was a player in the Fed's house. However, as the system became very
unstable in the 1970's, the entire role was reversed. Firstly, the Fed
has had to change its strategic play by moving away from an interest rate
strategy to a reserve strateqy. What this means is that the central bank
no longer controls even the Fed funds rate for a protracted period as it
used to in the 1950°s and 1960's. As the Fed provides reserves in this
new era of aggressive liabilities management in banks, ®it is bank demand
for reserves that determines the level of the Fed funds rates apart from
very short interim pericds. There is great ceonfusion and contradiﬁtion
and disagreement about this in the financial markets. For clearly there
is information in the price of Fed funds, but that infermation is no
longer as accessible, Obviously, this creates great uncertainty and
frustration. But as importantly, it has reduced the power of the central
bank, Paradoxically, the rise of financial instability reduces the
power of the central bank especially at a time when so many seem to
expect so much from the Fed. The market has set the tone. It has become
the house and the Fed has become a player in its house, a dramatic
reversal. In my view, as we return to financial stability, an
environment in which there is a reduction of fipancial risk, what will
evolve more is that the market will forget about past mistakes, and allow

itself to be manipulated by the central bank.

In this context therefore, what the central bank does is far more

critical than what happens in fiscal policy. It is hard for the Fed to
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convince the market that it is about to reduce financial risk thus
increasing the odds of higher returns on financial assets compared
real assets or other commodities. And in order te do this, it has to
slow the growth of money and ultimately bring about a slowdown in the
growth of credit. Toc often the terms money and credit are used
interchangeably. High growth rates of wmoney encourage profligate use of
credit. Credit is nothing more than a promise to pay money. The
extension of c¢redit means that the lender is bhetting that the borrower
has either some ligquid assets, which might serve as collateral, that can
be converted into money to liquidate the debt or alternatively that the
borrower will use his credit to accumulate some assets which cah generate
cash flow to gervice and repay that debt. As a consequence everytime
credit is given, increasingly what take place is a ket on future asset
values and income growth both ultimate products of Fed_n policy. For these
reasens, it is extremely critical that the Fed continue to slow the
growth of money in the environment of 1985 and 1986, helping to reduce
the risk premiwm in interest rates? The central theme of the operation
of the central bank has to be less the evolution of the business cycle

than a return to financial stability.

The Fed has made its own role more difficult in twe ways. First, it has
changed the manner in which it conducts monetary policy by making three
significant changes in the last five years. An important rule of thumb
is that thege freguent changes are hard for most market participants te
understand or at best they take a long time to grasp. There is a

tendency for them to cause uncertainty, a factor which raises interest
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rates. In the fall of 1579, the Fed announced that growth of reserves
would become the centerpiece of policy as it tried toc hit its money
targets. It thus rejected the postwar focus on the Fed funds rate. This
was a recognition that the Fed could not control both guantity and price
at the same time and that it ultimately decided to shift its attention to
guantity. Postwar policy has focused on the price or level the Fed funds
rate and had led to a pericd of significant inflation by the 1970's.
But in addition to that, under the Monetary Cobhtrol BRAct passed by
Congress, the financial system had been deregulated, not so much to
insure more competitive markets, but in response to the financial chaos
which deepened in the 1970's. But these changes allowed the Fed to claim
that since there had been institutional changes in the definition of
money, it had to have wider targets, bto compensate for these new
definiticns, Wider target increased uncertainty. The second major change
catte in the summer of 1982. The Fed abandoned its targets for some
months, underwriting a significant spurt in money. This caused cynicism
to deepen and fears arose that there would be a significant new round of
inflation in late 198) or early 1984. By now we Know that was a terribly
incorrect forecast. The money spurt, as evidence showed, was not
validated by reserve growth and was merely a function of the new
definitions of money. In short, some of these balances were not held for
transaction purposes. The Fed did try to make this clear but few seemed
to understand for a variety of reasons. A member of the Federal Reserve
Board poihted out in a speech made last spring in Chicago, that a third
major change in the canduct of policy took place in the fall of 1983.
There is reason to belisve that behind the shift to contemporaneocus

reserve requirements the Fed is now using the discount window as a prime

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

203

focus of strategy with nonborrowed reserves the bulk of reserves as the
residual. This last change has some similarity to the pre-1979 monetary
strategy and should be a source of concern. To the degree that is causes
confusion, it would tend to keep the risk premium high. In fact the third
policy change was announced several months after it had been put into
effect. Moreover, the Ped itself initially opposed the return to
contemporanefus reserve environments but eventually supported it.
However, it then said that the change to conhtemporanecus reserve
environments from lagged reserve requirements would make little
difference either to inflaticn expectations or to the conduct of its

policy. If this is true, then why bother with all these changes?

It is important for the Fed, in as simple fashion as possible, make the
currency secure. As everyone knows tight money - slow growth of money -
leads to low interest rates and easy money - fast growth of money - leads
to high interest rates. The difference in outcome lies in both inflation
and inflation expectations. Slew growth in money and ultimately credit
leads to low inflation. Risk premiums and interest rates uwltiwmotely
decline. And despite that, the currency tends to stay high particularly
since it also signals a reinforcement to financial stability. In this
context much of our concern in this country for the budget deficit is

misplaced,

hs recent experience in both Japan and Germany show, high budget deficits
do not necessarily lead to high interest rates, high currency and large

trade deficits as the former Chairman of the Council of Economic Advisors
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suggested. This committee heard three to four vyears age that the
high budget deficit - the deficits have been much larger than anyonhe
thought would keep inflation and interest rates at record levels and
would indeed prevent the economic recovery. The problem now is that
these same people are saying that the high budget deficits will prevent a
sustained recovery. But this is really a canard. Business cycles are
aither accelerating or decelerating. This one has started to decelerate,
and will continue to do so without policy support for lower risk
premiums. What we need to do is to restore financial stability. And in
this context budget deficits have a very important utility in that they
improve credit quality since government debt is free of credit risk
compared to that of the private sector. The transition from a persistent
budget deficit to low inflaticon and low interest rateg is feasible as in
the case of Japan. It is a country reinforced by financial stability
which 1is financing a significant introduction of new technology in
industry. What matters is that consistent conduct of monetary policy
reinforces a tendency to lower its risk premiums and keep interest rates
low despite the large budget deficit. WMo attempt is made to monetise the
deficit. Moreover, there are countries such as Italy in which the high
budget deficit have emeryed side by =ide with high inflation, high
interest rates, significant trade deficits, and weak currency. What is
the difference? It seems clearcut that it is conduct of monetary policy
and the risk premium that financial asset owners demand. In fact one of
the things that has become apparent is that is is possible to have high
marginal tax rates and wealth taxes with a large government share of
GNP and still have low inflatien and interest rates, and financial

stability. It is clear that the crucial difference is the consistent
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conduct in monetary policy and as a conseguence the credibility and

confidence investors have in the central bank.

as we have seen in the last two years, rapid and radical changes in tax
policy in order to pacify the capital markets, is largely pointless.
Congress passed a massive tax cut in October 1981. A major bond rally
took place in the summer of '82, bringing the long term government bond
down to 10%% from its peak of 15h% in September 1981. 1In September 1982,
Congress passed the Tax Equity and Fiscal Responsibility Act (TEFRA) in
order to reduce outyear deficits. and just recently Congress passed
the Deficit Reduction Act of 1984 in another obvious attempt to pacify
the market, the first having failed. what is important however, is that
clearly neither piece of legisilation by itself has made any difference in
the bond market. Interest rates are now some 300 basis points higher
than they were when the first pilece of legiglation was passed, and since
the passage of the Deficit Reduction 2ct of 1%84, the bond market has
made no significant advance as some pecple had suggested 1t would in face
of legistlation. Monetary policy is the key to lower rates and fregquent

changes in the tax measures reinforce a tendency to uncertainty.

An analysis of the strength of the dollar is also relevant in the context
of an analysis of the [Fed policy. Mo ecconomicaliy viable society in the
higtory has ever had a weak currency. As members of the committee can
recall, in the 1970's when the dollar was in a persistent decline, the

same industries which may have trouble in holding market share had
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difficulties then. Since the strength of the currency reflect low
expected inflation and also reduces flexibility te raise domestic or
foreign prices in order to maintain a high rate of return on invested
capital it encourages the introduction of the moat modern equipment and
technology to boost productivity and reduce costs. At the same time
these steps encourage workers to moderate wage gains. This dynamic cycle
is unsustainable without conviction in financial markets that the central
banks means to wvalidate a low rate of inflation, Since high risk
premiums and interest rates and the high cost of capital can in the long
run discourage new investment in countries with weak currencies or high
inflation, all the pressurs for lower costs then comes from attempts to
reduce wages, But that is a short run tactic, and not a lohg term
strategy. And in this context therefore the return to low risk premium
and interpst rates becomes a central issue. What the foreigners see is
an opportunity to invest in Awerica to produce their goods here in order
to hold their market share. What the significant devaluaticon of the
dollar in the 1970's has done is to make it attractive for them to invest
here. A ten year recovery in the deutschmark above 2,80 from 1.65 leaves

it substantially below the four marks to the dellar of the 19607s.

The yen has held its own against the dollar in recent years after a
period of strength in the 1970's., With its greater financial stability,
the currency should strengthen against the dellar, encouraging Japanese

portfolic and direct investment in America.

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

207

as to fiscal pelicy, there is no questicon that despite present economic
stringencies, government should strive for efficiency., Government has to
make sure that its programs are efficient and it also has to ensure a
further deceleration in the growth rate of government expenditures.
Congress has cut the growth rate of government expenditures since 1980
despite the recession. It 1s the firgt time that this has happened in
over twenty five years. However, frequent attempts to mapnipulate and
change the tax system in an effort to reduce the deficit, is counter
productive. One of the ratios that has not changed in over 50 years is
the debt GNP relationship. It has hovered around 1.5 with little
variance. Thig ratio has held despite the variability of economic
conditions and inflaticn. What changes dramatically within this ratio are
the sectors that generate the debt. Two things stand out. The first is
that in the postwar period it is the private sector, both consumer and
business, which has increased its share of financial debt. Government
share of debt has been declining until recently. fThe second point is
that in recessions private sector debt tends to decline cyclically as
government debf rises, The reason for this is quite simple. What tax
cuts do is recycle liguidity from the public to the private sector and
the concern about liguidity is highest in recession. Consequently most
tax cuts take place in recession. In recession, as the private sector
cuts back on consumption and investment, and increases its liquidity, or
in short saves more and changes the compositicn of ity savings, the
public sector 1s obviously able to borrow more, But what is also
important is that the private sector then buys risk-free public sector
debt to belster its balance sheet and reduce its exposure to financial

risk. Some now arque that without shrinkage of the budget deficit, in
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contrast to past periods, the private sector will not be able to to
finance its growth, the "crowd cut" effect. But past deficits have been
widely off the mark. Consequently, nobody knows what the deficit is
going te be in the future since it hinges not only the tax level which
Congress has been trying to raise to cut the deficit but alsc on the
level of economic activity. Budget deficits are residuals. They result
from scmething and they really do not cause very much of anything.
Therefore, basgsing public policy on some expected deficit which is
virtually unforecastable makes little sense. As to fiscal policy
therefore, what Congress ocught to do is to try to come as close as
possible to efficient outlays, however difficult this is politically, and
allow the central bank policy to play the dominant role in reducing the
risk premium. In any event in a period of such financial instability and
turbulence it can make little sense to raise private sector taxes to
reduce the government deficit in order to let the government borrow less.
Government debt has price risk but no credit risk. Private sector debt
obviously has both price risk and credit risk. If many of the banks in
this country had owned more government paper and less private sector
paper fewer banks would have gone bankrupt and fewer banks would now
barely survive. Thus, in purely financial terms tax cuts that take away
private sector rescurces to reduce government debt requirements make

little sense and increase risk in the financial system,

Very uncomfortabls bordens fall on the central bank. But 1life js not
fair as everyone knows. To run a central bank is to take on an awesome
responsibility for the course of inflation, interest rates, the value of

the currency and ultimately economic activity. We need in this society to
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leave little guestion that the aim is to return to fipmancial stability.
The only way to achieve this, having reduced inflation, is to reduce
inflation expectations: And the only way to do this is for the central
bank to reduce the growth of money and ultimately credit so that
inflation expectations will shrink. That in turn will bring abcut low
interest rates, maintain the value of the currency, raise equity values
to higher levels thus reducing the cost of capital implied by both lower
interest rates and higher equity wvalues. In such an environment there
would be an increased probability that we would return to pericds of
stronger and sustainable economic growth and away from the spasmedic
growth that the USA has experienced in the last fifteen years. This 1is
not a pleasant prescription, particularly since it would be nice to
suggest that the pain of the last few vears has insured scolution to all
our problem. And yet the pain itself is a justification to complete this
phase of the job. What the markets are saying, particularly the bond
market, is that there is a need to see more consistency in the conduct of
Federal Reserve Board policy if the risk premium and interest rates are

to come down.

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

210

The CHAIRMAN. Thank you, gentlemen. Your entire statements
will be included in the record.

PROPER PROCEDURE FOR MONETARY POLICY

Currently the Federal Reserve is now seeking to implement mon-
etary policy on a day-to-day basis by controlling net borrowed re-
serves. Do you believe this is an appropriate procedure for mone-
tary policy?

Mr. MEigs. No, the procedure of using borrowed reserves came
out of the 1920's. It'’s very unreliable. It gives the Federal Reserve
very little control over the rate of growth of money supply. It tends
to produce a procyclical change in the rate of growth of bank credit
and the money supply, just as would be the case if they were tar-
geting interest rates. If credit demands tend to rise, then banks
borrow more from the Federal Reserve and the Federal Reserve ac-
commodates. Then you have an increase in money growth at just
exactly the wrong time. I think this is a step backward. They
would be far better off, as I think Mr. Poole suggested, to focus on
total reserves not net borrowed reserves.

The CHAIRMAN. Your statement, Mr. Savin, argues that incon-
sistent changes in tax policies in recent years have contributed to
current risk premiums in interest rates. To what extent do you be-
lieve that inconsistent tax policies contribute to high interest
rates?

Mr. Meigs. I believe, too, that a fiscal policy should be very
stable long term and I agree changes in tax rates do generate much
uncertainty among business people, consumers, and investors.

So, it would be desirable, given a stable monetary policy, to set
fiscal policy by long run reasons. That is, decide how much of the
national income should be devoted to public purposes, Federal pur-
poses, stick to it and minimize changes in tax rates. They are not
useful in stabilizing the economy. They raise uncertainty and they
reduce incentives of people. Increases in taxes reduce incentives for
people to work, save, and invest. It’s as simple as that.

The CHAIRMAN. Mr. Savin, do you believe that financial markets
today are convinced that the Federal Reserve is committed to an
anti-inflationary policy?

Mr. Savin. Well, sir, it's always very presumptuous to speak for
the markets, but if I may, I think there are severe doubts about
that, and you see those doubts reflected in what people call the
real rate of interest. [ prefer myself not to use that formulation. I
prefer to speak about the high-risk premium. The risk premium is
the difference between that real interest rate and the nominal in-
terest rate. And we haven’t seen the risk premium that we now
have in many decades. So no, I don’t think the financial markets
are convinced.

The CHAIRMAN. Do you believe that Congress is largely responsi-
ble for that? We tend to gloss over, as I talked about with Dr. Poole
before, about Congress never including itself in these resolutions,
to demand stability in everything from the President and the Fed,
but never from us. We just go merrily along being irresponsible
without anybody condemning us very much.
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We also find that there is a constant demand for expansion of
the money supply. I can’t believe that after 10 years of sitting on
this committee, invariably some member of the committee and
others will jump on the bandwagon of pushing the so-called low in-
terest rate. But all we've got to do is demand that the Fed pump
more money out there. Despite all the charges, despite all the evi-
dence, despite all the inconsistencies of economists in other mat-
ters, there’s one area where they're pretty darn consistent in all
the ones I've listened around there, that expansion of the money
supply teo rapidly causes inflation and high interest rates.

My colleagues don’t want to do that, obviously, because it’s much
nicer to blame the Fed and blame a President, thiz one or any
other, for the failures of our fiscal policy.

CONGRESS IS RESPONSIBLE FOR UNCERTAINTY IN THE MARKETPLACE

Would you agree with me that Congress is responsible for a good
deal of the uncertainty in the marketplace?

Mr. SaviN. You know, sir, in institutions, we exist to be scape-
goats for each other. [Laughter.]

The CHAIRMAN. But who is Congress the scapegoat for? 1 see us
scaping.

Mr. Savin. You're obviously a scapegoat for everybody.

The CHaiRMAN. And when we have testimony, most witnesses
can come in and condemn everybody else, but because they're
facing a panel of Senators or Representatives on the other side,
they're very timid in being honest about us, being not just the
scapegoat, but the real cause of most of these problems.

Mr. Savin. It's simple what you have to do, isn’t it? It's very
hard in practice to do it, when you have to insist on a consistent
monetary policy too, you have to have a consistent tax policy, you
have to learn to tell special interests, no. The third thing you have
to do is, you have to try and hold down the growth rate of Govern-
ment expenditures.

The CrHairMaN. Tax policy and fiscal policy are set here; right.
No place else.

Mr. Savin. Absolutely.

The CHaIRMAN. Two of the three variables you're talking about
are set by us.

Mr. Savin. Yes, and you have to strive to do a better job.

The CaHAIRMAN. You're very kind. {Laughter.]

A better job—better than what?

Mr. SaviN. Than what has been done.

The CHairMAN. Anything would be an improvement, in this Sen-
ator’s opinion.

Senator Hecht, do you have questions you wish to ask?

Senator HECHT. Senator Garn, I'd like to pass, so I can hear the
next speaker.

The CHAIRMAN. Senator Humphrey.

Senator HumMpPHREY. With respect to one of the three elements
we're addressing, namely, monetary policy, the difficulty cited by
our witnesses, if I understood them, is that the financial markets
have little faith that we will not return to inflationary monetary
policy, either deliberately or indeliberately; is that correct?
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The point I'm trying to make in putting that question is, once
again, that monetary policy and all of the things that gather
around it that control interest rates and so on, are in the hands
and at the discretion of a few human beings set instead of deter-
mined by some other constraint, mechanical system or whatever. I
don’t know exactly what that alternative should be, but I'm trying
to find someone who will tell me what it should be, because I think
what we have is very poor.

Mr. SaviN. Whatever mechanical constraints you'd design, would
be designed by human beings, I'll remind you.

Senator HuMPHREY. Yes, but you can still instill discipline, if the
marketplace has a greater say in these matters, as opposed to ex-
clusive reliance on the judgment of human beings, a few human
beings, who are unaccountable, essentially, to anyone.

Mr. MEigs. I agree. You ought to have long-term monetary
policy. And the degree of discretion that the Federal Reserve uses
now is one of the great causes of market uncertainty. If pecple in
the market knew that the Federal Reserve was aiming at a par-
ticular rate of growth in the money supply, the market then could
adjust to all sorts of things. But if they think, well, today, they're
aiming at the money supply, next week it will be something else,
the week after that still something else, and every time something
happens to the market, they're going to do something, the market
is continuously in a fever of anxiety over what the Federal Reserve
is going to do next. That is the great cause of the risk premium
that he's talking about. And you, I think, in the Senate have the
respongibility, if the Federal Reserve gives you a set of monetary
targets, to see to it that they deliver.

FED NEEDS TO BE HELD ACCOUNTABLE

Myr. S8aviN. There have been about four major changes in Federal
Reserve Board policy in the last 4 years. [ don’t know if you people
have tried to ask them for rhyme or reason. There was one that
one of the members of the Board announced quite by chance this
spring in Chicago.

And you know, that'’s the whole thing.

Senator HumpHREY. The difficulty is that we have no means of
holding them accountable, have we?

Mr. Meigs. The Federal Reserve Act was written by the Con-
gress. The Federal Reserve Act can be amended, if you see reason
to change the system. In effect, I think that’s one of the great fears
that the Federal Reserve has, which is one of the reasons they like
to be as little accountable as possible.

Senator HuMPHREY. My view is that we have to make some re-
forms. The system we have now is not working; it has no stability;
it changes from year to year. We try and they try one method one
year and another method another year. They bounce off one wall,
and then in reaction, they bounce off another wall. It's incredible.
It would be funny, if it weren't so tragic, if it didn’t have such
tragic consequences for every citizen of our country.

Mr. MEigs. And the world.

.l.c‘iegator Humpurey. If you were us, what would you do, specifi-
cally?
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Mr. MEigs. One suggestion was made at the beginning. In 1981,
the program that the new administration proposed included a pro-
vigion that the Federal Reserve reduce the growth rate of the
money stock on a preannounced track and gradually, over a period
of 4 and 5 years. But that was not the policy that the Federal Re-
serve delivered, and as far as I know, the Federal Reserve never
accepted that as a policy instruction. It preferred to go year-to-
year, or month-to-month, or day-to-day in its policy.

Senator HumpHrEY. Mr. Savin, did you think that changes were
needed in the Federal Reserve Act to address the other problems
that you've cited here?

Mr. Savin. Clearly.

Senator HumpHrEY. What changes would you recommend?

Mr. SaviN. I think that we have to first of all separate what the
Fed is from what the Fed is not and what the Fed cannot do. The
Fed's prime targets are reserves. The secondary targets are the
money targets, and ultimately what happens in the business cycle.
And what we should do now is focus on the primary targets, set
them by legislation and simplify things.

Senator HumpHrREY. S0 you would change the act to strive
toward consistency and clear goals?

Mr. Savin. Oh, yes.

Senator HumpHrEY. You're satisfied that the Federal Reserve
System would pay out money?

Mr. SAVIN. Sure; absolutely. I don’t see fiat money as a problem
per se. You know, pecple forget that even under the gold standard,
we had inflation, deflation, and cycles. Again, you have the human
restraint. That's something you always have to deal with. You have
the human problem that we talked about.

Senator HumpageY, That’s precisely the problem. It's in the
hands of human beings, & small number of human beings. It just
seems as though there’s got to be a better way, but failing funda-
mental changes, I certainly agree with what you said we need to
make changes in the Federal Reserve Act to clarify goals and
assure consistency.

Is there any legislation of which you are aware that would do
that?

Mr. SAviN. | am sure that the Senate and House have got several
bills on Federal Reserve Board policies, one aspect of it or the
other, but I don't know whether they are specifically the same with
regard to simpiifying the job.

nator HuMpHREY. I wonder if the chairman knows of any such
legislation or if he’s been following our discussion here,

The CHAIRMAN. I have been following your discussion. The dis-
cuseion has been going on for many years in various forms over
what to do with the Fed to make them perform. I know of no legis-
lation that can accomplish that. We've had lots of different sugges-
tions. I don't know a year that we haven’t had bills to make the
term of the Chairman coterminus with that of the Pregident, put a
farmer or a small businessman, and all of that, require various
things. I personally do not know of any legislation that can accom-
plish that. I think we're kidding ourselves if we think we can legis-
late the kind of decisionmaking that goes on in the process of
trying to make monetary decigions, plus I'm also not much of a
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monetarist. You haven’t been on the committee long, but you know
my bias against deficits in the fiscal policy. And I'll just make one
more comment,

In years when we had stable fiscal policy with reasonable ex-
pendifure rates and tax policies, nobody in this country knew the
Fed existed. It was practically nonexistent. It wasn’t in the press.
The Chairman of the Federal Reserve Board was not called the
second most powerful man in the country. And it was a relatively
easy job.

The Fed has been forced into the forefront, in my opinion, by the
irresponsible fiscal policy of the Congress. And I don't care who
you make Chairman of the Fed or how long his term is, or what
you do to him, as long as Congress sends him $200 billion deficits,
it iz one heck of a tough job and no legislation can change that.

Senator HumMpHREY. | agree with the chairman; he doesn’t have
to make a speech. [Laughter.]

Fiscal policy is grossly irresponsible, but that's not what we’re
discussing here today. In the confines, or within the constraints of
the mess the Congress is making, the Federal Reserve has to oper-
ate, and I think it has been doing pretty poorly, even given those
outside external problems.

CONGRESS IS SCAPEGOAT FOR THE FED

Mr. SaviN. May I interrupt you, sir, to say that you have become
their scapegoat. The fact is, also, there are countries which have
financial stability, which have had for many years much larger
budgetary deficits than we have, and indeed, the reason why we
never heard about the Fed in the 195(0’s—1 think that was the
period to which you make reference——

The CHAIRMAN. And the 1960°s,

Mr. SaviN. And the early 1960’s. We started hearing about them
in the mid-196(0’'s—is that we had a stable financial system which
has bequeathed us with low-interest rates, nonexistent risk premi-
ums, and there was no need. As [ said, in those days, the Fed con-
trolled the market by manipulating Fed funds. You knew what the
specific content of that information was. You have to change the
game.

Senator HuMpHREY. I think we have to remove the human ele-
ment as much as possible. The question is, how to do that. The fi-
nancial markets are going to be nervous, as long as the human ele-
ment is largely controlling it, it seems to me.

Mr. Savin. With respect, Mr. Senator, you cannot remove the
human element. The human element is the center of the circle.

Senator HuMPHREY. Not entirely, but of course we're dealing in
human matters. The center of economic matters. It's all about
human behavior. But in case of control of the money supply, it's
entirely in the hands of a few human beings who are accountable
to no one, and who have no accurate tools with which to work.

Mr. Savin. If you would say, sir, if you want to reduce their
scope of government, I would agree with you, and all you'd have to
do is lower the target and reduce the targets. Because if you have a
target like 4 to 8 percent, and you say, “Well, if we look out next
year, we'll probably reduce it in 1985,” you're setting the stage for
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an inflation accident. We can call it an accident, of 4 percent more
inflation. So if we don’t know if the inflaticn is going to be 3, 8, or
10 percent, just in terms of self-protection, we’ll discount 10.

Senator HuMpHREY. If somehow by legislation or otherwise you
could persuade the Federal Reserve to focus on one specific growth
figure, 4 percent or whatever it would be, have they the means of
doing that for us with the imperfect tools they work with?

Dr. MEeigs. They have all the tools. They've had the tools. You
gave them the power to extend reserve requirements to many,
many more financial institutions. The tools are in their hands. The
question is how they use them,

1 would say ask them to set one monetary target. It really
doesn’t matter so much which one they set, just so there’s one of
them and they behave consistently thereafier and deliver what
they say they're going to do.

Senator Humpurey. With all the lags, how could they hue that
closely to it?

Dr. Meigs. That's a good point. With all the lags, discretionary
policy becomes very risky. They tend to act on the pressure of
what's happening today as though they can affect everything today
when we know what they do today may affect prices 2 years later.

If they were keeping that in mind they would be doing much less
changing of policy from week to week and month to month. They
wouldn’t need to. The economy could adjust to that in expectations
and the markets would become more stable, as 1 would argue for
the Japanese example. It's a very good example. Other countries
can do it and are doing it. So, why can’t we do it?

Senator HuMPHEEY. It beats me.

The CHammaN., Because we have too much politics involved.
That’s why.

Gentlemen, thank you very much. We appreciate your testimony.

Next we would like to call Beryl Sprinkel, Under Secretary for
Monetary Affairs of the U.S. Department of the Treasury.

I might just say for those who are interested, that is not a vote.
1t looks like one, but apparently we have a burned out light.

Mr. Secretary, if you'd like to proceed.

STATEMENT OF BERYL SPRINKEL, UNDER SECRETARY FOR
MONETARY AFFAIRS, U.S. DEPARTMENT OF THE TREASURY

Mr. SprinkeL. Thank you, Senator Garn and the other distin-
guished members of the committee. It's a pleasure to be here again
to discuss with you the administration’s view on monetary policy.

This adminigtration came to office in 1981 with the conviction
that inflation was a major obatacle to sustained economic prosperi-
ty and growth. An important part of President Reagan’s economic
program was, therefore, the recommendation that money growth
be gradually decelerated to a noninflationary pace. This recommen-
dation was based on the belief that a process of continued inflation
can persist only when accommodated by excessive monetary expan-
sion.
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DELETERIOUS ECONOMIC EFFECTS OF INFLATION

By the late 1970’s evidence of the deleterious economic effects of
inflation was plentiful: Soaring interest rates, highly unstable fi-
nancial markets, a precipitous decline in the international value of
the dollar, speculative activity in commodity and real estate mar-
kets, a secularly rising unemployment rate and an erosion in the
ability of U.S. industry to compete internationally.

The experience of a decade and a half of accelerating inflation
had radically altered the behavior and expectations of the Ameri-
can public. In general, productive activity became less profitable
than speculative activities or those designed to beat inflation. The
uncertainty generated by rapid inflation made more difficult all
types of economic decisionmaking—from the household decision of
whether to buy a household appliance to a corporate decision of
whether to expand capital spending.

After several short-lived attempts to restrain money growth and
control inflation in the 1970’s, by the end of the decade the prob-
lem of inflation was viewed by many—including many econo-
mists—as inherent and intractable. In contrast the past 3 years
have brought progress on inflation that is truly remarkable. Since
it reached its peak in mid-1980 we have seen the largest decline in
CPI inflation in more than three decades. Even those of us who
were totally committed in 1981 to the view that inflation could and
would be brought under control, would not have dared to be so op-
timistic.

The experience of the past 3% years has demonstrated inflation
i not a disease that modern industrialized nations must accept. In-
flation is not imposed upon us by uncontrollable forces. Sustained
inflation is largely a monetary phenomenon. It can be controlled
when monetary discipline is pursued. This is an important lesson
for us all. For Government officials, Members of Congress, and
voters in general. Only by learning from this experience can we
permanently avoid repeating the policy mistakes of the past.

There is no reason why progress on inflation cannot be extended
and inflation ultimately be brought to zero. Price stability does not
mean there would be no changes in the prices of specific goods and
services. Changes in individual prices are the essence of the market
system at work. Despite inevitable—and desirable—changes in spe-
cific prices, some of us are old encugh to remember when the gen-
eral price level was basically stable from year to year. That was
the period you were referring to a few moments ago, Senator Garn.

At the current time there is an enormous divergence of opinion
among experts about the future course of inflation. At one ex-
treme, some analysts foresee continued low rates of inflation, some
have even suggested actual deflation. At the other extreme some
analysts are predicting a significant reacceleration of inflation by
the end of this year.

Some analysts believe that variables such as gold and other com-
modity prices are good leading indicators of inflation; so far, these
variables have shown no convincing signals of rising future infla-
tion. In addition, wage pressures appear to be moderate and pro-
ductivity is rising. It has been argued that these developments
should allay our concerns about inflation. The problem with this
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analysis is that these leading indicators of inflation have in the
past sometimes given misleading signals—failing to foreshadow
rising inflation or signaling a change 1n inflation that never mate-
rialized. Thus, such predictors of inflation, unfortunately, are not
infallible. .

The more pessimistic views of future inflation are usually based
on the historical money-price relation as depicted in chart 1 of my
testimony. Given the close relation in the past between money
growth and inflation, money growth over the past 2 years raises se-
rious concerns about the outlook for inflation. With the trend well
above the rates of money growth associated with the acceleration
of inflation in the mid-1970's, M1 growth, based on historical pat-
terns, is giving off ominous signals for future inflation.

The regulatory changes instituted in late 1982 and early 1983
created uncertainty about the meaning of behavior of the monetary
aggregates, especially in the shorter run. That uncertainty leads
some analysts to doubt the forecasts of inflation based on money
growth rates that encompass that period of time. Some analysts, in-
clude myself, incidentally.

The uncertainty about the effects of financial deregulation can
be summarized by cbserving the behavior of velocity over this
period of time. Velocity is the relationship between nominal GNP
and the money supply; it is a summary description of the public’s

behavior with respect to total spending [GNP] and the money

supply. Since the deregulatory changes in 1982-83 autharized
transaction accounts that pay a market rate of interest, it is plausi-
ble that the public is now holding larger money balances for a
given amount of spending. This would have the effect of suppress-
ing velocity.

Chart 2 shows the historical behavior of velocity. As can be seen
in the chart, it is not unusual for velocity to decline during a reces-
sion as increased uncertainty and lower interest rates typically
induce the public to hold more cash balances. As money balances
rise relative to spending, velocity falls.

DECLINE IN INFLATION CAUBES VELOCITY TO FALL

In addition, the decline in inflation and/or inflationary expecta-
tions would be expected to cause velocity to fall as the public is
willing to hold larger cash balances. Thus the decline in velocity in
1981 and 1982 may not have been atypical. As can be seen in chart
2, however, velocity did not rebound in 1983 as the economy recov-
ered as has been its historical pattern. This has led some analysts
to conclude that the regulatory changes in 1982-33 have had a per-
manent effect on the behavior of velocity.

If so, it's reasonable to infer that the rapid money growth of
1982-83 will not have the inflationary impact that one would
expect, based on historical experience; it is then logical to conclude
that the outlook for inflation is less ominous. However, if one be-
Yieves that despite financial innovation, the velocity relationship
remains basically intact and that velocity will return to its histort-
cal level and growth path, then one must conclude that money
growth over the past 2 years will result in a gignificant rise in in-
flation by the end of this year.
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This is not the only source of uncertainty about future inflation,
but it is an important one. That uncertainty is not without conse-
quence. As President Reagan has stated on several occasions, the
uncertainty about future inflation is a major factor in keeping in-
terest rates high, relative to the current rate of inflation.

Despite the uncertainty about the behavior of M1 over the past 2
years, it does not appear that a serious reacceleration of inflaticn is
on the horizon, provided that monetary policy is sound and nonin-
flationary in the future. The bulge in money growth from mid-1982
to mid-1983 is behind us. If, nonetheless, the result is a surge in
inflation, there is now nothing that can be done about it beyond
adhering to a noninflation monetary policy, designed to limit
and contain the inflationary threat.

Beginning in mid-1983 the Federal Reserve Board decelerated
money growith from the rapid rates of the preceding year. At that
time the administration agreed completely that money growth had
to be decelerated; our concern was that the deceleration be a grad-
ual one, in order to avoid aborting the recovery or causing another
economic downturn. The Federal Reserve did an excellent job of
achieving that goal. In the past year, M1 growth has averaged a
more modest 6.8 percent; during the first half of 1984, M1 growth
has been extremely well behaved, remaining generally in the upper
half of the Federal Reserve’s target growth range.

In the last three or four quarters, velocity appears to be parallel-
ing its historical trend, but along a lower path. While a few guar-
ters’ observations are not sufficient from which to confidently draw
inferences, it is possible that this will turn out to be the ultimate
result of recent deregulations: A one-time shift in the level of veloc-
ity, after which it wiall continue to follow a growth path parallel to
the growth path projected from historical patterns. If so, the 1982~
83 bulge in money growth can be viewed ag an offset to the shift in
vggc;gy and no further adjustment of money growth targets is
n .

It is stiil too early to know whether or not regulatory changes
have permanently altered the fundamental relationship between
money growth and GNP, The policy dilemma is, of course, that by
the time there is sufficient information on public behavior avail-
able to infer a statistically sound answer to the question, it will be
too late to design and implement the appropriate policy actions.

In the interim, the most prudent course is to pursue a policy of
money growth that subjects the economy neither to the danger of a
monetary restriction nor to any additional risks of accelerating in-
flation. This implies a moderate rate of money growth that implic-
itly assumes velocity growth in the range of historical experience.

The target growth range for M1 tentatively set by the Federal
Reserve for 1985 is prudent and consistent with this risk minimiz-
ing view of future velocity behavior. Chairman Volcker has indicat-
ed that in the future the FOMC will be giving roughly equal treat-
ment to the various monetary aggregates in the implementation of
monetary policy. This decision as well as the narrowing of the M1
target range and the 4 to 7 percent range itself, all imply that the
Federal Reserve expects M1 velocity to behave more typically,
based on historical experience. If this is the case, there is compel-
ling historical evidence to recommend that M1 be the primary
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target of Federal Reserve policymaking. Among the various mone-
tary aggregates, M1 historically has been the most reliable indica-
tor of real economic activity in the short run and inflation in the
long run. (

The downward adjustment of the 1985 target ranges for M1 and
M2 are, I believe, appropriate to our long-run goal of gradually de-
celerating money growth to a rate consistent with price stability.

PRICE SBTABILITY IS GOVERNMENT'S ECONOMIC FUNCTION

Thus, the administration agrees with and supports the target
money growth ranges announced by Chairman Volcker last week. I
take money growth targets very seriously; I hold this conviction for
several reasons. First, I believe that providing basic price stability
is among the most important economic functions of the Govern-
ment and the function of a central bank. Whatever else Govern-
ment may decide to do in the areas of redirecting resources or re-
distributing income, our efforts to promote economic expansion and
stability are likely to be thwarted if basic price stability is not pro-
vided.

Whatever the problems that may arise with monetary control
that can cause some to lose faith in the exercise, a monetary policy
that focuses on reasonably close control of the monetary aggregates
remains—like democracy—far superior to the alternatives. While
the relationships between money and economic activity and money
and inflation are by no means precise ones, they are more reliable
than other relations, such as that between interest rates and eco-
nomic activity, that are freguently suggested or employed as a
guide to monetary policy.

Second, effective money growth targets convey to the public in
general-—and specifically to the financial markets, business, and in-
vestment planners—the intentions of the central bank with respect
to futare inflation. Preannounced money growth targets that are
congistently met become a meaningful policy statement on which
the business and investment communities can rely; predictable and
prudent monetary trends minimize the uncertainty about future
economic performance and inflation and provide a more stable eco-
nomic and financial background in which savers and investors can
more confidently plan and commit funds.

The value of money growth target—in imposing discipline and
acting as a messenger of the Fed’s intentions—is greatly dimin-
ished if targets are frequently not achieved or if they are changed
at will. It is in this context of the overall usefulness of money
growth targets that we urge the Federal Reserve to achieve the tar-
gets they have set. In addition, I urge that the Congress, as the
branch of Government to which the Federal Reserve is ultimately
respongible and accountable, join in that admonition.

While the Federal Reserve has been very successful in control-
ling money growth so far this year, the policymaking procedures of
the Federal Reserve, in my view, contain inherent policy risks. The
current policy approach of the Federal Reserve appears to be fo-
cused almost exclusively on targeting emerging real economic ac-
tivity. The financial markets are completely aware of this. It is for
this reason that announcements of economic statistics that imply
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continued economic expansion often cause interest rates to rise, as
market participants expect the Fed to react by “tightening” mone-
tary policy; in this way, “good” economic news becomes “bad”
news, at least in the financial markets. It is particularly ironic that
the Fed has sent this message to the financial markets during a
period when money growth—the Fed’s ultimate responsibility—has
been quite well-behaved.

A policy of tailoring monetary growth to contemporaneous real
economic developments implies significant potential dangers to the
economy. Such a policy approach presumes that the Federal Re-
serve can foresee all the potential economic and political shocks to
the economy, accurately predict their impact, and take offsetting
policy actions in a timely fashion. That is a near-impossible task. A
policy of targeting real economic growth subjects the economy to
the rigks of considerable destabilization as economic developments
emerge that are unanticipated or inaccurately forecasted.

Since late 1982, the day-to-day operating procedures of the Feder-
al Reserve have been designed to provide a prescribed degree of re-
straint or ease in money market conditions and bank reserve posi-
tions. This is functionally equivalent to a policy of targeting the
Flfdeg%lofunds rate which was the Fed's operating procedure during
the 1970°s.

For periods of time, appropriate money growth may be generated
by the Fed’s practice of targeting money market conditions. This
may occur either when market interest rates are well-behaved, or
when there are no unforeseen movements in interest rates, or if
the Fed is exceptionally good or even lucky at judging interest rate
movements and their meaning for money growth. Under such a
contro) procedure, monhey growth is not a variable that is deliber-
ately controlled by policy actions, as it could be. Rather, money
growth is a byproduct of the relation between market interest
rates—which move frequently in response to a multitude of eco-
nomic and political factors—and a Federal funds rate target that
the Federal Reserve moves only infreqguently and typically only
with a delay.

If money growth is to be consistently well-controlled, the Federal
Reserve, the administration, and the Congress must be willing to
let interest rates move as market forces dictate. By allowing
market forces to determine interest rates, the Federal Reserve
could focus its day-to-day operations on controlling bank reserves
or the monetary base, the growth of which ultimately determines
money growth. The result would be a more stable and predictable
pattern of monetary expansion.

The alternative—monetary instability—imposes important costs
on the economy. Because of the close association between changes
in money growth and real economic activity, volatile money growth
induces similar fluctuations in the economy. In addition, each
swing in money growth generates uncertainty about gconomic per-
formance: on the upside, it renews fears about inflation; on the
downside, it generates concerns about an econemic downturn, That
uncertainty adds a risk premium to the level of interest rates.
More predictable and stable money growth would minimize the
policy-induced fluctuations in the real economy, help reduce uncer-
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tainty, and consequently hasten the downward adjustment of infla-
tion expectations and therefore interest rates,

In conclusion, institutional changes during late 1982 and early
1983 generated some atypical uncertainty about the meaning of
money growth over that period. From a policymaking standpoint,
those uncertainties appear to be behind us, even though the impli-
cations for future inflation may remain uncertain. The uncertainty
about the inflation outlook is not inconsequential. Plainly stated, it
causes interest rates to be higher than they otherwise would be.

I know of no reasonable or prudent way to quell the fears about
future inflation other than adhering to a preannounced noninfla-
tionary path of money growth. Any alternative path of money
growth implies serious risks to the economy. It is possible that in-
flation will rise in response to the accelerated growth during the
last 2 years. There is little that can now be done about that, except
pursuing a policy that limits any potential rise in inflation; at-
tempts to abruptly reverse that bulge in money growth would cer-
tainly risk a monetary restriction of the economy. Alternatively, ig-
noring the potential for an increase in inflation would be equally
irresponsible; we have come too far in reducing inflation, at too
great a cost, to risk squandering that progress.

QOur best chance of both protecting our gains toward price stabili-
ty and avoiding any monetary restriction of the economy is for the
Federal Reserve to provide moderate money growth. The target
ranges announced last week by Chairman Volcker imply that this
ig the intended policy of the Federal Regerve, The administration
supports this stated policy and strongly recommends that the Fed-
eral Reserve take the policy actions needed to assure these results.
Thank you, Mr. Chairman.

[The complete statement follows:]
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Senator Garn, Senatar Froxmire, distinguished Members of
the Committee, it is a pleasure to be here again to discuss
with you the Administration’s views on monetary policy.

This 2dministration came to coffice in 1981 with the
conviction that inflation was a major obstacle to sustained
econtomic prosperity and growth., An important part of President
Reagan's economic program was therefore the recommendation that
money growth be gradually decelerated to a noninflaticnary
pace. This recommerndation was based on the belief that a process
of continued inflation -- as distinct from an increase in the
price of One good relative to others -~ can persist only when
accommedated by excessive monetary expansion.

By the late 1970's, evidence of the deletericus economic
effects of inflation was plentiful: soaring intevest rates,
highly unstable financial markets, a precipitous declipe in the
international value of the deollar, speculative activity in
commodity and real estate markets, a secularly rising unemploy-
ment rate, and an erosicn in the ability of D.S. industry to
compete internationally. The experience of a decade and a
half of acecelerating inflaticn had radically altered the behavior
and expectations of the Americanh public. As savers, we had
learned that there was little point in abstaining from current
consumption so that inflation could reduce the real purchasing
power of accumulated funds. As workers, we learned the need
te demand ever-rising wage rates, as inflation eroded the real
value of income earned and bracket creep imposed higher and
higher tax rates on incomes, that in many cases, were declining
in real terms. As lenders, the uncertainty about rising infiation
made us increasingly reluctant to commit funds on a longterm
basis, Preofits declined as producers were faced with rising
costs, declining productivity, and intensified iaterrational
competition., 1In general, productive activity became less
profitable than speculative activities or those designed to
"beat® inflation, The uncertainty generated by rapid inflation
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made more difficult all types of economic decision-making —-
from the household decision of whether to buy a househaold
appliance to a corporate decision of whether to expand capital
spending.

hfter several short-lived attempts to restrain money growth
and control inflation in the 1970's, by the end ¢f the decade
the problem of inflation was viewed by many —- including many
economists ~-~ as inherent and intractable. 1In contrast, the
past three years have brought progress on inflation that is
truly remarkable. Since it reached its peak in mid-1980, we
have seen the largest decline in CPI inflation in more than
three decades, Except for a fleeting period just after price
contrels were in effect, recent annual rates of inflation have
not been experienced in the U.S. since the early 1960's. Even
those of us whe were totally committed in 1981 to the view that
inflation could and would be brought under control, would not
have dared to be so optimistic.

The experience of the past three and a half years has
demonstrated inflation is not a disease that modern, industrial-
ized nations must accept. Inflation is not imposed upen on us
by uncontrollable forces. Sustained inflation is largely a
mone tary phenomencn; it can be controlled when monetary disci-
pline is pursued. This is an important lesson for us all --
for govermment offigials, Members of {ongress, and vcters in
general. Only by learning from this experience can we permanently
avoid repeating the policy mistakes of the past.

There is no reason why progress on inflation cannot be
extended and inflation ultimately be brought to zerc., Price
stability does not mean there would be no changes in the prices
of gpecific goods and services, Changes in individual prices
are the essence of the market system at work; it is through
increases or decreases in relative prices that shortages or
excess supply conditions are rescolved by the market. Attempts
to suppress or Subvert changes in relative prices prevent the
market system from functioning as it should; invariably they
only prolong the market imbalance, and ultimately distort the
allocation of economic resources. Despite inevitable -- ang
desirable —- changes in specific prices, some of us are old
encugh to rememper when the general price level was basically
stable from year-to-year.

The Outlook for Inflation

At the current time there is an enormous divergence of
opinion among experts about the future course of inflation. At
one extreme, some analysts foresee continued low rates of
inflation, some have even suggested actual deflation. At the
other extreme, some analysts are predicting a significant
reacceleration of inflation by the end of this year.
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Some analysts believe that variables, such as gold and other
commodity prices, are good leading indicators of inflation; so
far, these variables have shown no convincing signals of rising
future inflation. In addition, wage pressures appear to he
moderate and productivity is rising. It has been argued that
these developments should allay cur concerns about inflation.
The problem with this analysis is that these leading indicators
of inflation have in the past sometimes given misleading signals
-- failing to foreshadow rising inflation or signalling a change
in inflation that never materialized. Thus, such predictors of
inflation are not infallible.

The more pessimistic views of future inflation are usually
based on the historical money-price relation as depicted in
Chart 1. Historically, inflation has been closely related to
the long-term, trend rate of Ml growth. The effect of money
growth on inflation occurs with a lag, typically estimated to
be 1-1/2 to 2 years. Chart 1 illustrates the annual rate of
change in M1 and the GNP deflator, plotted so that money growth
lags inflation by two years.

Given the close relation in the past between mohey growth
and inflation, money growth over the past two years raises
serious concerns apont the outlook for inflation. For the two
years ending in June, Ml growth averaged nearly 10%. Uptil
very recently the two-year rate of money growth was higher than
at any time in the post-World War II period. With the trend
well above the rates of money growth associated with the
acceleration of inflation in the 1970's, Mi growth, based on
historical patterns, is giving off ominous signals for future
inflation.

The regulatory changes instituted in late 1982 and early
1983 created uncertainty about the meaning of behavior of the
monetary aggregates, That uncertainty leads some analysts to
doubt the forecasts of inflation based on money growth rates
that encompass that pericd of time.

The Behavior of Velocity

The uncertainty about the effects of financial deregulation
can be summarized by observing the behavior of velocity over
this period of time. Velccity is the relationship between
nominal GNP and the money supply; it is a summary description
of the public’'s behavior with respect to total spending (GHNP)
and the money supply. Since the deregulatory changés in 1982-83%
authorized transactions accounts that pay a market rate of
interest, it is plausible that the public is now holding larger
money balances for a given amount of spending. This would have
the effect of suppressing velocity.

Chart 2 shows the historical behavior of velocity: the
Solid line is the actual level of velocity and the dotted line
is a trend line statistically estimated from the historical
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growth of velocity. As can be seen in the chart, it is not
unusual for velocity to decline during a recession as increased
yncertainty and lower interest rates typically induce the public
to hold more cash balances:; as money balances rise relative to
spending, velocity falls, 1In addition, a decline in inflation
and/or inflationary expectations would be expected to cause
velocity to fall as the public is willing to hold larger cash
balances. Thus the decline in velocity in 1981 and 1982 may not
have been atypical; it may be attributable to the normal cyclical
downturn, reinforced by the sgignificant drep in inflation. As
can be seen in Chart 2, however, welocity did not rebound in
1983 as the economy recovered, as has been its historical
pattern. This has led some analysts to conclude that the
regulatory changes in 1982-83 have had a permanent affect on

the behavior of velocity,

If one believes that financial deregulation has caused
either a one-time shift, or a2 permanent change, in the historical,
behavioral relation between money growth and aggregate spending
(velocity), it is reasonable to infer that the rapid money
growth of 1982-83 will not have the inflationary impact that
one would expect, based on historical experience; it is then
logical to conclude that the outlook feor inflation is less
ominous. However, if one believes that despite financial
innovation, the velocity relationship rewmains basically intact
and that velocity will return to its historical level and growth
path, then one must conclude that money growth over the past
two years will result in a significant rise in inflation by the
end of this year.

This is not the only scurce of uncertainty about future
inflation, but it is an important one. That uncertainty is not
without consequence. As President Reagan has stated on several
occasions, the uncertainty about future inflation is a major
factor in keeping interest rates high, relative to the current
rate of inflation.

Implications for Monetary Policy

Despite the uncertainty about the behavior of M1l over the
past two years, it does not appear that a serious reacceleration
of inflation is on the horizon, provided that monetary policy
is sound and noninflationary in the future. The bulge in
money growth from mid-1982 to mid-1983 is behind us, If,
nonetheless, the result is a surge in inflation, there is now
nothing that can be done about it beyond adhering to a
noninflationary monetary policy designed to limit and contain
the inflationary threat. '

Beginning in mid=1983, the Federal Reserve decelerated
money growth from the rapid rates of the preceding year; in the
last two quarters of 1983, M1l growth averaged 7.3%. At that
time the Administration agreed completely that money growth had
to be decelerated; our concern was that the deceleration be a
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gradual one, in order to avcid aporting the recovery or causing
another economic downturn, The Federal Reserve did an excellent
job of achieving that goal. In the past year M1l growth has averaged
a more modest 6.8%; during the f£irst half of 1984, Ml growth

has been extremely well-behaved, remaining generally in the

upper half of the Federal Reserve's target growth range.

In the last three or four quarters, the behavior of velocity
has become more typical, based on historical experience. As
can be seen in Chart 2, wvelocity appears to be paralleling its
historical trend, but aleng a lower path. While a few quarters?
observations are not sufficient from which to confidently draw
inferences, it is possible that this will turn out to be the
ultimate result of recent deregulations: a one-time shift in
the level of veloecity, after which it will continue to follow a
growth path parallel to the growth path projected from historical
patterns. If so, the 1982/1983 bulge in money growth can be
viewed as an offset to the shift in veloecity and no further
ad justment of money growth targets is needed. That judgment
wonld also imply that there was no need for the Federal Reserve
to reverse the syrge in monrey growth from mid-1982 to mid-1983
by a severe restriction of money growth.

While the uncertainties about velocity behavior that have
arisen recently are troublesome, uncertainty is inherent in the
process Of monetary policymaking, especially during a period of
institutional change. It is the challenge of policymakers, in
the face of uncertainty, to pursue policies that minimize the
associated risks tc econcmic performance. This can be demonstrated
by considering more extreme judgments about the future behavior
of velocity and the implications for the economy of basing
policy actions on them.

It could be argued that the decline in velacity in 1981-83
was temporary, that velocity will recover as it has in the
past, and return to its previous level and follow its historical
growth path. This assumption implies the need to restrict
money growth immediately in corder to minimize or prevent a
major resurgence of inflation. The risk of taking that policy
action, however, is that if that judgment about velocity behavier
turns out to be incorrect, a monetary restriction of the economy
is likely. Thue the risk associated with this policy option is
a monetary-induced slowdeown or recession in economic activity.

At the cother extreme, one could argue that velocity growth
has been permanently affected and that it will in the future
grow more slowly than its 3% historical trend. TIf so, the
policy implication is to accelerate money growth in order to
provide encugh liguidity to support economic activity. The
economic risk associated with this policy is that, if the
judgement on velocity is incorrect and velocity grows at or
near its historical growth rate, the acceleration of money
growth will be inflationary.
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Clearly neither of these options represents a risk-minimiz-

ing approach to monstary pollcy. It is still teo early to

know whether or not regulatory changes have permanently altered
the fundamental relationship between money growth and GNP.

The policy dilemma is, of ccurse, that by the time there is
sufficient information on public behavior available to infer a
statistically sound answer to the guestion, it will be too

late to design and implement the appropriate policy actions,

In the interim, the most prudent course is to pursue a
policy of money growth that subjects the economy neither to the
danger of a monetary restriction nor to any additicnal risk of
accelerating inflation. This implies a moderate rate of meney
growth that implicitly assumes velocity growth in the range of
historical experience.

The target growth range for M1l tentatively set by the
Federal Reserve for 1983 is prudent and consistent with this
risk-minimizing view of future velocity behavior. Chairman
Volcker has indicated that in the future the FOMC will be giving
roughly equal weight to the various wonetary aggregates in the
implementation of monetary policy. This decision, as well as
the narrowing of the M1 target range and the 4-7% range itself,
all imply that the Federal Reserve expects Ml velocity to behave
more typically, based on historical experience. If this is the
case, there is compelling historical evidence to recommend that
M1l be the primary target of Federal Reserve policymaking.
mamong the various monetary aggregates, M1 has historically been
the most reliable indicator of real ecocnomic activity in the
short run ang inflatien in the long run.

The downward adjustments in the 1985 target ranges for Ml
and M2 are, I believe, appropriate to our long-run goal of
gradually decelerating money growth to a rate consistent with
price stability. Thus, the Administration agrees with, and
supports, the tarvgebt money growth ranges announced by Chairman
Volcker last week. We urge, as we have consistently in the
past, that the Federal Reserve adopt the policy actions needed
to achieve those target ranges.

The Importance of Money Growth Targets

I take mconey growth targets very seriously; I hold this
conviction for several reasons. First, I believe that providing
basic price stability is among the most important economic
functions of the government and the function of a central bank.
Whatever else government may declide to do in the areas of
redirecting resources or redistributing income, cur efforts to
promcte economic expansion and stability are likely to be
thwarted if basic price stability is neot provided. Wwhile price
stability wil) not preclude economic problems and disruptions,
the environment of economic growth, lower interest rates and
expanding job opportunities that we all seek will not likely he
sustained, in the absence of reasonable price stability.
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Whatever the problems that may arise with monetary control
that cause some to lose faith in the exercise, a monetary policy
that focuses on reasonably c¢lose contral of the monetary
aggregates remains far superior, in my view, to the alternatives.
While the relationships between money and economic activity
and money and inflation are by no means precise ones, they are
more reliable than other relations, such as that between interest
rates and economic ackivity, that are frequently suggested or
employed as a guide to monetary pelicy. Given the close histori-
cal relation between money growth and inflation, I bkelieve
that control of the monetary aggregates, prudently executed,
provides the monetary discipline that is a prereguisite for
long-run price stability.

Second, effective money growth targets convey to the public
in general ~— and specifically to the financial markets and
business and investment planhers —- the intentions of the
central bank with respect to future inflation, Preannounced
money growth targets that are consistently met become a meaningful
policy statement on which the business and investment communities
can rely; predictable and prudent monetary trends minimize the
ancertainty about future economic performance and inflation and
provide a more stable economic and financial background in
which savers and investors can more confidently plan and commit
funds.

The value of money growth targets -- in imposing discipline
and acting as a messenger of the Fed's intentions -- is greatly
diminished if targets are frequently not achieved or if they
are changed at will. Monetary targeting can be an important
device for prometing credibility and reducing uncertainty, but
it cannot serve that function if we consistently excuse errors
and redefine the targets. It is in this context of the overall
usefulness of money growth targets that we urge the Federal
Reserve to achieve the targets they have set., In addition, I
urge that the Congress, as the bhranch of Government to which
the ¥Federal Reserve is ultimately responsible and accountable,
jein in that admonition.

Concerns for the Future

While the Federal Reserve has been very successful in
controlling money growth so far this year, the policymaking
procedures at the Federal Reserve, in my view, contain inherent
pelicy risks. While thelr procedures may be successful for a
period of time -- as they have been recently -- they are likely
oyei time to needlessly expose the economy to policy-related
risks.

The current policy approach of the Federal Reserve appears
to be focused almost exclusively on targeting emerging real
ecohomic activity. The financial markets are completely aware
of this., 1t is for this reason that anncuncements of economic
statistics that imply continued economic expansion often cause
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interest rates to rise, as market participants expect the Fed
to react by *tightening” monetary policy; in this way, “good"
economic news becomes "bad" news. It is particularly ironic
that the Fed has sent this message to the financial markets
during a period when money growth =~ the Ped's ultimate
responsibility -- has been quite well-behaved.

A policy of tailoring monetary pelicy to contemporaneous
real economic developments implies significant potential dangers
to the economy. Such a policy approach presumes that the
Federal Reserve can foresee all the potential economic and
pelitical shocks to the economy, accurately predict their
impact, and take offsetting policy actions in a timely fashion.
That is a near-impossible task because of the inaccuracy of
economic forecasting, the lags and inacguracies in reported
contemporaneocus economic data, and the length and variability
of the lags in monetary policy. Thus, a policy of targeting
real economic activity subjects the economy to the risks of
considerable destabilization as economic developments emerge
that d4re unanticipated or inaccurately forecasted.

Since late 1982, the day-to-day operating procedures of
the Federal Reserve have been designed to provide a prescribed
degree of "restraint™ or “ease™ in money market conditions and
bank reserve positions. This is functionally equivalent to a
policy of targeting the Federal funds rate, which was the Fed's
operating procedure during the 1970's. Since the relationship
between interest rates and money growth is not a dependable or
predictable cne (particularly as economic conditions vary)l,
targeting the Federal funds rate generally yields very imprecise
control of the monetary aggregates. This was recognized by the
Federal Reserve when it abandoned that control procedure in
1979.

For periods of time, appropriate money growth may be
generated by the Fed's practice of targeting money market
conditions. This may occur either when market interest rates
are well-behaved, or when there are no unforeseen movements in
interest rates, or if the Ped is exceptionally good (or lucky)
at judging interest rate movements and their meaning for money
growth. Under such a control procedure, however, money growth
is primarily determined by the wmovements of market interest
rates relative to the Federal funds rate trarget. As a result,
money growth is not a variable that is deliberately controlled
by policy actions, as it could be. Rather, money growth is a
by-product of the relaticon between market interest rates ~-- which
move frequently in response to a multitude of economic and
political factors -- and a Federal funds vate target that the
Federal Reserve moves ohly infrequently and typically only with
a delay.

If wmoney growth is to be consistently well-controlled, the
Federal Reserve (the Administration and the Congress) must be
willing to let interest rates move as market forces dictate.
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By allowing market forces to determine interest rates, the
Federal Reserve could focus its day-to-day operations on
controlling bank reserves or the monetary base, the growth of
which ultimately determines money growth., The result would be
a more stable and predictable path of monetary expansion. )

The alternative -- monetary instability -~ imposes an
important costs on the economy. Because of the close association
between changes in money growth and real economic activity,
volatile money growth induces similar fluctuations in the
economy. In addition, each swing in money growth generates
uncertainty about economic performance: on the upside, it
renews fears about inflation; on the downside, it generates
congerns about an economic downturn, That uncertainty adds a
risk premium to the level of interest rates. More predictable
and stable money growth would minimize the policy~induced
flugtuations in the real economy, help reduce uncertainty and
conseguently hasten the downward adjustment of inflationary
expactations and therefore interest rates.

Conclusion

The institutional changes during late 1982 and early 1983
generated some atypical uncertainty about the meaning of money
growth over that period. From a policymaking standpoint, those
uncertainties appear to be behind us, even though the implications
for future inflation remain uncertain. The uncertainty about
the inflation ocutlook is not inconseguential; plainly stated,
it causes interest rates to be higher than they otherwise would
be.

1 know of no reasonable or prudent way to quell the fears
about future inflation other than adhering to a preannounced,
noninflationary path of money growth. BAny alternative path of
money growth implies serious risks to the economy. It is
possible that inflation will rise in response to the accelerated
money growth during the last two years. There is little that
can now be done about that, except pursuing a policy that limits
any potential rise in inflation; attempts to abruptly reverse
that bulge in money growth would risk a monetary restriction of
the economy. Alternatively, ignoring the potential for an
increase in inflation would be equally irresponsible; we have
come too far in reducing inflation, at too great a cost, to
risk squandering that progress.

Our best chance of both protecting our gains toward price
stability and avoiding any monetary restriction of the economy
is for the Federal Reserve to provide moderate money growth,
The target ranges announced last week by Chairman Volcker imply
that this is the intended policy of the Faderal Reserve. The
Mministration supports this stated policy and strongly recommends
that the Federal Reserve take the policy actions needed to
asgure these results.
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The CHarmaN. Senator Hecht, do you have any questions?

{No response.]

The CuaIRMAN. I have a few questions I’d like to ask you.

May I gently chide both you and Dr. Poole for not having your
statements in in advance so that we could have an opporfunity to
review them. The committee rules request the statements to be in
the day before.

When you testified before the committee in February you stated,
and I quote:

The slowdown in money growth during the last half of 1983 subjects the real econ-

omy to the risk of an unacceptable slowdown or downturn in the first half of 1984

’Iihat threat continues and grows the longer the money growth is constrained to a
slow rate.

Now, your prediction appears to be wrong in light of the contin-
ued much meoere rapid expansion than was anticipated and we've
also maintained price stability at least so far.

Would you now say the Fed was precisely on the right course,
that we should stick to that course or were they wrong last fall?

Mr. SpriNkgL, First, the interpretation of what that sentence
might mean. The important part of the statement wag that contin-
ued low, decelerated money growth could mean problems. Fortu-
nately it did not continue. As I pointed out in my testimony, money
growth has been 6.8 percent over the past year. Since the early
part of this year it has been a little higher than that, 7 to 8 per-
cent.

There was not continued deceleration of money growth, although
there was very significant deceleration in the last half of 1983. We
never in the administration, to my knowledge, predicted a reces-
sion this year. We merely pointed out that if continued significant
deceleration of money growth had occurred, it would have been a
very good possibility. Fortunately, it did not oceur.

CHANGE IN THE DEFINITION OF M1

In looking back at what happened, during the period of deregula-
tion, which of course we supported, created some unusual noise in
the numbers. And it seems to me increasingly probable that the
major noise that occurred was in one sense a c%xange in the defini-
tion of M1.

We now include in M1, ag you know, super-NOW accounts and
certain other interest-bearing instruments, which were previously
closer to M2. If you try to extract from that effect, then you do not
see the massive deceleration that occurred in late 1983 and very
early 1984, because the growth rate did not rise in the first place to
the same degree.

So it seerms very probable to me that we are on the right track.
Gradual deceleration of money growth over the next 3 years will
get us to our goal of zero inflation, without the necessity of bring-
ing on another very costly slowdown in economic activity.

The Cuamman. Would you agree with the previous witnesses
thag we try to take in too many indicators and we ought to have
one’

Mr. SprinkEgL. I would personally much prefer concentration on
one. During periods of institutional change, there can be consider-
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able uncertainty about the meaning of the behavior of the mone-
tary aggregates. But if you look at the long-term history of M1
versus the other series, it’s been more closely related, both to infla-
tion and in the longer run, 1% to 2 years later, and also in the
shorter run, 6 to 9 months, I'd add this to the real economic activi-
ty.
1 wouldn’t ignore the others, but in terms of targeting, my own
judgment is that M1 deserves the greater weight.

The CBalkMAN. Six months ago you attributed the failure of in-
terest rates to fall, to the fact that inflationary expectations take a
long time to break and the volatility of a money supply growth, I
should add an uncertainty premium and a nominal interest rate,
we had another 6 months not only of low inflation but slso a rela-
tively stable monetary growth.

How much longer do we have to wait for interest rates to fall?

Mr. SpriNkEL. I wish 1 knew that, Senator Garn, and I don’t. 1
still believe that is the major force accounting for the relatively
high market rates that presently exist.

Now, I have noted, but I'm not certain it’s important, that in the
last few weeks, there has been much more discussion about disin-
flation. Interest rates are off their highs by 50 basis points or so,
depending upon the portion of the market.

If we can continue to convey, with the help of the Congress, the
view that we're going to get the deficit down, and that the Fed is
going to continue to gradually decelerate money over time, I think
that will help.

But it won’t happen quickly. It didn’t happen in the late 1970’s.
You may remember when we were going the other way, as infla-
tion accelerated, we observed negative real rates, if you compute
real rates as actual inflation subtracted from nominal interest
rates. But it took some time before the markets really believed that
we were heading for a significantly higher inflation rate.

Eventually it got the message. It's taking a while this time and
the sooner the better. There are certain people that are benefiting
from the high interest rates—savers. But most of the investors are
being hurt.

Rising interest rates have serious implications for international
debt problems and we want to recommit ourselves to going toward
a zero inflation target. We're not there yet, but we're two-thirds of
the way there and we want to go the other third. And with the
help of the Congress and the Federal Reserve we will,

The Caamman. I think the major factor there that you men-
tioned is the deficit. I realize these are monetary policy hearings
that we conduct every 6 months but we always seem, at least in my
opinion, to gloss over the impact of the deficits.

REAL INTEREST RATES STILL HIGH

I get around a great deal around this country and I don’t hear
nearly as much discussion about the M’s, the rate of growth of the
M’s, as I do about deficits. And in my own opinion I think that’s
why the predictions of everybody, not just you, most everyone 6
months past, another 6 months past, and everybody complains that
real interest rates are still too high.
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I don't think it’s nearly as much what the Fed is going to do as
the fact that Congress has not yet come to grips with the deficit, If
you're in the money lending business and you have been lied to by
Congress after Congress after Congress for decades about what
they're going to do about fiscal policy and it never comes true,
after 30 years maybe you finally decide, hey, they don’t really
mean it.

They're really not going to do anything about it. And we had
them. That downpayment isn't enough to qualify for a home loan
mortgage that we put on the deficit. It's almost a shame to call it a
downpayment. It's a token at beat. An election year token.

So, as I say I'm not a trained economist. But for 10 years I've sat
here at this bench listening to trained economists and most of
them have been wrong. And I understand that. It's very difficult to
predict but, on the other hand, it just becomes more and more evi-
dent to me all the time that deficits are the major culprit in the
psychological impact on the markets.

ey say, hey, these guys aren’t going to do anything about this.

All we see is a return to inflation. All we see is ever increasing

gegtcits. All we see is more Treasury borrowings to finance that
ebt.

So why should we loan mone% at a reasonable rate. Why should
we get trapped again. I really think if we would do something sig-
nificant about the deficit, I think you would see a remarkable re-
duction in interest ratee in a very short period of time.

In fact, I would go so far to say as if the Congress would make a
significant debt reduction effort this year I think you'd see single
digit prime within 6 months.

Just knowing that we've made structural changes within the
budget that will guarantee the trend lines leveling of deficits and
then starting down. Even if it took us decades to reach a balanced
budget. I think that peychological impact on interest rates shouid
be very dramatic.

But 1 can't believe Congress-—I don't know why the market
should, we talk a lot. There are no liberals in Congress this year.
They're all born-again converte to the balanced budget regardless
of what their past performance has been.

They're all born-again converts to the balanced budget except
when it comes time to vote. I think that's a factor we don’t talk
enough about. Maybe again, that's what I've said before but to the
previous two gentlemen. ,

Witnesses are intimidated by sitting up here in Congress. They
don’t want to say how fiscally irresponsible we are to our faces.
Maybe that's the way we talk about others’ monetary policies in
these hearings rather than the truth of the matter, because we
don’t want to.

Some day I would like to come back after I'm fortunate and have
the good enough sense to retire from this body to come back as a
witness.

Mr. SPRINKEL. Senator Garn, as I've said, there are weaknesses
in our institutions, but the alternatives seems to be worse. I fully
share your view that the deficit be brought down over time. I do
not look upon monetary and fiscal policy as substitutes. I look upon
them as complements. We need sensible monetary policies, and we
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need sensible fiscal policies. It's very difficult in our institutional
arrangements o get the discipline on spending that is really neces-
gary, in order to make major changes toward getting the deficit
down.

BALANCED BUDGET AMENDMENT

President Reagan has argued, and 1 fully support his view that,
if he can get some additional tools with the help of the Congress,
he will go about reducing the deficit primarily by reducing spend-
ing. I am talking here about taking advantage of the sense that we
have, that everybody wants to balance the budget. Let's get a bal-
anced budget amendment. That would force competing interests for
spending at the Federal level to compete against each other, in-
stead of competing against a box and merely increasing the deficit
more and more, which Secretary Regan and I have to finance.

Second, 1 know there is great sensitivity in the Congress about
the line-item veto. But again this would be a very helpful device, in
terms of getting more discipline into the spending proclivities.

The CHarRMAN. Besides the balanced budget amendment and a
line-item veto, which I would support, and did on the floor of the
Senate, a constitutional amendment limiting a President to one 6-
year term, Senators to two 6-year terms, and Representatives to
three 4-year terms, you might see some statesmanship again, and
they might not try to make a living until they're being here until
they're 95 years old. Maybe that would be the only way to get that
kind of amendment passed is to make it effective in the year 2050,
when nobody currently here would think that they would still be
around.

There are some who I think expect to be here. [Laughter.]

Last February you echoed what 1 teke it to be a fairly traditional
monetarist sentiment in stating that “Money growth affects the
rate of inflation over a lag of 1% to 2 years.” Now, 13 to 2 years
ago from today, we were experiencing very rapid money supply
growth. Shouldn’t we have been experiencing a burst of inflation
then right now?

Mr. SerINKEL. It's very important to follow numbers carefuily,
but it's also important to investigate what those numbers really
are.

The CuatkmaN. Let me say in your defense that the other wit-
nesseg this morning talked about the same thing.

Mr. SerinkeL. The so-called monetarists and those expecting a
rapid reacceleration of inflation are walking to a different drum-
beat than I am, and 1 think they're walking to an incorrect one.
The major bulge that occurred in the M1 series was due to the de-
regulation which we all supported, which led to a massive surge in
certain interest-bearing instruments, primarily super-NOW ac-
counts. That surge has tapered off. Therefore, I think we should
look upon that as a temporary aberration in the series. Most of the
liability side of banks’ balance sheets, that is monetary compo-
nents, are now deregulated. There are no more big shocks coming.
Hence, 1 would argue that the probability is that the money num-
bers are more believable now than they were a couple of years ago.
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So, no, I do not believe that we are on the verge of 1 major resur-
gence of inflation. It is possible we could be, but if you adjust the
money numbers, they do not suggest it. And if you look at sensitive
commodity prices thai sometimes help you in analyzing whether
inflation is about to accelerate, I do not see any real pressure on
the upside. So my best sense is that we're not looking forward to
sharp acceleration, provided we continue to hew to moderate
growth in money.

The CrarMaN. I don’t anticipate renewed inflation this year or
early next year.

Getting back to the psychological value of what we do or do not
do here, I personally feel that with all the talk about the downpay-
ment this year, and then next year we're really going to do some-
thing about it after the election, that has been so widely spread,
that we've set curselves up, and I'm glad we have.

If we don’t follow through on that promise, I don’t think we can
have, regardiess of what Paul Volcker, or the Fed, or the Open
Market Committee does with the money supply next year, if Con-
gress does not fulfill that promise that they have laid out and con-
tinue to do and will do every day until November 6, if that's the
election day, then I think the only consequence can be renewed in-
flation and higher interest rates. I don’t think there’s ancther pos-
sibility. The markets will respond and say, “Hey, we believed you.
We got the downpayment. We expect you to do this.” And all the
other reasons we hear.

Well, that's been discounted in the bond market. We already an-
ticipated that. But we haven’t anticipated yet the failure of Con-
gress to do something next year.

S0 1 can’t emphasize enough that this is something Congress,
ought to be laid totally at our doorstep. We set it up, no one eise.
We've said we're going to do that next year. So we’d better. Then 1
think you could have a burst of inflation. And those who vote that
way oughi to be then punished in the 1986 elections for not voting
the way they talked before the 1984 elections.

And I'm obviously trying to set it up more to put pressure on my
colleagues to vote like they talk.

Mr. SprINKEL. I'm very supportive of your efforts. We appreciate
it, and we will do our part to try to keep the budget numbers that
we submit to you under control. And we hope the Federal Reserve
will do its part. Given the stable, moderate growth of money, I
gather we could solve this problem.

The CuairMAN. I would agree with that. The point 1 was making
earlier ahout the Fed not having a difficult time with fiscal policy,
their job, and I'm certainly not always pleased with the job they've
done, I've been very critical of some of the mechanics of how they
have handled the money supply, not their overall objectives but the
mechanics of going through it, but their job has been made incred-
ibly difficult, when you've had such an irresponsible fiscal policy.
My point is, the Fed would become much less visible, if we had a
stable fiscal policy, because then it would be much easier to be a
member of the Federal Open Market Committee. You could have
much more stable monetary policy and everybody would be con-
gratulating you for the good job you're doing.
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So I don't disagree that it takes two. One side of the equation has
been trying, the Fed, however critical we may be of them. The
fiscal side has not been trying. So I think we've got to get our act
together first. I think in this case it's pretty easy to see which
comes first, the horse or the cart. I think we've had it backwards.

We'll look forward to seeing you again in 6 months, and we’ll see
how your predictions are for that peried of time.

Mr. SpriNKEL. Thank you, Senator.

The CHAIRMAN. The committee is adjourned.

[Whereupon, at 12 noon, the hearing was adjourned.]
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