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FEDERAL RESERVE’S SECOND MONETARY
POLICY REPORT FOR 1985

THURSDAY, JULY 18, 1985

U.S. SENATE,
CommitTeEE 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, D’Amato, Gorton, Mattingly, Hecht,
Proxmire, Cranston, Riegle, Dodd, and Sasser.

OPENING STATEMENT OF CHAIRMAN GARN

The CHAIRMAN. The Banking Committee will come to order.

This morning we are convening for the purpose of hearing the
testimony of the Honorable Paul Volcker, Chairman of the Board of
Governors of the Federal Reserve System, regarding the second
monetary policy report for 1985,

I can’t help but notice when this Committee’s hearing on monetary
policy comes second, after the House's, suddenly the interest level
seems to drop off. I don’t think the audience expects you to say
something different today from what you did yesterday, Mr. Chair-
man.

Mr. VoLcker. It's all in the interpretations of what I say. I will
say the same thing.

The CuairRMAN. Well, we’'ll see if they interpret you differently
today than they did yesterday or when you released your testimony
the day before.

But we are always happy to welcome you before the committee.
I'd like to turn to Senator Proxmire for any statement he wishes to
make before you begin.

OPENING STATEMENT OF SENATOR PROXMIRE

Senator Proxmire. Mr. Chairman, your statement may be simi-
lar but the questions may be different, and if the questions are dif-
ferent maybe your responses will be different. So we will try to do
our best. I do have a statement.

The Fed has just come off one of the most successful economic
achievements in recent history, breaking the back of the superin-
flation that engulfed this country in the late 197(0°s. The Fed has
done this with no help from the Congress. In fact, they have done
it in the face of the most irresponsible congressional fiscal policy in
the Nation’s history.

1)
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That’s the good news as far as the Fed is concerned. It’s impres-
sive. There's also bad news and that’s impressive too. This year the
Fed has shown an appalling inability to come within a mile of its
monetary targets. It grossly missed forecasting any hint of the as-
tonishing slowdown of the economy in the first quarter of 1985 and
now the Fed has responded with a changed policy. So far in 1985
and especially in the last 2 months, the Fed has permitted one of
the most explosive growths in the money supply in recent history.
The growth has not only breached the Fed's range for M1, it has
made that range look ridiculous. The chairman has opined that
maybe the Hutton fiasco has so jarred corporate managers that
theybare leaving larger balances in their corporate accounts. Well,
maybe.

But the 10.6 percent increase in M1 in the first half of 1985 is
about 50 percent above the top of the Fed’s target range. And, of
course, in June the money supply really exploded out of control
with annual rate increase of 19.6 percent. Chairman Volcker and
the Fed hammered money supply increases down beginning in late
1979 and continuing right through much of the deep recession of
1981 and 1982. They brought inflation to its knees. Of course, it is
true that the prospect of inflation seems to have diminished to a
shrunken shadow of itself at this time. We are told this morning
that real economic growth in the second quarter of 1985 was 1.7
percent. Combine that with the 0.3 percent in the first quarter and
the real growth for the first half of this year and it is a pathetic 1
percent. Unemployment is still high, in fact at the same recession-
ary rate of 7.3 percent it has been stalled at for 5 months. There is
no inflationary pressure from a wage push in sight. We have a glut
and a growing glut of oil, in fact a surplus so immense that even
that fabulously rich industry is in trouble. Our food glut is so huge
that our farmers are suffering a deep depression and food prices
are almost sure to rise little if at all. Industry operates well below
capacity.

So where is the inflation? Where is the threat of inflation? The
massive and continuing Federal deficits pose an inflationary threat
and that seems to be some time in the distant future after these
colossal surpluses begin to disappear. Does that mean inflation is
licked? Can we forget it? Is the 10.6-percent increase in the money
supply for the first 6 months of 1985 and the nearly 10 percent in-
crease last month along, is this simply a temporary quicksilver
flash that will not and cannot pose any real inflationary threat?

The answer may be yes, we can forget inflation; it's licked. Labor
cannot get inflationary wages when they suffer more than 7 per-
cent unemployment. Oil prices and that means all energy prices
cannot go up with the worldwide gtut. Food prices will stay down.
So where could inflation come from?

The answer is that inflation could come from four sources. First,
from the Federal deficit. Second, it could also come from the very
likely decline of the dollar. That decline will ease the competitive
pressure of imports that now hold down domestic prices and direct-
ly raise the prices of the hundreds of billions of dollars of imports
this country buys from abroad. The third source of inflationary
pressure could come from a proposed 25-percent tariff on the im-
ports of four of our principal trading partners, including Japan.
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That bill has very strong support in the Senate. It's going to have
stronger support as time goes on, particularly if the present trade
situation continues. The fourth and final source of inflation will
emerge from a more comprehensive and certain long-time force.
Our experience and commonsense tells us that inflation is a mone-
tary phenomenon. No matter how the supply of goods and services
increase, if the money supply increases faster, the value of that
money will surely fall. What does that mean? It means that prices
will rise. If the economy is growing at a l-percent rate in real
terms, which it has been for the first 6 months, and the money
supply is growing at a 10.6 percent rate, let alone a 20-percent rate,
the difference will show up in higher prices. Unfortunately, that
sure and powerful hand of Mr. Volcker won't be around when the
higher prices that follow from this explosion of the money supply
hits the country. Why not? Because in the past we have found that
as the money supply increases a lag of about 2 years or 24 months
follows before they are reflected in higher prices. That means that
sometime in the summer of 1988, a few months before the 1988
Presidential election, prices will begin to climb. Chairman Paul
Volcker will probably not be in charge of the Fed in 1988 to bring
things under control. The fiscal policy of our Federal Government
is likely to continue to be highly inflationary. In fact, our 1988 debt
that will be far above $2 trillion and on its way to $3 trillion will
offer a tempting reason to let inflation have sway so the Govern-
ment can pay off its towering obligations on the cheap.

The last couple of months have been troublesome months for
those who fear the consequences of inflation and mammoth Federal
deficits. The President and congressional leaders seem to have
signed off on a no new tax and the higher spending figure of the
House or the Senate Budget Committee. The administration’s
strongest advocate of fiscal restraint, David Stockman, has an-
nounced his departure. And now we are told that the Fed figures
that inflation is licked so it is declaring victory and throwing in the
sponge following a month when the money supply grew at a nearly
20-percent annual rate. Argentina—here we come.

The CHAIRMAN. Senator Hecht.

Senator HeEcuT. Thank you, Mr. Chairman. I have no formal
statement, but, Chairman Volcker, I'm going to have to leave a
little bit later. I have a conflict with two other committees, but I do
want to say that I do applaud your present policies and I hope you
will continue them.

The CuHairRMAN. Do any of my colleagues wish to make an open-
ing statement before we turn to the Chairman?

Senator CransTOoN. I don't want to impose on his time. I do wel-
come you, as always.

Senator D’AmMaro. Mr. Chairman, I'd like to just submit for the
record my statement in its entirety and I, too, join my colleague,
Senator Hecht, in indicating that I believe that the Fed’s policy—
and 1 don’t think Chairman Volcker will say loosening up—but the
policy that you have been following in providing some stimulation,
particularly in the construction area and the money growth area,
has been a beneficial one and has not been inflationary in nature,
and I think it still pursues a steady course, one which I certainly
am supportive of.
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STATEMENT OF SENATOR I’AMATO

Good morning Mr. Chairman. Before we begin, I would like to
welcome Paul Volcker here today. As always, Mr. Volcker, you are
diligent in responding to this committee’s requests. Today’s hearing
will examine the Federal Reserve report in respect to the conduct
of monetary policy for 1985.

The original targets for basic money supply, M1, projected a
growth of 4-7 percent in 1985. This was approved in February. I
am now informed that the Federal Reserve has widened its M1
target from the original projection to 3-8 percent in an attempt to
ease credit and to spur an economy which has become sluggish in
recent months. 1 am concerned that the Federal Reserve may be
becoming overly cautious with respect to the economy and that
your recent monetary policy may spur higher inflation.

In recent months the money supply has been soaring far above
the Fed’s target for this year, growing at an 11.6-percent annual
rate through June. As of June the money supply was $15 billion
above the upper end of your original target range. Even with the
new targets issued 2 days ago, it would be $4.7 billion over your
upper end projection.

It is my hope that money growth will slow on its own accoerd in
the near future. The question of the Fed’s role in slowing the
growth of the money supply, however, may now only be month’s
away. If the result is the tightening of credit, the outcome may be
less than desirable,

The economy in its present state, as sluggish as it may appear,
remains stable, Inflation has continued to remain in the 4-percent
range, unemployment has been steady at 7.3 percent for the past 4
months, and the economy continues to grow, although at a slower
pace than a year ago.

I realize more can be done here on the Hill to control the Feder-
al budget deficit in attempt to spur the economy, but the role of
the Federal Reserve Board can never be taken lightly. No other
section of the Government has the power over the economy you
hold. It is for this reason this hearing is being held. It is my sincere
hope that the economy will continue to expand under the policies
of the Federal Reserve.

Thank you, Mr. Chairman.

The CHAIRMAN. Chairman Volcker.

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

Mr. VoLcKER. Mr. Chairman, as you noted, there’s been a certain
amount of publicity about our decisions and my testimony yester-
day and the press briefing the day before and I won't read my
statement this morning. I may just take 2 or 3 minutes to make a
couple of introductory comments.

PROGRESS IN THE ECONOMY

The burden of my statement is that there has clearly been a
good deal of progress in the economy over the past 2 or 3 years. We
have had altogether, despite the slowdown in the past year, a
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strong business expansion, a business expansion that has helped
lift growth in the rest of the world as well as in the United States,
and so far we have combined that with a more contained inflation-
ary picture. But it is also apparent that there are very large imbal-
ances, a disequilibrium in the economy, that can’t be resolved by
monetary policy, certainly not by monetary policy alone.

You are fighting that battle now in the Congress about the defi-
cit, where we urgently need some restraint. The protectionist
threat that Senator Proxmire referred to is certainly there, and I
think it is terribly important that that be contained. Certainly I
would emphasize that it is a serious misreading of our intentions if
you think that in any way we have grown soft on inflation.

Senator Proxmire has cited some of the factors that have been
moving in the other direction on the inflationary front, but certain-
ly the inflation problem has not been licked. There is a good deal of
momentum of past inflation remaining in the economy. Expecta-
tions are sensitive, and we have to remain very cautious on that
score.

PRINCIPAL RISKS

He cited the principal risks there, the risk of the deficit, the risk
of the dollar. Those risks would be gravely compounded by exces-
sive growth in money and credit. We may differ on an explanation
of what’s going on now, but we don’t differ at all in terms of the
importance of maintaining control in that area over a period of
time.

I might say that the GNP data we have this morning, which is a
downward revision from the so-called flash report, deserves a little
analysis. A downward revision is not at all surprising. What'’s in-
teresting to me is that this new figure shows an even stronger in-
crease in domestic final purchases than we thought we had before
and than I cited in my statement. I cited that it had been running
more than 4 percent the first half of the year. If you look at these
latest figures, it's running nearly 5 percent and over 6 percent in
the second quarter. The downward revision can be entirely traced
to higher imports and lower exports than were initially anticipated
by the Department of Commerce, and particularly to a sharp de-
cline in the rate of inventory investment. I don't think that latter
factor necessarily at all varies for the future. We have maintained
final demands here very well. We have an industrial production
figure that was announced this morning that shows a very small
increase in June which in itself isn’t significant, but there are
longer term revisions of that figure which show more growth this
year than we previously had reported.

We are very conscious of the fact that we face some dilemmas
and imbalances that can’'t be corrected by monetary policy alone,
but the inflation question has to retain priority in our thinking.

With that much general introduction, Mr. Chairman, I would be
glad to entertain whatever guestions you have.

[The complete prepared statement follows:]
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Statement by

Paul A. Volcker

~

Chairman, Board of Governcrs of the Federal Reserve System

1 welcome the opportunity te review with you monetary

poalicy in the context of recent and prospective economic and

financial developments, The economic setting and the decisions

of the Federal Open Market Committee with respect to the target

ranges for the monetary and credit aggregates are set out in

the semi-annual "Humphrey-Hawkins®™ Report. As usual, I would

like to amplify and develop some aspects of those decisiens in

my testimony.

The Economic and Firancial Envirenment

The pattern of slower, and more lopsided, growth in domestic
output that developed during the latter part of 1984 became even
mere proaounced during the first half of 1985. Manufacturing
activity overall has been essentially flat following exceptionally
large gains earlier in the expansicn period. The farming and
mining sectors have remained under strong econcmic and financial
pressure. But consumption -- supported directly and indirectly

by large increases in personal and federal debt -- has continued
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to rise fairly strongly. Construction activity has alsc
expanded, responding in part to lower interest rates. Despite
recent losses of manufacturing jobs, empleoyment growth in
services and trade has been strong encugh to Xeep the overall
unemployment rate essentially unchanged at about 7-1/4 percent.
The contrast between mérked sluggishness in the goods-
producing sector of the ecencmy and rising domestic consumption
and demand is reflected in continuing strong growth in merchandise
imports. Those imports in real terms are up by about 60 percent
in three years: in manufactured goods alone the increase has been
even more rapid., Overall, imports have now reached a level
equivalent to 21 percent of the value of deomestic producticon
of goods. In contrast, exports have stagnated, and now account
for only about 14 percent of goocds output.
I can put the same point ancther way. Domestic final
sales -- toc consumers, to businesses, and to governments --

appear to have been expanding at a relatively brisk rate of
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mere than 4 percent so far this year., Domestic ocutput of goods
and services has not nearly kept pace, rising at a rate of

arcund 1-1/2 percent or perhaps less. That is partly because
inventory accumulation has slowed. But it is mostly because

more of the domestic demand is being satisfied by growing imports.

That was true earlier in the expansion periecd as well,

But we have felt it more as growth in demand has slowed to a mcre
sustainable rate. Another pectentially disquieting development
has been the apparent failure of productivity to maintain the
strong gains achieved earlier in the expansion pericd. The
implicaticn is that the underlying trend may not have increased
as much as hoped from the poor record of the 1970s.

Against those cross-currents in the economy this year, the
Federal Reserve, in conducting its cpen market operations, has
not appreciably changed the degree of pressure on bank reserve
positions, which had already been substantially eased by the

end of 1984, In May, the discount rate was reduced from 8 to
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7-1/2 percent. That acticn was consistent with the general

tendency of market interest rates te decline further over the

period, extending the rather sharp reductions during the Autumn

and early last winter. Both the discount and short-tarm market

interest rates in May and June reached the lowest levels since 1978,
The relatively "accommecdative" approach in the provision

of resetrves has been designed to provide support feor the sustained

growth of econemic activity against a background ef relatively

well contained inflaticnary and cost pressures. Indeed, sensitive

agricultural and industrial prices -- including prices of crude

petroleum -- have been declining appreciably, and prices at the

wholegale level have been almost flat. It is somewhat reassuring

that the trend in wage and salary increases has, overall,

remained at the sharply reduced pace established at the start

of the recovery period, although the slowdewn in productivity

has been reflected in higher unit laber costs and some pressures

cn profit margins. Clearly, even if reduced, some momentum of
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inflatien has persisted in the economy as a whole, and
expectations remain sensitive., But so far this year, price
increases have been concentrated largely in the service sectors.
Meanwhile, the broader measures of monetary growth --
M2 and M3 -- have remained generally within the target ranges
established early in the year. However, currency and checkable
deposits, measured by M1, have increased much more rapidly than
envisaged. (See the attached charts.}
Until May, growth in that aggregate remained in an area

reasonably clese to the upper band cf the target range. Given

that the more rapid growth during that peried followed some
months of subdued expansion, the cutcome through April was
reasonably in line with FOMC intenticns and expectatiens. More
recently, in May and June, a new surge in Ml carried that
agyregate much further abeove the targeted range.

At the same time, total non-financial debt has continued
te expand substantially more rapidly than the GNP, prepelled

particularly by the federal deficit and consumer credit. As
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much as 1 percent of that debt expansion can be traced

to a continuing -- and, from a structural peint of view,
disguieting -- substitution of debt for equity as a result of
mergers and other financial recrganization. More generally,
these developments also peoint up the apparent dependency of
econcmic growth, under circumstances existing this year, on a
relatively high level of debt and money creation.

Unduly preclonged, those developments would not provide a
satisfactory financial underpinning for sustaining growth in a
context of greater price and financial stability. For the time
being, however, taking account of current and likely economic
developments, the dewnward pressures on commodity prices, and
the high level of the deollar that has prevailed in the feoreign
exchange markets, the growth in M1 and debt has not in itself
justified a more restrictive approach toward the provisien of

reserves to the banking system.
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After increasing sharply frem already high levels in the
garly weeks of the year, the dellar mere recently has fallen
back against the currencies of other leading industrial countries,
drepping abruptly over the past week or s¢ to about the average
levels of last summer. At these exchange rates =-- still about
60 percent above the relatively depressed levels of 1979 and 1980 --
prospects for stemming the deterioratien in ocur trade accounts,
much less achieving a turnabout, remain uncertain. Much depends
upen the rate of growth in other countries that provide the
principal markets for our exports and are the source of our
imports. In any event, the potential effects of interest rates
and decisicns with respect to monetary policy on exchange rates
and the external sector of the eceonomy have necessarily been a
significant ingredient in FOMC deliberaticns.

The Outlock for the Econcmy

Members of the FOMC generally have projected a pickup in

econemic activity over the second half of 1985 and sustained
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growth through 1986. In those circumstances, while employment
gaing should remain substantial, unemployment would be expected
to drop cnly a little if at all. The overall rate of price
increase would be expected te remain close to the recent pattern,
assuming dollar exchange rates do not vary widely from recent
levels. {See Table I attached fwr the numerical projections.)
Obvieusly, neither the anticipated ™stickiness" of the
unemployment rate nor the projected inflation rate is entirely
satisfactory, and a substantial range of uncertainty must be
associated with any econcmic projections at this time. As I
emphasized earlier, there are sharp differences in the performance
of different sectors of the economy. Demand for and employment
in services, where most upward price pressures have been concentrated,
continue to expand rather strongly., Most sectcrs more immediately
sensitive to interest rates and monetary conditions -- including
construction and automohile sales -= have also been performing

relatively well. Other sectors expesed to stronq international
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competition are sluggish, and agriculture remains under strong
financial pressure.

The Broad Policy Challenge

The cross-currents, disleocations, and uneertainties

in the present situation point up one uncomfortable but
inescapable fact. We are dealing with a situation marked by
gross imbalances that c¢an neither be sustained indefinitely nor
dealt with successfully by monetary peclicy alone, however
conducted.

We are borrowing, as a nation, far more than we

are willing to save internally.

We are buyinhg abroad much more than we are able

to sell,

We reconcile borrowing wore than we save and buying

more than we sell by piling up debts abroad in amounts

unparalleled in our history.

Our key trading partners, directly or indirectly,

have been relying on our markets te support their
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growth, and even so most of them remain mired in
histerically high levels of unemplcyment.

Meanwhile, our high levels cf consumpticon and
employment are not being matched by the expansion

in the industrial base we will need as we restore
external balance and service our growing external debt.
and, after 2-1/2 years of econcmic expansion, toc

many borrowers at home and abroad remain under strain
or over-extended.

At their core, these major imbalances and diseguilibria may
lie outside the reach of meonetary policy -- c©r in seme instances,
U.S, policy generally. But they necessarily condition the
envirgnment in which the Federal Reserve acts, along with all
the current evidence abeout monetary growth, ecenemic ceonditions,
and prices.

In all cur decisions, whether with respect tc mchetary or
regulatory policies, we would like to work in a direction

consistent with reducing the imbalances, or at the least to
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aveid aggravating them. That sounds obvious and straight-
forward. The difficulty is that, as things now stand, scme
policy actions that might seem, on their face, to contribute
teward easing one problem could aggravate others. Nor can
we afford to apply a mere poultice at one point of strain in
the hope of temporary relief at the expense of undermining
basic objectives,

Our monetary policy actions need tec be ccnducted with a
clear vision of the continuing lenger—-term goals =-- a financial
environment in which we as a nation can enhance prospects for
sustained growth in a framework of greater stability. Teo succeed
fully in that effort, monetary policy will need toc be complemented
by acticn elsewhere.

The 1985 and 1986 Target Ranges

As I indicated earlier, the recent surge in Ml in May
and June has carried that monetary aggregate well above the
target range set in February. M2 and M3, while also rising

rather sharply in June, have remained generally within, or
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cleose to, their targeted ranges. Against the background of a
high dellar, the sluggishness of manufacturing output, and
relatively well contained price pressures, quick and strong
action to curtail the recent burst in Ml growth has not been
appropriate. The potential implications of the relatively
strong growth in Ml since late last year nonetheless had to
be considered carefully in developing our target ranges and
policy approach.

You may recall that somewhat similar high growth rates in
Ml developed during the second half of 1982 and during the first
half of 1983. At that time, important regulateory changes invelving
new accounts and atfecting the payment of interest on checking
accounts had taken place, Pervasive uncertainty during the
latter stages of the recessicn appeared to affect desires te
hold cash, Both circumstances made interpretaticn of the
monetary data particularly difficult, and Ml was deemphasized.
Those circumstances are not present today, at least not in

the same degree.
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However, one commen factor, and an important factoer,
was at work during both pericds. The rapid growth in M1
in 1982 and 1983 and this year followed sizable interest rate
declines, with a lagged response evident for some months.
Analysis strongly suggests that, as market interest rates decline,
individuals and businesses are inclined to build up cash balances
because they sacrifice less interest income in deing so. The
pessibility teday of earning interest on checking accounts --
and the fact that these interest rates change more sluggishly
than market or market-oriented rates =-- probably increases that
tendency.

Moreover, as I have suggested in earlier testimeny, the
payment of interest on checking accounts may over time encourage
more holdings of Ml relative to other assets, or relative to
economic activity, than was the case earlier. Partly for that
reason, the upward trend in M1 "velocity™ =- the ratio of GNP
to Ml -- characteristic of the earlier postwar periocd may be

changing.
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That trend was, of course, established during a period
when inflation and interest rates were trending upward., Ir
contrast, over the past three and one-half years, velocity has
moved irregularly lower, with the declines cecncentrated in
pericds of declining interest rates.

The earlier 1982-83 period of rapid growth in Ml was
correctly judged not to presage a resurgence of inflaticnary
pressures, contrary toc somé expectations. 1 would emphasize
in that connection, however, that Ml growth was moderated
substantially after mid-1983, and velocity rose during the
period of streong economic expansion, as anticipated.

We simply do not have enough experience with the new
institutional framewcrk surrounding M1 (which will be further
changed next year under existing law)} to specify with any
precision what new trend in velocity may be emerging or the
precise nature of the relationship between fluctuations in
interest rates and the money supply. Moreover, while the

surge in M1, and the related drop in velocity, can be traced
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at least in substantial part to the interest rate declines of

the past year, the permanence of the change in velocity will be
dependent on inflationary expectations and interest rates

remaining subdued. For those reasons, the Committee has continued
to take the view that, in the implementation of peclicy, developments
with respect toc M1 be judged against the background of the

ather aggregates and evidence abeut the behavior of the economy,
prices, and financial markets, domestic and international.

None of that analysis contradicts the basic thrust of a
proposition that we have emphasized many times -- that excessive
growth of money, sustained over time, will foster inflaticn.
Certainly the burst in May and June cannot be explained by
tread ¢r interest rate factors. But, it is alsc true that
monthly data are notoriously velatile, and sharp increases
unrelated teo more fundamental factors are typically moderated

or partly reversed in follewing months.
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In all these circumstances, the FOMC, in its meeting last
woek decided to "rebase"™ the Ml target at the second guarter
average and tc widen the range for the rest of the year to 3
to 8 percent at an annual rate. That decision implies scme
adjustment in the base of the Ml target range is appropriate ts
take account both of some change in trend velecity and a return
of interest rates closer to levels historically normal.

We are, of course, coenscicous that, because sf strong
June growth, Ml currently is high relative to the rebased
range, and the Committee contemplates that M1 will return
within its range only gradually as the year progresses.
Consistent with the conviction that a marked slowing in the
rate of Ml growth is appropriate cver time, the Committee
tentatively set the target range at 4-7 percent for next year --
a decision that will be reassessed on the basis of the further
evidence available at that time. Meanwhile, the lower part

of the range set for the remainder of this year reflects the
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willingness of the FOMC, in apprepriate surrounding circumstances,
tc tolerate substantially slower M1 growth for a time should the
recent bulge in effect "wash ocut."

No changes were made in the target ranges for M2 and M3
and the associated monitoring range for debt this year. As
was the case at the beginning of 1985, the Committee would
find growth in the upper part of these ranges acceptable.

The changes tentatively agreed for 1986 are small, limited to a
1/2 percent reduction in the upper limit for M3 and a 1 percent
reduction in the monitoring range for debt.

These target ranges are felt to be fully consistent with
sustained growth in the ecconomy so leng as inflationary
pressures are contained. I should note again, however, that
members ¢f the FOMC are ccncerned about the persistent debt
creation well in excess of the growth of the ecsnocmy and
historical experience, and therefore leck toward some moderation
in that growth next year, as reflected in the monitoring range

set out, (The new ranges are set cut in Table II attached.)
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The uncertainties surrcunding Ml, and tc a lesser extent
the other aggregates, in themselves imply the need for a
considerable degree of judgment rather than precise rules in
the current conduct of menetary policy =-- a need that, in my
thinking, is reinforced by the strong cross-currents and
imbalances in the economy and financial markets. That may
net be an ideal situation for either the central bank or
those exercising oversight =-- certainly the forces that give
rise to it are not happy. But it is the world in which, for
the time being, we find curselves.

Complementary Policies

The massive trade deficit that has rapidly developed over
the period of eccnomic expansion is the most obvicus and concrete
refilecticn of underlying eceneomic imbalances. The trade deficit,
in an immediate sense, has been primarily related both to the
strength of the dollar in the exchange markets and to relatively
slow grewth elsewhere in the werld., 1In effect, much of the

world has been dependent, directly or indirectly, on expanding
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demand in the United States te support its own growth. Put
another way, growth in domestic demand in Japan, Canada, and
Europe has been less than the growth in their GNP, the converse
of our situation. And, even with surging exports teo this
market, output been increasing too slowly to cut inte high
rates of unempleyment in Europe and elsewhere. As a conseguence,
the demand of others for our products has been relatively weak.
The strong competition from abroad has, in an immediate
senge, had benefits as well as costs for this country., It
has been a powerful force restraining prices in the industrial
sector and in encouraging productivity improvement. The related
net capital inflow has eased pressureS on our interest rates
and capital markets. We have been able to readily satisfy the
higher levels cf consumption driven in part by the budget
deficit,
But those benefits cannot last. Soconer or later our

external accounts will have toc come much closer teoward balance.
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Indeed, as cur debts ilncrease, we Wwill have tec earn even more
in cur trade tec help pay the interest.

In the meantime, the flcod of impeorts, and the perceptions
cf unfairness which accompany it, foster destructive protectionist
ferces. The demestic investment we will ultimately need is
discouraged while our companies shift mere of theilr planned
expansion overseas. And the larger the external deficits and
the longer they are prclecnged, the more severe the subsequent
adjustments in the exchange rate and in our ecencmy are apt to
be., We will have paid dearly indeed for any short-term benefits.

These considerations have tempered the conduct of
monetary policy for some time. Specifically, ocur decisions
with respect to providing reserves and reducing the discount
rate have been influenced to some extent by a desire te curb
excessive and ultimately unsustainable strength in the foreign
exchange value of the dollar. But we have also had to recognize

the clear limitaticns and risks in such an approach.
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The possibility at some point that sentiment toward the
dollar could change adversely, with sharp repercussions in
the exchange rate in a downward directicn, poses the greatest
potential threat te the progress we have made against inflatien.
Those risks would be compounded by excessive monetary and
liguidity creation.

As I have said to this Committee before, there is little
doubt that the dollar could be driven lower by "bad" monetary
policy -— a pelicy that poses a clear inflaticnary threat of
its own and undermines confidence, But such a policy could hardly
be in our overall interest -- it would in fact be destructive
cf all that has been achieved,

The hard fact remains that so long as we run massive
budgetary deficits, we will remain dependent on unprecedented
capital inflews to help finance, directly or indirectly, that
deficit. The net capital inflows will be mirrered in a trade

deficit =- they are Siamese twins,
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As things now stand, if cur trade deficit narrowed sharply,
both the budget deficit and investment needs would have to be
financed internally, with new preéssures on interest rates and
a squeeze on other sectors of the economy —— some of which
are now Jdoing relatively well, such as housing, and socnme,
such as farmers and thrift institutions, already under strong
financial pressure, The implications for our trading partners
and for the heavily indebted developing countries would be
severe as well,

There has to be a way out of the impasse -- a way that
would maintain and even enhance confidence in our own eccnomy
and prospects for stability, a way that would not simply shift
the pressures from one sector of the economy tec ancther, and a
way consistent with the economic growth of other countries.

But that way cannot be found by U.S, monetary pelicy alense.
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What we can da is reduce our dependence on foreign capital,
and the rising imperts to meet our domestic demands, by cuttailing
the budget deficits that importantly drive the process. In that
sense, the choice is before you -- in the decisions you will make
in the budgetary deliberations that have been so proleonged.

The needed adjustments would be eased as well if other
industrialized countries became less dependent on stimulus
frem the United States for greowth in their own eccncmies,

I am a central banker. I can well appreciate and sympathize
with the priority that thecse countries have attached tc budgetary
restraint and particularly to the need tc restore a sense of
price stability in their cwn economies., They have had a large
measdre of success in those efferts in the face of depreciation
of their currencies vis-a-vis the dollar, which has made the
process more difficult. The pull of capital inte the United
States, and the reduced outflow from the United States, has also

had effects on their own fipancial markets and interest rates,
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and thus on the possibilities for "heme grown" expansion. But
as those adverse factors diminish in forece, or even begin to be
reversed, ¢pportunities surely exist for fostering more expansion
at home, in their own interest as well as that cof a better
balanced world eccrnomy.

A1l of the industrialized countries, working with the
Internaticnal Menetary Fund, the World Bank, and by cther means,
need to continue to support the efforts of much of the
developing world to restore the financial and economic
foundations for growth in their ceountries., That process,
under the pressure cf the "debt crisis,” has been underway
for some years. By ilts nature, the fundamental adjustments
required pose challenging gquestions cf econemic ard political
management. There is a certain irony in chserving the encrmous
difficulties in cur cwn political precess in achieving -- sc
far without success -- deficit reductions equivalent tc cne

to two percent of cur GNP while much pocrer countries with much
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greater demands upon them are cutting their deficits by much
larger relative amounts.

That effert == along with others -- is justified only
by its necessity to their own economi¢ health, It is hardly
surprising that progress has been uneven, that from time tc
time setbacks are encountered, and that impatience and
frustration surface politically. But T know of no realistic
shortcuts or substitutes for the effort te place their ocwn
economies on a sounder focoting, any more than we can ultimately
@scape cur own respeonsibilities te put ocur budget in crder,

What is so enceuraging is that the strong effort that
has been made in most of the indebted countries is yielding
some tangible results. A measure of growth has been restored
in Latin America as a whole. With interest rates lower and
many debts restructured, debt burdens are gradually but
measurably being reduced.

Fcr the mest part, the heavily indebted countries are

still a long way from regaining easy access to commercial
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credit markets. Extracrdinary cooperative efforts by the
IMF, the World Bank and commercial banks will continue to be
required for a time to make sure external financing obligations
are structured in a way that matches ability to pay. As always,
the ultimate success of all these efforts -- most of all those
by the borrawers themselves -- will depend upon orderly growth,
reasonable interest rates, and access to markets in the rest of
the werld, which will be determined by our actions and those of our
trading partners.
Cenclusicn

We have had a relatively strong economic expansion in
the United States over the past 2-1/2 years as a whele, At
the same time, the rate of inflation has remained at the lowest
level in more than 15 years. That combination should be a
source of great satisfactien., But 2-1/2 years is not, in
itself, terriply significant in the economic 1life of the nation.
What will count is whether we can build on that progress, and

extend it cver a long time ahead.
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The inherent strength of our economy and the momentum of
our expansicn have carriéd us a long way. We have done a lot
te lead the world to recovery. The longer-term opportunities
are still there for the taking. But we also do not need to
lock far to see signs of strain, imbalance, and danger.
In these circumstances, monetary peclicy has accommodated
a sizable increase in monetary and credit growth, and interest
rates have dropped appreciably even though they are still
relatively high in real terms. In that way, economic growth
has been supported at a time when the dollar has been particularly
strong and inflationary pressures, at least in contrast tc the
1970s and early 1980s, guiescent. But there are cbvious limitations
to the process of monetary expansion without threatening the
necessary progress toward stability upon which so much rests.
Plainly, there are implications for cther policies as well,
The widely shared sense that other nations should do more

to open markets, to deal with the strugtural rigidities in
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Lheir economic systems, Lo encourage growkh -— Lo get their own
houses in order -- is certainly right., We can legitimately
cajole, and urge, and bargain to those ends.

But there can also be no doubt that it all will come much
easier as the United States does its part. Monetary policy
must be part of that effort. But we also do need to come to grips
with the budget deficit. We do need to avoid a witch's brew of
protecticnism.

The success of the world eccnomy -- and of cur fortunes
within it -~ is in large measure dependent on us. That is the

inescapable conseguence of size and leadership.

A ek
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Table I

Econcmic Projections for 1985 and 1986*

FOMC Members and cther FRB Presidents

Range Central Tendency
———————————————————————————————— et -1 1R L L e ]
Percent change, feourth quarter

to feurth quarter:
Nominal GNP 6~1/4 toc 7-3/4 6-1/2 to 7
Real GNP 2-1/4 to 3-1/4 2-3/4 to 3
Implicit deflator for GNP 3~1/2 to 4-1/4 3-3/4 to 4
Average level in the fourth
quarter, percent:
Unemployment rate 6~3/4 to 7-1/4 7 to 7-1/4
- ——————————— 198f--—mmm——
Percent change, fourth quarter
to fourth quarter:
Nominal GHP 5~1/2 to 8-1/2 7 to T=1/2
Real GNP 2 to 4 2-1/2 to 3-1/4
Implicit deflator for GNP 3 to 5-1/2 3-3/4 to 4-3/4
Average level in the fourth
guarter, percent:
Unemployment rate 6~3/4 to 7-1/2 6-3/4 toc 7-1/4

*The Administration has yet to publish its mid-session budget
review document, and consequently the customary comparison of
FOMC forecasts and Administratien ecconomic goals has not been

included in this report,
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(Percent increase, QIV to QIV unless otherwise noted)

Adopted July 1985

Adepted in
FPebruary fer 1985 1985
M1 4 to 7 3 to
Mz & 1o 9 o Lo
M3 5 to 9-1/2 6 to
Domestic Non-
financial debt 9 tes 12 9 to

QIV 1985,
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For use at 4:30 p.m., E.B.T.
Tuesday
July 16, 1985

Board of Governors of the Federal Reserve System

Monetary Policy Report to Congress
Pursuant to the
Full Employment and Balanced Growth Act of 1978

July 16, 1985

Letter of Transmittal

BOARD OF GOVERNORS QF THE
FEDERAL RESERVE SYSTEM
Washington, D.C.. July 16. 1985

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

The Board of Governors is pleased to submit its Midyear Monetary Policy Report to the Congress pursuant
1o the Full Employment and Balanced Growth Act of 1878

Sincerely,
Paul A, Voicker, Chairman
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Section 1. Monetary Policy and the Economic Qutlook for 1985 and 1986

The fundamental objective of the Federal Reserve in charting a
course for monetary and debt expansion remains unchanged--to foster a finan-
cial environment conducive to sustained growth of the economy, consistent
with progress over time toward price stability. In working toward those
goals, developments with respect to the dollar and our external position
have necessarily assumed greater prominence, More generally, while policy
initiatives are stated in terms of growth rates of cerrain monetary and
eredit aggregates, the Federal Open Market Committee has emphasized the need
to interpret those aggregates in the light of other information about the
economy, prices, and financlal matkers. Moreover, the monetary targets for
1985 needed to be evaluated, and in the case of Ml adjusted, in light of the
unusual and unexpected hehavior of GNP relative to money during the first

half of this year.

Economic and Financial Background

Economic activity continued to expand during the Eirst half of
1985, but at a relatively slow pace. Real gross natiomal product prohably
increased 4at an annual rate of less than 2 percent, falling short of the
expectations of many forecasters and of the rate anticipated for the year by
members of the Federal Open Market Committee when they formulated their
annual monetary policy plans in February. While the economic environment
was conducive to the contalnment of inflaticn within the 3-1/2 to 4 percent
range of the past few years, there has been no further progress toward full

employment of the nation's labor resgurces or industrial capacity. Indeed,
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the unemployment rate has remained at about 7~1/4 percent, well below the
peak of the 1981-82 recession, but still an historically high lavel.

The slowing of output growth, which began in the middle of 1984,
has brought into sharper focus the unevenness of this business expansion
and the significance of some basic structural imbalances in the economy.

The federal budget deficit has remained in the neighboarhood of $200 billion,
rather than moving In the direction of balance as might normally be expected
in the course of 4an upswing in economic activity., The heavy demands placed
on the credit markets by the Treasury's financing activities have, in turn,
heen one factot helping to hold real interest rates at historically high
levels. And those high rates have contributed te the strong demand of inter-
national investors [or dellar-denominated assets aad thus to the strength of
the dollar on foreign exchange markets.

Although the dollar was little changed on balance over the first
half, with a spike in 1its value early in the year being subsequently reversed
the adverse effects onr the U.S. trade position of the appreciation of the
preceding several years, together with slow economic growth abroad, were very
much in evidence. U.S, firmms continued to face severe competitive pressures,
and our exports fell while our imports rose. The widening cutreat account
deficit was mirrored ia the continuing gap between the growth of domestic
spending and domestic production. Mereaver, the effects of this imbalance
were felt with particular severity ir the manufacturing, mining, and agricul-
tural sectors of the economy, where profitability was squeezed overall and
employment. declined.

The lagging growth of preduction, relatively well contained infla=-

tionary prassures on resources, and the high value of the dollar oun exchange
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markets provided the backdrop for the corduct of monetary polley 1n the past
several months, Reserves avallable to the banklng system expanded substan~
tially over the first half of the year, and the discount rate was cut by one-
half percent in the spring. With the economic expansion slowing, interest
rates—=which had declined sharply from the summer of 1984 to early 1985--
dropped somewhat further on balance by mid-year.

The declines in market interest rates in the latter part of last
year and this year had substantial effects, lasting for a number of wonths,
on the demands for assets contained in ML, BSome savings apparently were
shifted into interest-earning checking accounts (NCW accounts) from other
Instruments, and demand depeosits also rose, as the cost of holding these
accounts in terms of earnings forgone was vreduced. As a result of the shifts
of funds, Ml expanded at about a 10-1/2 percent aunual rate over the First
half of the year {measured from the fourth quarter of 1984 to the second
quarter of 1985}, well above the 4-to-7 percent range established by the FOMC
in February. At the same time, however, the broader moictary aggregates
remalned within thelr designated ranges. Over the period, M2 and M3 expanded
at 8-3/4 and 8 perceat annual rates, respectively, as compared with their
growth ranges of 6 to % and 6 to 9-1/2 percent. Growth In domestic nonfinan-—
cial sector debt over the first two quarters of the year was a little ahove
tts 9-to-12 percent monitoring range, as debt issued to finance mergers
and otherwise retire stock issues continued stTonger than earlier expected.

The rapid growth of M1 in the first half of the year was accom-—
panied by a sharp drop in the velocity of the aggrepate: ML velocity—-the

ratio of nominal GNP to money——declined at zghout a 5 percent annual rate.
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In some respects, that development is reminiscent of experience in 1982-1983,
when a large drop in interest rates also was accompanied by 4 marked decline
in M1 velocity, with the attractiveness of Ml~type balances enhanced by the
availability of explicit interest ¢n NOW accounts. There is evidence from
recent experience, as well as from research on the interest responsiveness

of the demand for money, suggesting that such eplsodes might be expected as
the economy and financial markets adjust over time to further progress toward
price stability and as the inflation premium in interest rates consequently
diminishes, As this c¢ccurs, likely in unpredictable spurts, the public's
demand for M1 will tend to rise and the level of M1 velocity could drop more
or less "permanently.” However, there will he uncertainty about such a con-
clusion until 1t becomes apparent Iin the period ahead whether velocity is
returning toward trend or whether it is tending to rise rapldly because the
public is reducing its "excess™ maney balances by spending or investing them;
in the latter case, the drop In veloclty in the past two quarters could be
reversed to some extent.

The recent developments affecting M1 illustrare the still constder—
able uncertainties about the shorter~run behavior and trend of its velocity.
Over the last three and a half years, the income velocity of Ml actually has
declined slightly on balance. In contrast, over the preceding three decades,
velocity had increased by more than 3 percent per year, on average. Velocity
changes are lnfluenced by the behavior of Interest rates, but the extent of
interest rate ifmpact is variable and may be changing as the public and depos—
ttory institutions adiust to the new deposit Instruments and deregulation

of deposit celling rates of recent years. Moreover, the underlying trend of
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velocity will also be influenced by the rate of financial innovation. While
that may slow down once the adjustment is made to a deregulated environment
and with lower iaterest rates, increased computerization could also work
toward a rise In velocity over time as the efficlency of the payments systenm

increases.

Ranges for Money and Debt Growth in 1985 and 1986

In reexamining its Ml range for 1985, and in setting a tentative
range for 1986, the Committee expected that velocity, after its sharp decline
in the first half of this year, would cease falling rapidly--while recognlzing
that much of the recent decline may not he reversed. Allowance also needed
to be made for the high degree of uncertalaty surrounding the behavior of MI
velacity, given the experience of the past few years. To take account of
these conslderations, the base for the range of Ml was shifted forward to the
second guarter of 1985, and the range was set to encompass growth at a 3 to
8 percent annual rate over the second half of this year. This range contem-—
plates a substantial slowing in growth from the pace of the first half, aund
the lower part of the range implies a willingness to see relatively slow
growth should the recent velocity decline be reversed and economlc- growth be
satisfactory.

The appropriateness of the new range will be under continuing
review in light of evidence with respect to economic and financial develop~
mentsd, including conditions in foreign exchange markets. It was norted that,
hecause of the burst of money growth in June, the current level of Ml is

bigh relative to the new range. The Committee expected that the aggregate
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would move into the new range gradually over time as more usual behavior of
veloclty emerged.

For 1986, the Ml range was tentatively set at 4 to 7 percent. The
Commirree recognized that uncertainties ahout interest rates and other facters
that could affect veloclty would require careful reappraisal of the rauge at
the beginning of that year, In addition,.it was noted that actual experience
with institutinnal and depositor behavior after the completlion early next year
of deposit rate deregulation would need to be taken into account in judging
the appropriateness of the ranges. At the beginning of next year, regulatory
einimum balance requirements on Super NOW accounts and money market deposit
accounts will he removed, and at the end of March 1986, deposit celling
rates will be Y fied enrirely, affecting savings depesits and regular NOW
accounts,

The table below summarizes decisions with respect to the rauges of
growth for the aggregates for 1985 and 1986. Except for M1 In 1985, the
growth ranges apply to one-year periods measured on a fourth quarter to
fourth quarter basis. The Ml range for 1985 applies to the second half of
the year, as noted above.

Ranges of Growth for Monetary and Debt Aggregates

(Perceat change)
Tentative for

1985 1536
ML 3 to §* 4 to 7
M2 6 to 9 6 to 9
M3 6 to 9=1/2 6 to 9
Debe 9 to 12 8 to 11

* Applies to perled frcm second quarter te fourth quarter.
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With respect to the broader monetary and credit aggregates, the
Committee reaffirmed the 1985 ranges for M2, M3, and domestic debt that had
heen established in February. It is recognized, as at the start of the year,
that actual growth over the four quarters of 1985 might be toward the upper
parts of the ranges, and {t was felt that this would be acceptable, depending
on developments In the velocltles of the varlous measures, as long as infla-
tionary pressures remained subdued.

The tentative ranges for 1986 for M3 and total debt embody reductions
from 1985--1in the case of debt by a full percentage point and Iin the case of
M3 by one-half percentage point on the upper limlt. The range for M2 was left
unchanged. In the case of the monitoring range for debt, it was assumed that,
while debt wight well continue its tendency of recent years to grow consider—
ably faster than GNP, its expansion would be tempered by a drop-off in the net
redemption of equity shares that has boosted corporate credit use dramatically

in the past year or two.

Economic Projections

All the monetary ranges specified were felt to be consistent with
somewhat more rapid economle growth than characterized the first half of the
year, as long as inflationary pressured remain contajned. At the same time,
Committee members felt that the present circumstances in the economy contain
particular risks and uncertainties that can imperil progress over the next
year and a half toward elther growth or price stability. <{learly, the serious
imbalances referred to earlier In this section cannot be remedled through
the actions of the central bank alone. Attainment of fully satisfactory
economic performance and minimization of risks will require timely action in

other areas of policy, here and abroad.
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The economie projections of the members of the FOMC, as well as of
*the Reserve Bank Presidents who are not at present members of the Committee,
are summarized in the table on the next page. The central tendency of the
forecasts for real GNP points ta some pickup in the pace of expansion in the
second half of this year. The expected strengthening, given the slow growth
in the first half, scill would leave the GNP expansion for the year as a
whole short of the range reported by the Federal Reserve in February, and
below the forecasts published by the Administration to date,

The FOMC members and the other Reserve Bank Presidents expect
growth in the 2-1/2 to 3-1/4 percent range during 1986. Such a rise in out-
put 1s seen as entalling substantial gains in employment, enocugh to bring
about a small decrease in the civilian unemployment rate, te arcund 7 percent
by the end of next year, With pressures in labor and product markecrs limited,
most FOMC members and other Presidents foresee only a marginal increase, 1f
any, in the rate of inflation, in 1986. It should be noted, however, that
these projections are based on an assumption that exchange value of the
dollar will not deviate substantially from its recent levels.

The projections for a pickup in GNP growth over the reduced rate of
the first half of this year are based in part on the expectatlon that the
declines in interest rates (and concomitant rise in stock prices) that have
occurred over the past few quarters will be providing impetus to demand for
goods and services in the months ahead. <Consumer attitudes toward spending
appear favorable, and housing actlvity already has shown improvement, although
the FOMC members are soumewhat concerned by the rising debt burdens of house-

helds and the increasing payment problems suggested by flgures on consumet
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Economle Projections for 1985 and 1986*

FOMC Members and other FRB Presidents

Range Central Tendency
1985
Percent change, fourth quarter
to fourth quarter:
Nominal GNP 6-1/4 to 7=3/4 6-1/2 to 7
Real GNP 2-1/4 to 3-1/4 2-3/4 to 3
Implicit deflator for GNP 3=1/2 to 4-1/4 3-3/4 to 4
Average level in the fourth
quarter, percent?
Unemployment Tate 6=3/4 to 7-1/4 7 to 7-1/4
1986
Percent change, fourth guarter
to fourth quarter:
Nominal GNP 5-1/2 to 8-1/2 7 to 7-1/2
Real GNP 2 to 4 2-1/2 ta 3-1/4
Implicit deflator for GNP 3 to 5-1/2 3-3/4 to 4-3/4
Average level in the fourth
quarter, percent:
Unemployment rate 6-3/4 to 7-1/2 5-3/4 to 7-1/4

#*The Administration has yet to publish its mid-session budget review document,
and censequently the customary comparison of FOMC forecasts and Administration
economie geals bhas net been ineluded in this report.
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and mortgage loan delinguencies. 1In the buslness sector, inventory overhangs
appear to be limited in scope and degree, and fixed Investment seems to have
plcked up a little after exhiblting some weakness earlier this year; the
lower cost of capltal and desires to cut costs and malntain competitiveness
are expected to keep lnvestment on a moderate uptrend, even though pressures
on capacity may not be great. Spending by the federal govenment and by states
and localities is expected to grow rather slowly.

A key ingredieant {n many of the projections is the expectation that
there will be a tendency la the coming year for our external position to
stabilize, so that domestic production will more fully reflect the expansion
of domestic demand. Developments in this area will, of course, depend in
part on the course of economic expansion abroad. Were the U,S. external
position to continue deterfcrating as Lt has been, the sectoral imbalances
in the eccnomy would be exacerbated, creating further difficulties for many
companies, thelr employees, and their communities. The draining off of
income would jeopardize the sustainability of economic expansion, and the
risks of economiec and financlal dislocations would Intensify.

The FOMC members and other Presidents alse assumed in their policy
deliberations and in the projections that the Congress and the Administration
would achieve deficit reductions in the range of those In the recent House
and Senate budgetr resolutions. Fallure to move forward with those proposals
would run a serious risk of reversing the favorable effects that congressional
actions to date have had on investor expectations, and would create a real
impediment to the solution of the structural problems plaguing our econcmy

today.
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Section 2: The Performance of the Economy in the First Half of 1985

After a year and a half of extraordinarily rapid growth, econonic
activity decelerated abruptly in the middle of 1986, and slowed somewhat
further in the first half of 1985, Growth In real gross national product
1s estimated to have averaged less than 2 percent at an annual rate so far
this year; the unemployment rate has remained flat at about 7-1/4 percent.
Inflation has held at the lower pace reached during the 1981-32 recession.

To some extent, the moderation in growth during the past year has
raflected the slowlng in household and business spending that often occurs
after the initial phase of cyeclical recovery. Pent—up demand fer housing and
consumer duyrables generally fades as an expansion period lengthens, and
growth in business fixed investment often exhibits some cyclical deceleration
over time. However, the recent slowlng in growth also reflects factors
unlque to this expansion.

In particular, this expansion has taken place 1n the context of
a highly stimulative federal fiscal policy. Real GNP grew more rapidly in
1983 and the flest half€ of L984 than in any previous recovery since the
Korean War. Ultimately, some slowing In growth would have been required to
avold inflationary overheating of the economy. HWowever, even before that
point was reached, the initial effect of the fiscal stimulus began to wane,
dissipated in part through its contribution to a wovsening U.S. competitive
positicn in international trade and diversion of demand away from goods
produced in the United States.

The pronounced increases in the merchandise trade and current

account deficits have occurred as enormous federal deficits and resultant
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heavy borrowing by the federal government have added to other factors helping
to keep U.5. interest rates at high levels, relative both to histerical
experience and to the rate of inflatlon, These credit demands have been met
partly through a substantial inflow of foreign capital, which has been asso-
ciated with a large appreclation in the foreign exchange value of the U,S.
dollar. The strong dollar has encouraged U.S. consumers and businesses to
increase greatly the porticon of thelr expenditures devoted to imports, and

at the same time has inhihited U.S. exports. Exports alsc have been re-
strained by slow growth in demand abread. As a result, gains in domestic
demand have outstripped those in domestic production by a wide margin through=-
out the expansion period.

The effects of the weakening trade balance in the past few years
have been felt keenly in the manufacturing sector. Industrial production,
which began to level off in the summer of 1984, remained stagnant in the first
half of 1985, and employment in the manufacturing sector declined, The
strong deollar also has exacerbated the economic problems of farmers, many of
whom face difflcult adjustments because of falling product prices and the
need to service a large volume of debt accumulated during the infiaztionary
pariod of the 1970s and early 1980s.

Thus far, however, the wealkness in the manufacturing and agri-
cultural areas has been more than offset by strong gains in other sectors.
Domestic final demand rose at a 3-1/2 percent annual rate in the first
quarter of 1985, about the same as in the second half of last year;
second-quarter gains appear also to have been substantial., Spending in

such interest-sensitive areas as autos and houslng was particularly strong
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in the first half of 19895, reflecting in part lower credit cests that have
emerged since mid-1984.

The strength of the dollar also has had a restralning iafluence
on inflaticn, by reducing import prices and by forcing U.S. producers to
adopt mote competitive pricing strategies. Inflationary pressures have
been limited, ton, by the lack of pressure on resources here and the slack
abroad. Most measures of overall price increase remained in the 4 percent
range in the first half of 1985, but prices of manufactured geods rose
little and significant downward pressures on prices were evident in markets

for o1l and basic commodities.

The Househeld Sector

Growth In real dispesable income continued to slow in the first
half of 1985, reflecting smaller increases In interest income as well as
weakness In manufacturing payrolls and farm income. WNonetheless, gains in
household spending, especially in the interest-sensitive sectors, were slzable,
supported by continued heavy borrowing. As a result, the perscnal saving
rate fell appreciably below last year's 6 percent level.

Consumer spending for new cars was particularly stromg in the
first half., Total auto sales averaged nearly 11 millicn unirs at an annual
rate, with sales of domestic models around their highest level for a six-month
period since 1979. The strength in auto sales was partly attributable to the
fmproved availability of many popular domestic models since the strike-related
digruprions in production last fall. In addition, aute demand was bolsiered
by generally lower interest rates compared with last year and by some speclal

financing programs offered by manufacturers. Sales of foreilgn cars were
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held down in the first quarter because supplies of Japanese models were
limited at the end of the annual period for the voluntary export restraint
program. However, forelgn car sales picked up in the spring and early summer
when Japanese cars shipped after the start of the new annual period began to
arrive at U.S5. dealerships.

Meanwhile, activity in the housing market has rebounded since last
fall. Housing starts rose to a !,8 million unit annual rate on average in
the first five months of 1985, retracing nearly all of the decline that
occurred in the latter half of last year after rates on fixed-rate mortgages
temporarily rose to the 14 percent range. Housing activity generally has
heen quite robust in this expansion perlod, despite high real interest rates,
Demand for owner-occupied units has been buoyed by the movemeat of the “baby-
hoom" generation into its prime home-buying years, as well as by the benefi-
cial effects of stable house prices and innovative finaneing techniques such
as adjustable-rate wortgages on the affordability of homes.

The strong gains In household spending over the past two and a half
years have been accompanied by considerable alterations in balance sheets.
The ratio of household debt to income has Increased rapidly, and is now well
above its 1980 peak. However, asset growth has heen strong as well, and the
ratlo of Einancial assets to income has risen sharply in the past year, owing
in part to the rapid rise in stock prices.

The incldence of payment difficulties on consumer installment debt
has risen somewhat in the past half year or so, from relatively low levels,
Delinquency and foreclosure rates on home mortgages have been at high levels

for some time, and they rose further in early 1985. The large number of
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defaulted mortgage lcans pattly reflects the still high rates of unemployment
and the weakness of home prices Iin many locales, which has left some home-
owners with little equity to protect when they encounter financial difficul=-
ties, However, aggressive underwricing of some mortgages, including loans
carrying lower payments in the first years, appears to be a contributing

factor.

The Business Sector

Conditions in the business sector were mixed in the first half of
1985. Many industrial firms experienced pressures on profit margins in an
enviroment of intense price competition and declining capacity utilization,
and widespread financial strains continued to be present in the agricultural
and energy sectors. At the same time, however, some other sectors of the
economy recorded good gains in sales and income. Economic profits for cor-
porations in the aggregate remained at the higher level reached after the
sharp runup earlier in the expansion, with after-tax profits as a percent of
GNP at the highest levels seen for any sustained pericd since the late 1960s,

Growth in business spending for fixed capital hegan to slow in
the latter half of 1984, after a period of extracrdinary expansion, and a
further slowing occurred in the first part of 1985. The weakening has been
most proncunced in equipment ocutlays, affecting both the high-technology
categories and more traditioral types of Iindustrial equipmenr. Nevertheless,
surveys of capital spending intentions takem in the first half of the year
indicated that businesses st{ll planned a healthy expansion in outlays for
1985 as a whole. A relatively large proportion of these expenditures

reportedly was earmarked for replacement and modernization rather than
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expansion of capacity, reflecting a desire to cut costs and lmprove competi-
tiveness. Meanwhile, spending for nonresidential construction, particularly
offices and stores, continued at streng rates in the first half of 1985, and
congtruction contracts rose further despite very high vacancy rates in many
parts of the country.

The pace of inventory accumulation in the business secter has been
mederate in recent months. 1In real terms, business inventories raose about
519 bhillion at an annual rate in the first quarter of 1985, compared with anp
average galn of $25 billion in 1984; inventory accumulatien probably was
still lower in the second quarter. Manufacturers, especlally those facing
intense lmport competition, have continued to be cautious in adding to fnven-
tories. Total stocks 1n this sector declined in both April and May, and
inventory=sales tatios for the mest part remain near historical lows. In the
trade sector——with the notable exceptieon of the car industry—ilnventory-sales
ratlos have remained a bit high, though, and selected efforts to pate stocks
have continued.

With slower growth Iin investment in the first half of 1985, the
gap between capital expenditures and internal funds of firms remained moder-
ate. Nevertheless, businesses centinued to borrow heavily, reflecting a
continued massive amouant of equity retirements by firms engaged in mergers
and other corporate restructurings. As a result, debt-equity ratios have
risen for a number of firms, especfally in the petroleum industry, where
a major restructuring is currently taking place. However, for most other
firms, equity additions through retained earnings or sales of new shares

have been considerable. With rising stock prices, debt-equity ratios for
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these f{rms, when their assets and liabilities are measured at current
market values, have shown some decline in recent months.

Nonetheless, financial strains, Iin many cases related te the high
farelgn exchange value of the dollar, persist ln some areas of the economy.
In particular, low capacity utilizatlon rates Iin a number of import-sensitive
manufacturing industries, ineluding machine tools, steel, some types of chem-
icals, and textiles have Intensified pressures on profitabfifty. In addi-
tien, large segments of the farm sector continue to suffer greatly from
reducqad exports, depressed land prices, and low incomes; many farmers face
serious debt-servicing problems, causing problems in turn for agricultural
lenders, Tn the energy sector, contlnued downward pressure on world oil
prices has caused petroleum drilling to be curtailed, which has strained

the earnings of many ollfield equipment and servicing firms.

The Government Sector

Federal tax receipts continued to rise substantially in the first
half of 1985, but so too did outlays, and the fiscal year (985 deficit likely
will be around $200 billion. This represents about 5 percent of total GNP,
and more than half of net private domestic saving. Federal purchases of
goweds and services, the part of federal spending that enters directly inta
GNP and constitutes about a third of total outlays, rose comparatively
moderately in the firet half of 1985; Jefense procurement, an area of rapid
groewth In spending over the past few years, grew at a reduced pace as outlays
lagged more than is typical relative to appropriations, Real nondefense
purchases (excluding the Commodity Credit Corporation) continued to be rela-

tively flac,
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Purchases by state and local governments were esseatially unchanged
in the first quarter, but evidently rose in the second, as construction out-—
lays increased significantly in the spring. States and localities, many of
wihich had serious fiscal difficulties in the last recession, generally have
been cautious in ralsing spending throughout this expansion periond, though
they have bheen endeavoring to address the problem of an aging infrastructure,
The combination of spending restraint and improved revemues owing both to
legislated tax increases and to rising incomes, has resulted in a substantial
rise in the operating and capital account surpluses of state and local govern-

ments since 1982,

The External Sector

The external sector has come to play an Ilncreasingly important rele
in the 0.8, economy, Merchandise Imports have risen rapidly in this expan-
sion, moving above 15 percent of real demestic expenditures on goods in the
first half of 1985, The increase Irn lmport penetration has been widespread,
ocecurring in both the consumer and capltal goods sectors, as well as in
iadustrial supplies.

Although U.S, exports increased in 1983 and 1984, they grew much
less than imports, and have not yet regained their previous peak, In the
first half of 1985, exports, partlicularly of agricultural products, have
declined somewhat. As a result of these trends, the current account deficit
has widened dramatically over the past few years, teaching an annual rate of
$120 billion in the first quarter of 1985,

Part of this imbalance reflects the stronger growth of demand in

the U.S. economy since 1982 relative both to the other industrial countries
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and to the debt-burdened developing countries, Althcugh this 1nfluence has
lessened with the slowlng of the !l.5. economic expansion since the middle

of last year, there has been no acceleration in growth in the other indus-
trial countries, and many developing countries have continued to face finan-
cial constraints, The greater share of the Ifmbalance, however, probably is
attributable to the substantlal appreciation of the dollar over the past

few years. On average during the first half of this year, the trade-
weighted value of the dollar was roughly 70 percent above its level five
years earller.

The appreclation of the dellar and the underlying demand of inves—
tors for dellar-denominated assets and other clalms on the United States has
been partly associated with differenti{als hetween real rates of return on
U.S. and forelign assets. The enormous federal budget deficlts uave been an
important factor centributing to these differentials. The moderation in
interest rates that has accompanied the slowing of the economic expansion in
the United States since mid-1984 appears to have eased some of the upward
pressure on the dollar; after rising sharply through the first two months of
thlis year, the exchange value of the dollar has trended downward and is now
around the level of late last summer, Nevertheless, the high level of the
dollar continues to limit the ablility of Y,S., preducers to compete both at

home and abroad.

Labor Markets
Growth in labor demand generally remained strong In the first half
of 1985, and the number of workers on nonfarm payrolls increased 1.4 willion.

The bulk of the job growth was in the service and trade sectors, in which
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employment in the past gsix months has expanded at rates similar teo last
year's tapid pace. TIncreases In the restaurant and buslness services areas
have been especifally large. Construction employment also showed a sizable
gain In the flrst half of 1985, along with significant growth in both resi-
dential and nonresidential construction., In contrast, manmufacturing employ-
ment dropped abeut 220,000, with cutbacks in payrolls widespread among
industries.

Despite the substantial gains In overall payroll employment, the
unemployment rate has remained at about 7=1/04 percent, rhe level that has
prevailed since last June. The labor force participation rate was up appre-
ciably on average during the first half; the rise occurred primarily among
adult women, who evidently were responding to che Incresse In job opportuni-
tfes in the service and trade sectors, where 80 percent of adult women are
now employed.

Wage inflation has remalned restrained. Year-over-year changes in
the employment cost index for wages and salaries, a relatively couprehensive
measure for the private nonfarm business economy, have held steady at just
over & pearcent for nearly a year. This is about one percentage point less
than in 1983 and early 1984, and substantially below the peak rate of about
9 percent reached in 1980. The slowing in unfon wage increases over the
past several years has been especlally large. Unlon wage galns both in and
out of manufacturing have been below the increases posted in nonunionized
gectors for the past year and a half, causing a partlal erosion of the dif-
ferential that had built up over the years prior to the last recession.
Major collective bargaining agreements negotiated in early 1985 indicate

continued moderate wage growth im the uniconized sectors.
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Productivity in the nonfarm business sector appears to have declined
in the first half of 1985, fecllowing increases amounting te 4 percent in 1983
and 2-1/2 percent in 1984. Both the recent slowing in productivity and the
substantial gains earlier in the recovery largely reflect the fact that
employment tends to respond mere slowly than output to changes in demand.
However, improvements in productivity appear to continue to be a major
priority of both workers and management, as evidenced by widespread reports
of modernization of facilities as well as relaxation of work rules and other
steps to enhance efficiency and hoid down costs.

The combination of improved productivity growth and relatively re-
strained wage gains in this expansion has resulted in a sizable deceleration
in the average rate of Increase in unit labor costs relative te the previcus
several years. Alchough unit labor costs have risen this year in response
to the downturn in productivity, they are still only about 3 percent above

their year-ago level.

Price Developments

After slowing sharply In the recession, the broadest measures of
inflation have held fairly steady at about 4 percent during much of the
expansion. While the stability of the ifnflation rate during this expansion
partly reflects some speclal factors, significant progress appears to have
been made In reversing the underlying momentum of the Inflationary process
that sustained the wage-price spiral of previous years, Inflation expecta—
tions have been more subdued, and both labor and management have exhibited a
better appreciaticn of the fact that gains in real incomes cannot be achleved

simply by marking up nominal wages or prices.
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The strong dollar has reinforced other factors holding down
inflation in this expansion period, both directly by reduclng the prices of
imported goods and indirectly by forcing U.S. manufacturers to restrain
price increases in order to remain competitive. Retall prices of goods
excluding food and energy rose about 5-1/2 percent, at an annual rate, in
the first half of 1985, about the same as the average rate of change in the
two preceding years. Increases in prices of nonenergy services, which have
not been affected nearly as much by import competition, have continued to
be substantial, averaging a 5-1/2 petcent rate ln the last six months, the
same as in 1984.

Energy prices have been quite volatile over the past year, malnly
reflecting wovements in gasoline prices. From the autumn of 1984 through
February of this year, gasoline prices fell by about 3-1/2 percent, as refin-
ers sought to reduce excess inventories. Production was adjusted downward
as well, resulting in a spurt in prices in the spring. However, gasoline
prices appear to have stabilized more recently, as Lnventory levels have
returned to normal while erude oll supplies remaln abundant. Food prices
have risen only a lictle this year, reflecting the moderate rate of increase
in processing costs as well as plentiful agricultural supplies,

Prices of baslc industrial commoditles, which rose markedly In the
initlal stages of this upswing in husiness activity, have been trending down-
ward for the past year and a half. The demand for materials by U.S. manu-
facturers has been weak, and world supplies have been ample, owing in part
to the expansion of capacity in many developing countries in the past decade

and their need to maintain export revenues.
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Section 3: Money, Credit, and Financlal Markets in the First Half of 1985

In February of this year, the FOMC established target growth ranges
for the year {measured from the fourth quarter of 1984 to the fpurth quarter
of 1985) of 4 to 7 percent for M1, 6 to 9 percent for M2, and & to 9-1/2 per-
cent for M3. For domestic nonfinancial sector debt, an assoclated monitering
range was set at % to 12 percent. The Ml range for 1985 represented a one
percentage point reductlon at the upper end from the range of the preceding
year, while the range for M2 was unchanged. To reflect changes in the pattern
of Einancial flews, the 1985 range for M3 was ralsed by a half point at the
uppet end, and the whole range for the debt aggregate was raised by a percent-
age point. Tt was expected that these ranges would be adequate to encourage
Eurther real economic growrh at a sustainable pace consistent with containment
of inflationary pressures and a movement over time toward reasonable price
stabiliey.

In implementing policy throughout the peried, the FOMC emphasized
the need to evaluate growth in the monetary aggregates in the context of
information available on economic activity, prices, and financial market con-
ditlons. Among other factors, the strength of the dollar and the related
sluggishness of manufacturing activity required attention. As an operational
matter, the degree of pressure on reserve positions of depository imstitutions
was trelatively unchanged during the period, and the discount rate was reduced

ouce.

Money, Credit, and Monetary Policy

The unusually sharp drop in velocity in 1982 and early 1983, when

growth of M1 greatly exceeded that of nominal GNP, had led the FOMC to place
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GROWTH OF MONEY AND CREDIT
Percentage changes

Domestic
Period M1 M2 M3 nonfinancial
sector debt

Fourth quarter to 10.5 8.8 7.9 12.8e
second quarter 1985

Fourth quarter to 11.6 .1 8.7 12.7e
June 1985

Fourth quarter
to fourth quarter

19479 7.5 8.1 10.3 12.1
1980 7.5 9.0 9.6 9.6
1981 5.1(2.5)1 9.2 12.4 10.0
1982 3.8 9.1 10.0 9.1
1983 10,4 12,2 10.0 10.8
1984 5.2 7.7 10.4 13.6
Quarterly growth rates
1984-Q1 6.2 7.2 9.2 13.0
Q2 6.5 7.1 10.5 13.0
Q3 4.5 6.8 9.5 12.6
Q4 3.2 9.1 11.0 13.4
1985-Q1 10.6 12.9 10.7 13.4
Q2 10.1 5.3 5.0 11.8e

e——estimated.
l. Ml figure in parentheses is adjusted for shifts to NOW accounts in 1981,
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less reliance on Ml as an operational guide to policy. During the latter
part of 1983 and in 1984, however, the patterns of Ml growth relative to
other econemic variables proved more consistent with historical experience,
and Ml was given more weight in the conduct of policy. Nonetheless, consid-
erable uncertainty remalned, in part because of limited experience with the
impact of deposit deregulation and financial market innovations on the
behavior of M1 under varying economic and financial circumstances. Similar
concerns about possible changes in the account offerings and pricing behavior
of depositories and the asset demands of households affect all the monetary
aggregates to some extent. These factors accounted in part for the need

to interpret movement In the aggregates in the light of prhey information,
including evidence on shifts in velocity.

In the event, monetary policy during the first half of the year
had to be adapted to a further sleowing in economlic growth, as mamufacturing
activity was essentially flat and the agricultural sector remained under
pressure, to a continued high value of the dollar on exchange markets, and
to a tendency for the velocity of money, partieularly of M1, to fall., Price
and wage pressures remained relatively well contalned; indications of some
acceleration in the early part of the year were followed by more moderate
increases in subsequent months,

In that context, monetary policy basically accommodated the strong
demands for reserves by depository institutlons that emerged during the first
half of the year. The total of adjustment plus seascnal borrowing variled
within a generally narrow range over the period, though increasing for a

time in the spring as a result of special situations affecting non—federally
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Ranges Adopted in February and Actual Money Growth
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Ranges Adopted in February and Actual Money and Debt Growth

M3

Billions of dollars
] Annual rates of growth

9.8%

1984 Q4 1o 1985 Q2
3200 7.9 percent
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3100
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—— |

Annual rates of growth
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insuted thrifts in Ohio and Maryland. Reserve positions had been eased
conslderably in the latter part of 1984 and the early weeks of 1985. With
an easing of reserve pressures and a slewing in economic growth, Inrerest
rates had declined sharply from their late summer peaks through the very
early weeks of this year.

The decline of interest rates appeared to stimulate, with usual
lags of some months, a sizable increase in demands for assets centalned in
M1, principally interest—bearing checking accounts (NOW accounts)}, Shifts
of long-term savings and liquid funds out of market imstrumeants and time
deposits Into these accounts in the early months of the year entailed a
substantial rise in total reserves to support them. As the public’s asset
preferences shifted toward components of M1, 1ts income velecity declined
sharply, because holdings of these assets increased relatlve to the GNP,
Only minimal effects on M1 growth likely resulted from shifts of funds inte
“Super NOW" accounts after the minimum balance requirement was reduced from
$2,500 to $1,000 at the beginning of the vear, because the bulk of the funds
shifted appeared to come out of regular NOW accounts.

Most market Interest rates rose by about a full percentage point
from their January lows in the course of the winter, though the level of
rates remained well below the 1984 peaks. Demands for credit remained strong.
Economic growth had picked up in the fourth quarter and early data for the
first quarter, though mixed, seemed generally consistent with moderate growth.
While as noted reserve growth was sizable during the quarter to accommodate
shifts Ia the public's asset preference, reserves were provided somewhat
more cauticusly through open market operations during the period of most

rapid acceleration of Ml growth In the first quarter.
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By early spring incoming economic data made it clear that the rate
of economic expansion remained limited. Inflation rates continued generally
low, prospects for further oll price declines helped dawmp inflation expecta-
tions, and the market responded positively to signs of pogsible Congressional
actlien to reduce the budget deficit. Growth of M1 mederated substantially,
and the aggrepate began to decelerate toward its longer-run range in late
winter and early spring. Interest rates reversed thelr earlier rise, as
market expectations changed. Rate declines were also influenced by a cut in
the Federal Reserve's discount rate in May by 1/2 percentage polnt to 7-1/2
percent, which took place in the coatext of continued signs of economic weak-
ness, and against the background of restrained inflatlonary pressures, and a
strong dollar on exchange markets. By midyear short-term rates were down to
3/4 to 1~1/4 percentage point from levels around year-end, while long-term
rates had declined by about 1 to 1-1/4 percentage points.

Growth in M1 spurted once again ir the late spring. To some extent,
interest rate decreases contributed to a strengthening of demand for Ml-type
assets during the latter part of the second quarter. Growth of NOW accounts,
which had moderated in late winter, picked up, as offering rates on Super NOW
accounts adjusted sluggishly to the renewed decline in market rates of
interest. However, the strength of Ml also reflected an unusual surge in
demand deposit expanslon in May that extended into June at an even more
rapid pace. The rise seems greater than is explainable by usual reactions
to the reduced opportunity cost of helding such funds, or to adjustments in
compensating balances, and may be partly related to sharp swings in U.S.

Treasury balances. A questlion has been ralsed as to whether corporate cash
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management practices have become less aggressive in recent menths, but there
is no clear evidence on the point.

With the gharp late-spring expansion of M1, its velocity in the
second quarter again declined, at about the same rate as In the first. The
decline in the velocity of ML over the first half of this year--and the
lesser declines in the wvelocity of M2 and M3-w-are reminiscent of experieace
in 1982-83. 1Indeed, in both the filrst half of this year and over the one-
year petiod from mid-=1982 te mid=1983 the 1ncome-velocity of Ml declined at
annual tates of about 4-1/2 to 5 perceat. The drop In M1 veloclty in both
periods appears to have reflected, to a considerable degree and with usual
lags, declines In market interest rates, although the magnitude of the
declines was in both cases scomewhat more than could be expected based on
past relationships of money, income, and interest rates.

Eplsodes of veloclty decline may be inherent in the disinflationary
process. As Interest rates adjust downward Iin reflection of lowering infla-
tion rates, households and flrms become increasingly less reluctant to tie
up portions of their funds in lower-earning transactlons balances. The
adjustment has not been steady. Yield declines have been bunched in time,
and the ensuing bunched additilons to money balances have led to sudden drops
in veloecity., Unfortunately, the tlming of such velocity changes is no casier
to predict than is the timing of interest rate changes. Deposit deregulation
may have contributed to the extent of velocity adjustments by making the
demand for the group of assets in Ml wmore responsive to interest rate changes
than it used to be.

While growth of M1 was quite high relative to its long-run range

for 1985, the broader aggregates remalned generally within their ranges.
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Growth of M2 from the fourth quarter of 1984 to the second quarter of 1985,
at an 5-3/4 percent annual rate, was a little below the upper limit of its
range, expressed as a cone based in the fourth quarter of 1984. However,
expansion of this aggregate in June brought its monthly average a little
above the upper end of the range.

Given the deregulation of bank deposit rates, the growth of M2
should be less affected over periods of as long as a half year by interest
rate developments because offering yields on maost of its components are
adjusted in line with market rates and many of the shifts of funds engendered
by interest rate changes are among assets within this broader aggregate, But
hecause the adjustments in offering ylelds tend te lag market changes, M2
does show conslderable short-term responsiveness to interest rate changes,
Deposit rates, especially on MMDAs, fell much less than market yields last
fall, so M2 rose rapldly for several months., Then rising market yields in
February and March held back M2. The nontransactions portion of M2 actually
declined in April for the first time in 15 yeats, although this may have been
partly the result of difficulties in seasonal adjustment owing to the limited
experience with IRA accounts {which are excluded from M2) and with tax pay-
ments made out of MMDAs and money market funds. After rates fell back, M2
plcked up again strongly in late spring.

M3 growth, meanwhiie, was comfortably within its target range dur—
ing the first half of the year. Issuance of large CDs has slowed substan-
tially from last year at beth banks and thrifes, Core deposit flows have

accelerated while the rate of loan expansion has held about steady. Further-
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more, perhaps in response to new Federal Home Loan Bank Board regulations
ralgsing net worth requirements for fast-growing fnstitutions, thrifts have
reduced net acquisitions of assets, In dolng so, some Lnstitutions have
taken advantage of declining ylelds by using the capital gains from asset
sales to boost reported earnlngs.

Growth in total debt remained extremely strong in the past two
quarters, averaging a bit above 1ts monltoring range, though below the record
pace of 1984. Federal govermment horrowing continued to absorb more than a
Eourth of total funds made available tc domestic nonfinanclal sectors. An
increasing proportion of the Treasury's d2bt carries distant maturity dates;
90 percent of net marketable borrowing this year has been in lssues of notes
and bondg maturing in 2 to 30 years. Issues of 20- and 30-year debt, in
particular, are increasing and now dominate the new issue narket for taxable
long—tetm bonds, accounting for over two-thirds of new offerings in that
maturity class. This large volume of new long-term debt has changed the
makeup of the secondary market as well. The supply of Treasury issues out-
standing with 15 or mere years remalning to maturity has doubled in 1little
more than 2 years, while the amount of private issues In that maturity range
has shown little net change.

Borrowing of state and local gevernments has been unexpectedly
strong so far this year, but an unusually high proportion has been for
advance refunding of existing issues, as governments have sought to take
advantage of lower Interest rates. Because the funds borrowed in such opera-
rions are reinvested in financial instruments, they have little net impact

on credit market pressures., Indeed, most of these funds are required by law
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to be invested in speclally-issued Treasury debt, thus reducing the Treasury's
need for public offerings. Single-famlly housing revenue bhonds have slowed
from the second half of last year. But last year's issues were heavily con-
centrated in the later part of the year because of delays {n the reauthoriza-
tion of such bonds; recent volume has been close to the 1984 average rate.

Business credit demands have remained strong this year. Slowing
growth of both profits and expenditures for fixed capital and inventories
has, on bhalance, had little effect on total borrowing needs. Cotrporate
borrowing has been heavier in the shert-term paper and loan categories than
in bonds, but not to the same extent as in the early part of 1984, when
interest rates were rising, In addition, while new issue bond volume has
picked up in response to the lowest long-term yields in five years, maturities
of new bond Issues have been concentrated in the short— and Lntermediate-term
areas, as they were last year.

An unusual portion of the borrowing, also like last year, has been
used to finance equity retirements of one sort or another. Mergers, buyouts,
share repurchases, and swaps with shareholders of new debt for stock have
continued on the same massive scale as last year. Borrowing initiated with
the purpose of financing these transactions may have accounted in gross terms
for more than a percentage polnt of the growth rate of total nonfinancial
debt over the firat half. But such an estimate may overstate the net effects
of recent gorporate recapitalizations on debt growth. A number of firms
involved ip mergers or testructurings thils year and last have recently com-—
pleted large assets sales, some for the explicit purpose of repaylng debt.

Furthermore, merger activity may be indirectly responsible for some of the
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increased new equlty offerings because of irs generally stimulative effect
on stock prices as funds paid to shareholders are relnvested.

Household borrowing also has remained strong, Demand for mortgage
loans has been buoyed by declining interest costs., At the lower rates,
households have found adjustable-rate loans less attractive than last year,
reducing from two-thirds to about a half the proportion of new conventional
mortgages with these features. Installment debt continued to rise faster
than income Iin the first half of the vear, but the second—-quarter data show
some deceleration in line with signs of a slowing in the growth of consumption

spending on large tlcket items.

Qther Developments in Fipancial Markets

Signs of straln in financial markets have persisted this year, but
without causing major disruptions in general credit warket conditions, Al-
though the government securities market as a whole has been performing well,
the failures of three secoudary government securlties dealers caused losses,
somatimes substantial, for some of their customers, A number of local govern-
ments and savings and loans were among those hurt, and losses by oane large
thrift institution in Ohio had further repercussions, threatening to bankrupt
the statewide private ifnsurance system and, for a time, generating some
concerns here and abroad about the safety of other financial institutions.
Runs on privately insured savings and loans in Maryland, some of which also
lost money as a result of the fallure of securities firms, followed the
problems in Ohio. Privately-insured S&Ls in both states were closed or
limited to small withdrawals for a time, causing serious inconvealence to

some depositors, and some lnstitutions remain closed or restricted.
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However, these various problems have been relatively well contained,
without gignificant effects on other institutions and markets, A number of
institutions have awltched to federal insurance. And the Federal Reserve,
acting in its role as lender of last resort, made advances to non-federally
insured thrift inetitutiona in Ohic and Maryland to help facilitate adjustc-
ments in the face of large deposit outflows, For a while, the borrowling
affected the amount of adjustment credit at the discount window but, because
of the special conditions, did not add to reserve market pressures as per-
celved by other fastitutions. After a time, the borrowlngs were classified
as extended cradit.

The thrift industry as a whole continues to suffer from low net
worth and mismatched balance sheets, but the recent interest rate declines
are improving earnings, The FHLBB has taken a number of steps, including
increased capital requirements for rapidly growing institutions to encour—
age the stabilization of the industry over time. Capital requirements also
have been ralsed for banks, some of which have suffered from a high incidence
of nonperforming loans and loan lesses In recent quartera, The troubled
loans are concentrated In energy, agriculture, and real estate sectors and
to borrowers of some feoreign countries, Bad news about the loan portfolios
of individual institutions and other reported losses have produced some
ripples in market rates generally, but spreads hetween borrowing rates of
financiael Institutions and the Treasury have been quite low for the most
part. To some extent, loan losses reflect overly aggressive lending decisicns,
but the problems of borrowers In the hardest hit fudustrles are partly a

result of diffieult adjustment to a higher value of the dollar and lower
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rates of Iinflation than were expected when the loans were made. 1In the
agricultural as Iin cther sectors, lnvestors and borruwers have discovered
that the inflation of land and commodity prices can no laonger be taken for
granted.

In light of strains relating to agricultural credit, the Federal
Reserve liberalized its regular seasonal borrowlng program and initiated a
temporary speclal seasonal program. However, there has heen gnly relatively
limited use of seasonal credit owing to the easing of money market conditions
as the spring progressed.

With regard to conditions among nonfinancial businesses, the pros=-
pects of some of those In the weaker lndustries--especially those most
adversely affected by the high dollar--are subject, of course, to considerable
uncertainty. But, Ia addition, many firms have deiiberately chosen a more
precarious financlal structure in order to enmhance current market valuations
of gshares or to fend off undesired takecver bids. Nevertheless, financial
markets have not shown generalized concern about corporate financial struc-
ture; notably, spreads between corporate and Treasury debt are unusually

narrow, having shrunk since the beginning of the year.
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The CHAIRMAN. Thank you, Mr. Chairman. Your entire state-
ment will be printed in the record.

I certainly agree with Senator Proxmire and his comments about
irresponsible fiscal policy. It clearly compounds the problem of
the Fed in trying to decide what the monetary targets should be.
When we started talking about this 4 years ago, I simply did not
believe that Congress would ever get to the point where we would
continue to allow $200 billion a year deficits.

DIFFICULT TASK OF DECISIONS

It’s also interesting to me, as you mentioned, the interpretations
of the advance release of your testimony and what you said yester-
day. You are correct, the interpretations come out quite differently.

I also remember what Senator Proxmire said to you in your second
confirmation hearing when he said:

You poor devil, it doesn’'t matter what you do. If you increase the money supply,

interest rates will go up. If you decrease the money supply, interest rates will go up.
And you will be blamed either way.

So as I watch it, it's interesting. When you're tightening, all the
comment out there is that you're tightening too much. If you start
to ease, then you're easing toe much. So I think you learned a long
time ago that it makes no difference what you do, somebody will
position themselves on the other side just in case you're wrong. But
you are presented with an extraordinarily difficult task in the light
of Congress, either inability or unwillingness to do something on the
fiscal side of the ledger.

Getting back to your comments about news analysis, this morn-
ing’s New York Times concludes:

The Federal Reserve is apparently determined to fight a new public enemy—the

trade deficit, by keeping a loose grip on the money reins and fostering low-interest
rates.

According to the Times, the Fed has decided to use lower interest
rates to push down the value of the dollar and thereby reduce the
trade deficit.

But this morning’'s Wall Street Journal interprets your same tes-
timony differently by saying: “A declining dollar is limiting the
ability of the Fed to ease monetary policy.”

So who is right? What is the correct interpretation of what you
said? Would you tell us what you said?

DOLLAR SITUATION

Mr. VoLckER. Let me try to clarify the matter. I don’t think
there is any question that, looking backwards the dollar has been
high and rising for a good part of the last year. That has been
symptomatic of some of these underlying imbalances that I re-
ferred to. That, in itself, of course, is a rather powerful disinflation-
ary force on sectors in the economy that are exposed to interna-
tional competition. And, under those conditions, that tendency of
the dollar to be very strong and rise, was an influence on the judg-
ments that we have had to make on policy and pressures on bank
reserve positions over the past year.
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I would not interpret that as a desire to push the dollar lower. I
think there is a difference between an ingredient in policy of
making some decisions at the margin differently when the dollar is
strong and rising, and interpreting that as pushing it down.

Of course, in the past week or two the dollar has tended to de-
cline, and you do face a different situation. Speaking for myself, 1
am not interested in jumping on a downward decline of the dollar
and pushing it lower.

The CHailkmMAN. The financial markets have been guessing for
the last couple of months whether the Fed would tighten up on the
provision of bank reserves to offset the surge in M1 growth that
began essentially in May. On page 6 of your statement you indicate
the decision was not made to tighten in light of current and likely
economic developments, the downward pressures on commodity
prices and the high level of the doilar that has prevailed in the for-
eign exchange markets.

What harm would you have done if the Fed had ended the uncer-
tainty in the financial markets by announcing in May or June that
the decision had been made not to tighten up on reserves to slow
the growth of M1?

Mr. Vorcker. 1 think what we were doing was evident in the fi-
nancial markets at that time. There was not evidence of a tighten-
ing of reserve positions through that period or that the Federal Re-
serve was pressing to tighten up. The trouble with making an an-
nouncement of the kind that you're suggesting is overinterpreta-
tion of such an announcement. We are not giving any commitment
that a persistence of that kind of development, particularly against
a change in the general economic environment, a change with re-
spect to the dollar, would not lead to a change in that posture. And
I'm afraid that if you make too many overt announcements it gets
overinterpreted in the market as a commitment to maintain a cer-
tain position in this technical sense of providing reserves or main-
taining or changing reserve pressures.

1 think we are better off making our policies evident in the
market from week to week in that respect. It's always subject to
change in the light of new evidence, which is not the interpretation
that is often given when you make a public statement; that is in-
evitably interpreted by some people anyway as a commitment for a
peried of time that doesn’t exist.

The CHaigmaN. Well, this is an old discussion you and I have
had over when to disclose and what to disclose, but what I hear
you telling me this morning is that the uncertainty isn’t as bad as
over or under interpretation?

Mr. Vowckger. That is correct. You are always going to have un-
certainty. We've had this conversation many times. People want to
know where interest rates are going to be next month and next
quarter and they would love to know and feel—maybe overinter-
pret—that what the Federal Reserve does is going to produce that
result. That's their job, to speculate and hedge about future inter-
est rates. They are looking for a degree of reassurance in a sense,
or a degree of certainty, that we are incapable of giving them.

I don’t want to feed what's essentially an illusion that we can
promise what conditions in the financial markets are going to be
like down the road. That depends upon a whole lot of factors.
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The CHAIRMAN. Well, I agree. I guess the only place we would
disagree—I say | agree in the sense that you can't make those kind
of accurate predictions, but I still feel that the most difficult deci-
sionmaking process out in the business world is dealing with uncer-
tainty and, as you know, I have always fallen on the side of more
disclosure. If they want to misinterpret, that is their problem. But it
seems to me there is a bigger guessing game going on, more
uncertainty, by not letting them know than the risk of over or under
interpretation of what you're doing.

Mr. VoLcker. This is an old discussion that we have had and all
I can say is that I have been in this business a long time.

The CHamrMAN. But how much do we contribute to the gross na-
tional product with all those who are paid large sums to try and
guess what you're going to do?

Mr. VoLcker. They’re going to sit there anyway, I'm afraid. 1
don’t know of any way to diminish that drag on the real gross na-
tional product by diminishing the market for people who are trying
to outguess the future. They are going to be there, and I just think
in the end there’s going to be more confusion rather than less if, in
a well intentioned effort to provide more certainty, we end up pro-
viding less and also making it more difficult to conduct policy in a
flexible way in response to changing circumstances as the un-
known future unfolds.

The CHAIRMAN. I suppose you would still agree that the most dif-
ficult part of your job is the uncertainty over what we are going to
do with the budget. Is that correct? That's the biggest variable of
all?

Mr. VoLckER. I don’t know whether it's uncertainty about what
you're going to do or the fact that you haven’t done anything.
We're left with this persistent, big deficit and the imbalances that
are associated with it. That’s just a hard fact, apart from any un-
certainty about what you're going to do. Obviously, if we knew that
an aggressive and successful attack was going to be made on the
deficit, it would make our decisions much easier.

The CHAIRMAN. And I would assume that your position is still
the same, that you would prefer to reduce it with expenditure cuts,
but if not possible, you would then go to tax increases?

Mr. VorLcker. That is correct.

The CHAIRMAN. Senator Proxmire.

Senator ProxMire. Thank you, Mr. Chairman.

Mr. Chairman, I would like to follow up on your line of question-
ing with Chairman Volcker. In fact, I would go a little farther than
Chairman Garn has gone and you've gone.

FORECASTING OF ECONOMY

It seems to me the forecasting by our economic experts, including
the Federal Reserve, has been just about useless for the last 12
years. 1 can’t think of any purpose they have served. Looking back
at the record, none of the major economic forecasters called the
1973-75 recession. None of them called the outbreak of double-digit
inflation in 1978-79. None of them called the strength of the early
recovery from the 1980 recession. They all missed the 1981-82 re-
cession. They all missed the strength of the recovery from that re-
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cession or the extent of the slowdown in the first half of this year.
Every single one of these changes which are so important for our
economy has been missed by the forecasters.

1 don’t know whether we should pay any attention to them at all.

Now having asked that, let me ask you to make another forecast
right now. Could we hit another outbreak of inflation or a deep re-
cession next year and would this be any more unlikely than the
real GNP growth of around 3 percent or around 4 percent as fore-
casters now predict.

b Mr. VoLcker. That either a recession or an inflationary out-
urst——

Senator ProxMIRE. That’s right.

Mr. VoLcker. I share a lot of your skepticism about economic
forecasting and let me just—while you give me the opportunity—
just make a modest note in that respect. This so-called flash GNP
report is in itself a forecast or a guesstimate that I think we could
do without myself; it attracts a lot of attention and by its nature
it's ILOt a reliable figure. It just attracts more attention than it's
worth.

But in terms of your general strictures, while I share your skep-
ticism about a good deal of forecasting, let me say rightly interpret-
ed—I will give a definition of rightly interpreted—that there is
gsome central tendency, so to speak, some best guess for the future,
some range of best guesses. I certainly think the idea of some
growth over the next 18 months is a better guess than a great in-
flationary outburst or a recession. I would not interpret that too lit-
erally in terms of the precise figure as to what may develop over
the next 18 months because nobody knows that.

But if the question that I understand you posed is, “Is it better to
operate to some degree on that premise than a premise of a sharp
recession or an inflationary outburst,” 1 would say, yes, we would
operate on the premise of growth someplace in the neighborhood of
what we projected and what many other people are projecting,
keeping a wary eye out for symptoms of change, rather than
?ir'r;lply taking a view that we know absolutely nothing about the

uture.

Senator ProxMiRe. Well, the important thing, then, is to recog-
nize that these forecasts are very, very fallible. They can go either
way.

Mr. VoLcker. I agree,

Senator ProxmiRe. And that there are all kind of ranges like
predicting a 70-percent chance of rain.

Mr. VoLcker, That is precisely the way they are predicted.

The CuairMAN. I would suggest though, Senator, after what you
said, if they are all wrong, they can be very helpful. Then we just
take the opposite view and you and I will be right.

Mr. Vorcker. I don’t know which is the opposite, up or down.

Senator PrRoxMIRE. Well, your current projections show real eco-
nomic growth at close to 3 percent for all of 1985 and 1986. Given
the fact that there was only l-percent growth in the first 6 months
of 1985, that implies a strong second half of around 5§ percent
growth followed by a weaker performance in 1986.

What developments are on the horizon that leads you to antici-
pate fairly strong growth in the second half? Most of your com-
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ments about the growing trade deficit, the surge in consumer debt,
and so on, would seem to suggest the opposite.

Mr. VoLckiER. When those projections were made I suspect most
of the members of the committee making those projections were as-
suming a somewhat stronger first half than are actually in the
GNP figures. They wouldn’t necessarily have been expecting 5-per-
cent growth in the second half, but within the range of uncertainty
that we are talking about, they were certainly projecting a strong-
er second half.

When 1 look at these GNP figures—and I haven't had a chance
to analyze them carefully—there is nothing in those figures that
suggests to me that growth in the second half couldn’t well be
more rapid and significantly more rapid in GNP terms than in the
first half. I noted earlier that domestic final purchases have been
well maintained during this period, not only well maintained but
they were at quite a rapid pace in the second quarter. We had a big
decline in the rate of inventory accumulation that you wouldn’t
necessarily think is going to be repeated or continued, and if you
maintain final demand and had a change in the inventory pic-
ture—in the sense it didn’t take a great acquisition of inventories,
it just takes no more decline in the rate of growth—that’s what
changes the GNP, and you could get a significantly higher GNP
figure in the second half of the year simply by a change in invento-
ry behavior.

EFFECTS OF VOLATILE TRADE PICTURE

The other swing factor—and one of the reasons the economic
forecasts have been so bad, even the short-term ones recently—is
the swings in the trade balance of a magnitude that we simply
haven’t been used to in the past. Exports and particularly imports
are so big now and so volatile from quarter to quarter that they,
themselves, swing the GNP figure significantly from quarter to
quarter.

We have had an adverse trade picture in terms of change in the
second quarter, and if that becomes adverse at a less rapid rate of
speed—if you just make that assumption, not that it gets better but
that it stops getting worse or stops getting worse at the same rate
of speed—the effect of that against maintaining final purchases is
to boost the GNP figure. So I don’t see anything in this picture
that says it's impossible or even unlikely for a somewhat more
rapid growth in the GNP in the second half of the year.

Senator Proxmire. How about the enormous increase in con-
sumer debt?

Mr. VoLcker. That is a——

Senator ProxMIRe. That has gone up very sharply. It's close to
$2.5 trillion.

Mr. VorckeR. It is bothersome. The fact that this recovery or ex-
pansion has been accompanied by and in some sense, I suppose, de-
pendent upon a big expansion of debt is an unsettling factor. Qur
big expansion of debt has been partly the Government, but the
oth&zr area where it's been expanding very rapidly is in consumer
credit.

Senator ProxMIRE. Even more than Government.
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Mr. VoLckeR. At pure rate of percentage increase, that's correct.
We also now have some evidence that delinquencies in that area
are rising. They have been quite low, but there is that kind of evi-
dence that consumer debt burdens are now getting clearly on the
high side. That could be a drag on growth as well as another source
of financial weakness, but I don’t think it’s reached dangerous
levels. Those delinquencies have been low. That has been the most
solid part of the credit picture in a sense, but there are some signs
consistent with developing strain in that area, too, and so I think
that is a potential drag.

Senator Proxmire. On page 7 of your testimony you say:

The potential effects of interest rates and decisions with respect to monetary

policy on exchange rates in the external sector of the economy have necessarily
been a significant ingredient in Federal Open Market Committee deliberations.

Now that statement seems to lend credence to those who contend
that you're easing monetary policy because of your concern that a
slowdown in our economy caused by high interest rates due to a
tighter monetary policy could deliver a knockout punch to the
Third World debtor countries; that is, by shrinking their market
for exports here and by increasing the servicing cost of their debt
by higher interest rates.

Is that an accurate surmisal of at least one key factor that you
or the Federal Open Market Committee must consider when decid-
Elg gn monetary policy even at the risk of some future inflation

ere?

Mr. VoLcker. I think the factors of that sort enter into my think-
ing certainly. I don’t know just how to weigh it. Again, these are
all a question of how it affects decisions at the margin. I wouldn't
put it just the way you put it, that you take more risks on the in-
flation side. In one sense, those risks that exist with respect to less
developed countries [LDC] debt or growth elsewhere or financial
problems domestically are a risk in some sense on the deflationary
side.

Senator ProxMIRE. Now as you know, Governor Gramley has left
the Board and Governor Partee's term expires next January. More-
over, there have been rumors that another Governor may be re-
signing soon. This brings up the gquestion of your continued service
on the Board.

Can you tell this committee what your current plans are?

Mr. Vorcker. My status has not changed from the last time we
discussed this. I certainly have made no decision on that matter.

Senator ProxMIRE. That means you will stay on how long?

Mr. VorLcker. We'll see.

Senator PrOXMIRE. What was that?

Mr. VoLcker. We'll see,

Senator R1eGLE. He said through the end of the day.

Mr. VoLckER. I have no present plans to leave.

Senator ProxMIRE. Well, this is very heartening. At one point
when you were confirmed you indicated you probably wouldn’t
serve out your full 4-year term.

Mr. VoLcker. I didn't deny that today.

Senator ProxMirg. What's that?

Mr. VoLckeRr. I didn’t deny that today.
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Senator PrRoxMIRE. But you didn’t confirm it either.

Mr. VorLckeR. I didn’t confirm it either.

Senator PROXMIRE. Well, you are certainly a fountain of informa-
tion.

Mr. VoLcker. What T said was I didn’t feel committed to stay.

Senator ProXMIRE. What's that?

Mr. VoLcker. What I said was I didn’t feel committed to stay.

Senator ProxMIRE. Well, I hope you stay. I hope you get reap-
pointed, too. Thank you.

My time is up. I'll be back.

The CHAIRMAN. Senator Hecht.

Senator HEcHT. Thank you, Mr. Chairman.

Chairman Volcker, you have never been so brief since I have
been in the Senate. Does that mean the economy is great and ev-
erything is coming up roses?

Mr. VoLckeR. No, I'm ready to stay here all morning, Senator,
that's the first comment I should make. But the economy overall
has been doing pretty well, and we have, as I said, a kind of extra
burden of carrying the rest of the world to a considerable extent.
But everything is not coming up all roses. As I tried to emphasize,
there are very, very difficult problems underneath the surface, and
not very far underneath the surface. They are quite evident.

Senator HecaT. As I mentioned before in my opening remarks, 1
applaud your recent stands. Let me ask you a question now.

REDUCTION OF THE DEFICIT

About 1 year or 1% years ago, I asked you, to get interest rates
down what would we have to do, and you said, “Take $50 billion off
the deficit immediately.”

About 1 or 1% years ago, I asked you to get interest rates down
what would we have to do, and you said, “Take $50 billion off the
deficit immediately.”

Now my question is, what will happen if we don’t get a compro-
mise and cut the $50 billion off?

Mr. VoLckeRr. I think the result will be adverse. I think you are
right. I can’t quantify it, but during the period when there was
growing optimism that the budget cuts would be made that was a
reassuring factor in the financial markets generally and in the
bond markets on interest rates, and it probably was part of the fa-
vorable background for the stock market as well.

I think most people are a lot more uncertain about that prospect
now, but they retain some hopes. If they really had the feeling that
all hope of progress in that direction was shattered, I think it
would be disconcerting. It would be particularly disconcerting if
something else happened to touch off an adverse reaction in the
markets.

Interest rates have been favored, if that’s the right word, by a
feeling that the economy is moving quite sluggishly at the moment,
and that's a very important short-term influence on interest rates.
But if you combine lack of progress on the deficit with some other
signs that in the minds of the market might point to more pres-
sures on the credit markets—say, either more strength in the busi-
ness picture that became evident or a declining dollar, or both—
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you would have quite a problem, in my judgment, without progress
on the budgetary side.

Senator HecHT, Chairman Garn mentioned something while he
was speaking and you said a tax increase might be necessary. Let
me ask you this question.

If we do not cut $50 billion off and we do not have a tax increase,
what will be the result of that?

Mr. VoLckeRr. It depends on how much progress you do make,
but I think you clearly begin running those risks that I just dis-
cussed. The lack of progress or the lack of adequate progress on the
budgetary side could well aggravate other forces that would leave
us in a very unfoertunate circumstance of continuing large imbal-
ances in the economy, less favorable credit market conditions, less
favorable financial conditions generally, and much, much more un-
certain prospects about the sustainability of the business advance.

Senator HecHT. Thank you.

Mr. Chairman, that'’s all.

The CHAIRMAN. Senator Cranston.

Senator CransTON. In view of the expansion of the money
supply, are you really more concerned now about a recession
rather than renewed inflation?

Mr. VoLcker. I think we've always got to worry about the infla-
tion thing and I'm not going to prioritize my short-range concerns.
There are a lot of things we have to worry about and that I cer-
tainly worry about. So long as the sources of those imbalances in
the economy exist, I think we take unnecessary risks in both direc-
tions.

I just have never thought that the inflation concern is something
we can put aside. It is here and it is going to continue to be here.
The risks on that side, as I indicated, now primarily arise out of
the possibility of a change in the international dimension in the
short range. To aggravate that by prolonged excessive growth in
money would be very adverse.

IMPACT OF EXCESSIVE M1 GROWTH

Senator CRANSTON. It wasn't clear to me from what you said ear-
lier exactly what you think the increase of the money supply will
do in terms of its impact on the value of the dollar.

Mr. VoLckEir. I would not like that to be an independent influ-
ence. As I suggest in my statement, you could carry monetary ex-
pansion to the point where concerns about a renewal of inflation
from that source interact with a decline of the dollar or precipitate
a decline of the dollar that could have very serious implications.
We haven’t got the luxury or the freedom to permit that to
happen, and that is a restraint.

I discuss in some detail and analyze in my statement the in-
crease in M1. I should say in that connection that the increase in
the other monetary aggregates, M2 and M3, has been broadly
within our intentions. The increase in M1 itself, as Senators Prox-
mire or Garn noted, while it's been running fairly high all year,
was really within the range of our intentions until May and June.
The big bulge has been only 2 months. And we know that these fig-
ures can be very volatile. We would certainly not like to see that
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persist. The whole sense of rebasing M1 with the new target is to
indicate our intention that that not persist. If it's a 2-month phe-
nomenon, that's one thing; if it persisted longer, it would raise a
whole different set of concerns.

Senator CranstoN. Do you feel that the present decline in the
value of the dollar ig going to continue and be adequate to remedy
the impact it has on our trade imbalances?

Mr. Vorcker. I don't think it ¢an constructively remedy our
trade imbalance as long as our fiscal posture is in the place that it
is.
One of my concerns is that, as things now stand, with the fiscal
gituation as it is, we can’t correct the trade deficit without creating
equally serious problems in other areas of the economy, because
that trade deficit, by the same token, is a big capital inflow. We are
relying upon that capital inflow, in effect, to finance the deficit.

When you talk about correcting the trade deficit, I have to ask
you a question—how are we going to finance the budget deficit? We
are not going to finance it externally under those conditions, and
we're just going to push the pressures onto some other sector of the
economy.

So, in a sense, some day we are going to have to correct that
trade imbalance. But if you tell me, in a vacuum, it would be nice
to correct it next week or next month or next quarter, in a very
real sense we almost can’t afford to because we are relying upon
that capital inflow. I don’t know how we would finance the deficit
if the trade balance were suddenly corrected.

The only point of that comment is, if you want to correct the
trade balance in a context of a growing economy without pushing
the pressures elsewhere, you've got to do something on the deficit,
because we can’t do it by monetary policy. And to try to do it by
monetary policy by simply driving the dollar down would have all
the inflationary implications that are a matter of legitimate con-
cern.

Senator CranstoN. Would you comment on Lester Thoreau’s
thesis that while we do need to do what you advocate on fiscal
policy for many reasons, among them to get the dollar down, that
the dollar isn’t going to really come down unless we intervene in
the money markets internationally in order to do so?

Mr. Voucker. [ think intervention in foreign exchange markets
can be a moderately useful tool from time to time, but the impor-
tance of that shouldn’t be emphasized. I don’t think we are going
to do this by intervention alone and I don’t think it would work if
the fundamentals are not more in line with equilibrium.

Senator CransToN. Of course, I don’t think he was suggesting
that it be done alone.

Mr. VoLckgRr. I think the contribution that can make is probably
rather marginal, and it can be important at times if it is consistent
with other policy measures. If it's working against them, it can be
destructive,

Senator CransToN. One final question on a different matter.

While interest rates of the prime have been down as low as 10
percent, consumer loans with many banks are still up around 18
percent. Why is that?
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HIGH CONSUMER INTEREST RATES

Mr. Vorcker. I don’t think they have been—given their problems
as they see them—terribly eager to lead the parade downwards in
the consumer loan area. Consumer loans are normally more slug-
gish than other loan rates. They have been coming down in areas
like automobile loans where they are more flexible and the compe-
tition is quite strong. Where you see very little or no decline, at
least until very recently, is in the credit card area where I think
there are administrative and other considerations that lead to a lot
of stability in those rates and you have seen practically no move-
ment in that area. But you have begun to see some movement in
auto loans or straightforward installment credit where transactions
are of some size as compared to the consumer credit card area.

Of course, there are substantial fixed costs of something like
credit cards, and banks, as well as other credit card providers, are
very reluctant to change those rates very frequently.

Senator CransToN. Thank you very much.

The CHAIRMAN. Before I turn to Senator Riegle, Senator Dixon
has a statement and I would ask unanimous consent that it be
placed in the record.

STATEMENT OF SENATOR ALAN DIXON

Senator Dixon. Mr. Chairman, I am pleased to be here this
morning as the banking committee conducts its semiannual over-
sight hearing on the conduct of monetary policy. I always find the
presentations of the distinguished Chairman of the Federal Reserve
Board to be informative.

The Federal Reserve has already announced it is increasing the
target range for M1, the most basic money supply figure. 1 believe
this is a necessary step. Economic growth has been slowing. The
gross national product is increasing a too low 2-percent rate so far
this year. Unemployment is stagnant at a far too high 7% percent.
Inflation, however, is likely to remain at 4 percent or below for the
vear, and it seems unlikely that inflation would be reignited by the
modest stimulus this change in monetary policy represents.

Interest rates have declined over the past year, but they are still
far too high relative to historical experience. Pressure from Feder-
al budget deficits that will exceed $215 billion this year keeps in-
terest rates well above where they would otherwise be.

It is long past time for Congress to address the fiscal policy issues
these figures represent. We must act to substantially reduce Feder-
al deficits and bring Government spending back under control.
Monetary policy alone, in the absence of correct fiscal policy deci-
sions, canot ensure stable, long-term economic growth with low un-
employment.

1 want to take this opportunity, therefore, to say that I think we
cannot afford to have the current budget stalemate continued. We
heed to take the tough actions and to find the difficult and distaste-
ful compromises that are necessary if we are to get the budget sav-
ings we so desperately need. Congress and the administration need
to work together on a bipartisan basis to reduce the growth of Fed-
eral spending. This must be our No. 1 priority. The current low
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economic growth rate demonstrates we cannot allow the continuing
budget crisis to remain unresolved.

The CHAIRMAN. Senator Riegle.

Senator Riegre, Thank you, Mr. Chairman.

OPINIONS ON TRADE DEFICIT ISSUE

Chairman Volcker, as I listened to your response to Senator
Cranston on the trade issue, the trade deficit, I must say if I under-
stood you correctly I just think you're wrong. So maybe I didn't
hear you correctly or we just have a sharp difference of opinion.

As I understood your answer, you were in effect saying that the
benefit of the trade deficit is that it heips ensure that foreign coun-
tries will take up our debt, buy our debt instruments, and they are
providing a lot of the capital that we are using now to finance our
deficit, and I gather that was the thrust of your point in your re-
sponse.

Mr. VoLcker. Yes; that's basically the other side of the coin.

Senator RieGLE. Well, the way my thinking works on this, it
seems to me that if we could stop the trade deficit, produce the
goods that we are buying abroad internally, generate the wealth in
our country, keep the money circulating 1n our system which pre-
sumably would drive up plant utilization rates and would lower un-
employment and increase the gross national product, you would
have that wealth in-country and you might still have to borrow it
for credit purposes, but you would be borrowing it from yourselves
rather than borrowing it from foreigners.

I don’t understand how we come out ahead by running up an in-
creasing trade deficit and then having to borrow the money that
we've just given the foreigners—have to borrow it back from them
in order to finance our own overspending. 1 don’t understand the
reasoning.

Mr. VoLckER. Because we don’t generate enough savings at home
even with a higher GNP to finance that deficit plus all the other
things we want to finance. You would get somewhat more total
savings out of a higher GNP, but not nearly dollar-for-dollar. It’s
like §1 for $10 of expansion in GNP. It’s less than that; it’s maybe
§1 for $15 of increased GNP in terms of savings. And that simply is
not enough to offset this capital inflow that we're getting from
abroad. Suppose just for arithmetic purposes you tock that $125 bil-
lion current account deficit and added it to our GNP, you're only
going to generate out of that maybe 10 billion dollars’ worth of sav-
ings, but you have to make up $125 billion of loss of capital inflow;
and that arithmetic isn’t very good. You've lost $115 billion that’s
going to have to be squeezed from someplace else in the economy.

Senator RieGLE. I don't think, though, that what you're suggest-
ing is a workable answer and it seems to me that a workable
answer is to find a way to drive up the savings rate in this country
or lower your debt accumulation,

Mr. VoLcker. Exactly.

Senator RIEGLE. One or the other. But if you go the route we're
on now, what happens is we're sending in effect equity money out
of the country. In other words, we are exporting American wealth.
We're buying basically consumer goods, consumer durables from
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VCR'’s to cars to whatever from foreign countries. And when these
foreign countries, because they have higher savings rates and lend
the money back to us, in effect lending what was our money—that
was our equity money but now becomes their equity money because
we traded the money for some of their goods—they send it back to
us and it's a debt transaction. So we go from having an asset on
the balance sheet to having a liability on the balance sheet in the
sense that we have now borrowed from them so we are not only
going to be obligated in the future to pay back the money we bor-
rowed but we now have this debt service cost on top of it.

Mr. VoLcker. We had no equity money in the United States
originally. Otherwise, I agree with that analysis. We are exchang-
ing goods for paper.

Senator RiEGLE. But it seems to me that in the process we are
accumulating an increasing debt of a dimension that we've not
dealt with in contemporary history.

Mr. VoLcker. That's correct.

MASSIVE BUILDUF IN DEBT

Senator RIEGLE. And when we add up everything we've talked
about today—others have mentioned this massive buildup in con-
sumer debt. The data shows that the consumer debt is running at a
rate of 72 percent of personal income and in fact is rising above
that level. We've got the massive buildup of internal domestic debt
coming off the fiscal deficit which we are all alarmed about. And
now we've got this situation where we've just become a debtor
nation in terms of our international balance sheet last month, ac-
cording to the Commerce Secretary, and within 12 months, if we
stay on these trend lines, we are going to surpass Mexico and
Brazil and become the No. 1 debtor nation in the world because of
the severity of this erosion in our financial condition worldwide.

So when I add these things up, this massive pileup of debt, con-
sumer debt, national internal debt, now international debt—I don't
know any contemporary parallel to this. We haven’t been a debtor
nation since 1914, so we've got to go back a long time.

Mr., VoLckER. There is none.

Senator RiEGLE. It seems to me that what we are doing here is
putting ourselves in a highly vulnerable condition financially and
to say that the trade deficit in any manner of speaking helps us I
think is just wrong thinking. I think what it’s doing is it’s masking
the problem. In a sense, it’s buying us some improvement on infla-
tion because presumably we are paying less for the foreign goods,
but we are exporting scarce capital which we don’t have enough of
and we are not saving and reinvesting enough internally, so what
we are doing is we are sending the capital out of the country for
the foreign goods; they're lending it back to us so we're going
deeper in debt for the savings that we are not able to generate by
ourselves, and somehow this is seen as a remedy. This is no
remedy. We are putting ourselves, I think, in terrible jeopardy.

Mr. VoLcker. I don’t disagree with what you're now saying.
We're not sending any capital out of the country, but that's a se-
mantic point.
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I accept your interpretation that we're masking the problem and
I think you put your finger on it earlier. What we've got to do is
either increase the savings or reduce our deficit. I think the pros-
pects of increasing our savings rate significantly are nil over a rele-
vant period of time. Therefore, you're left with one remedy—
reduce the deficit.

Senator RIEGLE. Well, maybe we have to do both in a way that
we haven't talked about. Maybe we have to take the biggest bite
out of the spending side that we can manage to accomplish and get
every last dollar of spending savings, and then maybe we're going
to have to induce a level of national saving, if you will, by another
means that we haven’t yet discovered. I mean, one way to do it in a
sense, if the savings rate is going to run about 6 percent, give or
take, depending on what income levels are, and people tend to keep
some savings in reserve, maybe what we're going to have to do is
find a way to lower consumption levels, at least for a period of
time, by one means or another, to keep that money in an equity
form to try to offset this debt buildup.

The thing that I worry about right now, the stock market rocket-
ing up, and partly it's the movement of money between financial
instruments. As interest rates have come down there's been a dis-
investment in the bond market, a lot of people taking profits on
bond holdings and institutional investors, and now the stock
market looks more attractive, relatively speaking, and so you get a
lot of movement there. Prices go up and I think it tends to create a
sense of optimism generally and it’s an aura that everything is fine
and everything is upbeat and we're making great strides. But at
the same time, if you look at this fundamental financial underpin-
ning and our debt structure, it seems to me every trend line in that
area is running the wrong way.

Mr. VoLcker. I don't disagree with that.

Senator RiecLE. And when I think about the fact that in a year’s
time we're going to be the leading debtor nation in the world, what
do we make of this? This is something that hasn't even become yet
a part of the national debate as yet, but how are people to make
any meaning out of what the implication is of that fact?

NEED TO INCREASE SAVINGS RATE

Mr. VoLcker. The meaning they ought to give it, it seems 1o me,
is that we have a gross disequilibrium that indicates that some-
thing is wrong. What it indicates is that we are borrowing more
than we are saving. You can talk about increasing the savings rate.
I just note that the savings rate in the first quarter of this year
was 4.5 percent, and in the second quarter it’s estimated at 5.3 per-
cent. If we could get that up, it would be wonderful. But I think
you're operating under an illusion if you think that that's simple
or that people know how to do it. The savings rate has been in a
channel of 4 to 7 percent or so for 20 or 30 years, and I don’t know
of any way, with any assurance at all, that you can introduce any
heroic measure that is going to magically produce a change in a
trend that’s persisted for so long. I don’t think you ought to count
on that at all.
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Obviously, it’s even better if you can work on the side of reduc-
ing the demand for debt and that clearly is within your power.

Senator RIEGLE. And that we should do. It seems to me that
taxes—an issue that nobody wants to talk about—but it's some-
thing that must be looked into. If the Nation finds itself overspend-
ing, either in terms of its national spending efforts through a Fed-
eral Government system or overspending in terms of the sum total
of what all the individuals are spending, another way to cut down
on the consumption is to tax off some of that money and not spend
it, use it to reduce maybe past debts or other obligations and so, in
a sense, you create a national savings rate increment above what-
ever that residual 4 to 6 percent is by individuals.

But it seems to me we could even do some jawboning here. We
are a Nation that is conditioned on consumption and spending—we
could go through any paper today and find that we are encourag-
ing people to take on more debt. I've just been looking through the
papers here today. There are sales going on on credit all over the
country by all kinds of financial institutions and, frankly, as you
increase the M1 targets and make money more available, that
helps cause that to happen. Maybe we need to have more conversa-
tion from yourselves and from the Fed and from the President and
other important national leaders that maybe it's time for people to
save a little more and consume a little less. I mean, can we say
that or does that jeopardize the economy right now because of how
fragile things are?

Mr. VoLcker. We can say it, but I have no faith in that as an
important policy tool in producing a sighificant change in the sav-
ings rate or in the dilemmas that we face. And I think we would be
kidding ourselves if we think we are going to deal with these im-
balances by jawboning.

Senator RiecLe. But T'll just finish with this—if it’s your belief
that the savings rate is dangerously low, given our overall pres-
sures, and it needs to go up—we need to find a way to drive it up—
it seems to me then it becomes an obligation to talk about that
problem and how we make that happen, and not to act in the re-
verse way and that is to sort of give the signal that everything is
fine and dandy and people ought to continue to increase their
debts. Obviously, the Federal debt needs to be reduced notwith-
standing, but the general tone and the thrust today is that we can
continue on this spending binge as long as we want without any
great consequence, and it seems to me that as I look at it, we are
right out to the very outer edges of our financial capacity to absorb
new debt at all these different levels and, in fact, they all combine.
You can’t really in the end separate consumer debt from national
debt from international debt. If they are all negative and growing
and you add them up, it seems to me you have to say it's time to
sober up,

Mr. VoLcker. [ don’t disagree with that, but I think the way to
attack the excessive increase of debt, and the place where it should
be attacked, first of all, it seems to me, is the Federal deficit. If the
message that comes out from the kind of approach you're suggest-
ing is that we can deal with that by increasing the personal sav-
ings rate, I think we would be doing a disservice.
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Senator RiecLe. Well, I'm also saying do something about the
trade deficit. You sound awfully passive on that issue and it seems
to me that when you're running a deficit of $150 billion a year and
it’s rising and you’ve just become a debtor nation, you’'d better pay
attention to the trade deficit.

Mr. VoLckEeR. I think we ought to pay attention to the trade defi-
cit. All I am saying is that in the condition in which we now find
ourselves, getting rid of the trade deficit is no freebie.

Senator RIEGLE. Well, my time is up. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Gorton.

Senator Gorron. Chairman Volcker, two of the Senators who are
sitting in front of you today are members of the conference com-
mittee on the budget and I would like to ask you for a little bit of
your advice with respect to that process.

BUDGET REDUCTION OF $40 BILLION

You began this year and have consistently held to the position
that it was important that we reduce the budget deficit for 1986 by
some $50 billion or more. Nominally at least, budget resolutions
passed both by the Senate and by the House reached that goal. Per-
haps you will assume for the purposes of this question the validity
of the accompanying analysis. We sometimes engage in a little bit
of false advertising. Probably the Senate version was closer to
somewhere between $50 and $52 billion than $56 billion in real
numbers. The House version is about $12 billion less than that, say
$40 billion in real numbers when you take out things like transfer-
ring money from one pocket to another in connection with offshore
ocean revenue.

Several of us on that conference committee made a more broad-
based proposal which included revenues to the extent of $1 for
every $5 of spending cuts but had far more in the way of spending
cuts than did any of the other proposals that roughly on the same
analysis probably had $70 billion in deficit results for the first
year. That's been rejected and it's unlikely to be revised at this
peint.

My question is a two-part one. Is something better than nothing
even though that something is only $40 billion; and how much dif-
ference is there between doing a minimal job which must be ap-
proached again next year or doing something more decisive and
something which even cbjective analysis might say would lead us
to a balanced budget within the foreseeable future? What is your
advice and counsel to us as far as our short- and long-range future
with respect to this conference committee is concerned?

Mr. Vorcker. I think you're getting into an area where I just
can't make a judgment. I don’t know what the negotiating situa-
tion is. I am certainly not fully qualified to judge the reality of
some of these figures as opposed to the cosmetics of some of these
figures.

But, in concept, obviously, something is better than nothing. And
what you can get in practice, in some sense, is what we have to
settle for.

I would hate to see getting something for the sake of getting
something, at the expense of giving up a more adequate program.
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But that’s not a judgment that I can make, whether you have that
realistic choice before you.

The more, the better, within reason. And as I said before, there
is no danger that you are going to get too much. I would certainly
feel the more you could get, the better. But in the end, something
is better than nothing, quite obviously.

I think there is inevitably—it can’t be completely identified—
some kind of psychological threshold in terms of market response,
and if you go under $50 billion—which, I think, has become kind of
a symbol—I don’t see any way you're going to get any positive psy-
chological impetus from it. You will avoid some disappointment.

I don’t know whether that adequately answers the question or
not.

Senator GorroN. It certainly gives some direction but let me
push you a little further. If we were able during the course of this
year to come up with a program which would realistically be be-
lieved outside the debate in Congress to promise something close to
a balanced budget within 3 or 4 years, how positive an impact on
the economy would that be likely to create?

Mr. VoLcker. If you could realistically come up with a program
that approached a balanced budget—I'm not sure that that’s within
your grasp, but if you could——

Senator GorToN. I said within 3 or 4 years.

Mr. VoLcker. I understand. That would have I think a very posi-
tive impact on sentiment in the financial markets. A lot would
depend upon the credibility of that. But I don’t think there’s any
doubt that that would have a positive impact on financial market
sentiment and it would set up a backdrop, so to speak, where you
could realistically look toward an elimination of the trade deficit or
a very sharp decline in the trade deficit without posing the kind of
threat that I was discussing with Senator Riegle. That is one of the
important aspects of that. It would put us in a position to absorb a
reversal of that trade deficit with minimal inflationary and other
impacts.

enator GORTON. That certainly bridges to the next subject on
which I would like to have your advice on.

You have talked about that bridge and about the fact that the
trade deficit helped us cover these horrendous budget deficits in
one sense at least, and that the strong dollar has helped reduce in-
flationary expectations. Now obviously, we have something of that
story in the Washington Post this morning. We have a dollar
which has begun at last to weaken which, from the point of view of
many, seems very important with respect to at least the reduction
in the trade deficit.

If the dollar continues to weaken, say as much in the next 3
months or so as it has in the last 3 months, is it likely to increase
inflationary expectations? Is it likely to be encugh to put the trade
deficit on a decline? And how do we judge the value of those two
courses of action or those two possible results against one another?

Mr. VoLCKER. Let me say flatly I would be concerned about that
if it came against a background of lack of progress on the budget
deficit, I think the reasons that the dollar might decline, and the
effect it would have on the trade balance, would vary and are very
important. If the dollar tended to decline some from levels that are
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still historically high because there was a genuine relief in pres-
sure currently or prospectively on our financial markets and a
growing conviction that inflation will in fact remain under control,
it could have some constructive effects. If you have that same kind
of decline because people fear inflation and wonder about the
future of the American economy and the deficit, the flip side of the
coin looms very prominent in my mind.

I think a great deal depends upon the environment in which that
happens, if it does happen. I don’t think we are in any position to
look upon appreciable declines in the dollar, particularly after the
declines that we have had, as a good thing if we haven’t gotten our
domestic house in order.

Senator GorToN. Thank you, Chairman Volcker. That’s a very
clear explanation.

Thank you, Mr. Chairman.

The CHAIRMAN, Senator Sasser.

Senator Sasser. Thank you, Mr. Chairman.

Mr. Volcker, let me pursue just a moment the line of questioning
that Senator Gorton was pursuing

DEFICIT REDUCTION TARGETS UNATTAINABLE

I think clearly now we are not going to reach the deficit reduc-
tion targets that you were widely quoted in the press as recom-
mending somewhere in the neighborhood of $50 to $55 billion.
There was some controversy at the outset between the Senate
Budget Committee and others as to whether even the Senate
budget that was passed here met these targets because we were
using OMB numbers to arrive at our $56 billion deficit reduction
package, which David Stockman has even backed away from now,
as you know. And using the more realistic CBO numbers, [ think
our deficit reduction package here in the Senate was coming in
somewhere in the neighborhood of $38 to $42 billion.

Well, it now appears that no matter whose numbers you use
that’s going to be unattainable. The President has indicated that
he is not going to stand for any revenue increases and the Speaker
of the House, responding to his Members whom I assume are re-
sponding to public opinion— they all run for office over there every
2 years so | expect they know what their constituents want per-
haps even better than we do here in the Senate—they are saying
that there’s not going to be any cut in the Social Security totals, so
there will be no significant reduction in entitlements.

Well, given that, we are not going to meet the targets that you
laid out early, or have been quoted in the press as having laid ocut.

Now what happens if we do come in here with a deficit reduction
package for this fiscal year that reduces the deficit somewhere in
the neighborhood perhaps of $42 billion, using OMB numbers, and
$30 billion, using CBO numbers? Hasn't that already been dis-
counted—that possibility or even probability—hasn’t it already
been discounted by the financial markets? 1 see the stock market
continuing to go up. I didn’t observe it yesterday, but it’s been
reaching all-time highs in recent days.

I suppose my question to you is, what happens if we do come in
with these lower deficit reduction targets—lower by about 20 or 25
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percent? Can we say that the financial markets have already dis-
counted that probability?

Mr. VorLcker. That’s a difficult question for me to answer.

Senator Sasser. It's a difficult question. That's the reason I
asked you, Mr. Chairman.

Mr. VorLcker. I don’t think the financial markets ever were fully
convinced that you were going to do the $50 billion plus in realistic
terms. I don't know what the effects would be. You're within an
area that may reflect the assumptions in the marketplace right
now.

But whatever the case may be with respect to those expectations,
I think you are certainly leaving the economy more vulnerable
than it would otherwise be.

Senator Sasser. Well, how extensive is that vulnerability?

Mr. VoLcker. Very.

Senator Sasser. Very vulnerable in your judgment?

Mr. VOLCKER. Yes.

Senator Sassgr. Well, I must say that I concur in that judgment,
but I wonder why all these people who put their money on the line
in Wall Street don’t appear to concur with the judgment that you
and I have on this matter. That's the mystery to me.

Mr. Vorcger. I think politically you're dealing with a situation
where the economy is advancing. It's had a rapid advance. Infla-
tion is down and people can say, “Where's the problem?”’ And I
think, as perhaps Senator Riegle was suggesting earlier, the under-
lying problems have been masked in some sense by the trade defi-
cit and the accompanying capital inflow. But it gives a lot of pain
to sectors of the economy that are affected by the trade balance,
which is practically the whole goods-producing side of the economy.

How and why is Wall Street reacting the way it is? They have
seen the slowdown in the economy and the GNP. That, in itself,
has been a factor bringing interest rates down in the short run. I
will leave explanations of the stock market to you.

Senator Sasser. Well, I gave up on the stock market long ago,
Mr. Chairman. I have never made a dollar on the stock market and
d}?n’t anticipate that I ever will. I have just given up understanding
that.

SIGNIFICANCE OF DROP IN OIL PRICES

Let me move on to another topic. There's a lot of conversation
now that we may see a rather significant reduction in world oil
prices. Some economists worry that a further drop in oil prices may
mean a resurgence of the threat to world economic stability. 1
direct your attention particularly to some of our countries south of
the border. Mexico, for example, loses $545 million a year in export
revenue for every $1 decline in oil prices and Venezuela loses close
to $600 million for every $1 or decline. If cil prices do in fact
drop—let’s say they drop $5 a barrel, which some say is well within
the realm of possibility, what happens to the oil exporting Latin
American debtor nations? Are they threatened then with economic
collapse? What does this do to our banks and our financial struc-
ture in this country if that starts?
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Mr. Voucker. I think “collapse” is too strong a word, but it
would obviously increase the external financing needs of Mexico. If
you got that sharp a decline in the oil price, on a worldwide basis it
would have an effect of reducing the general price level and I
think, all things equal, you would expect that that would be a force
toward lower interest rates. Mexico benefits very substantially; so
does Venezuela, but less so.

Senator SAssERr. Is it a wash?

Mr. VoLckeR. It depends upon what the relative numbers are. A
decline of 1 percent in interest rates is of more benefit than the
hurt of a $1 decline in the oil price. But you've got to fill in the
numbers that are relevant on both sides. So far, in some sense, if
you take as a base point interest rates last summer and look at the
decline in interest rates and look at the decline in oil prices since
last summer—just looking at those two factors—Mexico is a net
beneficiary. They are better off from those two changes. But if you
changed the relative proportions, obviously—of the decline in the
interest rate and the oil price—you get a different answer. The
idea of having a 5-percent decline in interest rates, carrying short-
term interest rates of a Treasury bill rate down to 2 percent, I
don’t think is on the likely horizon, so you would not get a wash if
oil prices declined by $5, but there tends to be an offset in direction
anyway.

1 think a lot would depend, in the case of Mexico, on whether the
price decline was $1 or $2, or whether it was $5, assuming there’s a
further decline at all. They have reduced their oil prices, as you
know, in the last couple weeks.

Senator Sasser. There have been significant improvements, I
read, in the debt situation for the big four Latin American debt-
ors—Mexico, Venezuela, Brazil, Argentina. But there have been a
number of defaults among smaller debtors such as Bolivia and
Peru.

A report by the Overseas Development Council indicated that
our American bankers are virtually ignoring the problem among
the smaller debtors since they are perceived in any case to pose
less of a threat to the financial institutions and to the financial
system overall.

Mr. Chairman, do you see these defaults taking place among the
sialler debtors as being something serious that we should be con-
cerned about, and do they portend further problems for the big
four, either economically or politically, in your judgment?

ARREARAGES OF SMALLER DEBTERS

Mr. VoLcker. Well, I think they are a matter of concern. You
say defaults. That's a relative word, I suppose, these days. They
have arrears in differing amounts. But there is the danger of conta-
gion in this process and I think to the extent possible we need to
work—the banks, or governments, or the IMF, or the World
Bank—with all these creditors to see whether we can arrive at a
reasonable solution. That's more difficult in some cases, and there
are differing degrees of willingness on the part of those borrowers
in each individual case.
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In the end, if you have a situation with some smaller country
where there is not a willingness on the part of that country to do
what seems necessary or their problem is intrinsically too difficult,
I don’t think that needs to create a major crisis for the whole
world, but I think there is always a danger of some contagion. I
don’t think the situation even with the four major borrowers is
uniform and as comforting as you may have suggested in all cases.
They have their ups and downs too, although I think by and large
there’s been progress.

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

The CHAIRMAN. Senator Dodd.

Senator Dopp. Thank you very much, Mr. Chairman.

You have covered a lot of ground this morning, Mr. Chairman.
Just a couple of points, if T could.

EFFECTS OF SLOW GNP GROWTH

One, the Fed hag estimated GNP growth to be somewhere be-
tween 2.75 and 3 percent between I think it is the fourth quarter of
1984 to the fourth quarter of 1985—that’s about 1 percent less than
estimates of a year or so ago, if my memory serves me well.

What is that going to do in terms of projected increases in budget
deficits, assuming that my colleagues here are correct in their pes-
simism and that they are unlikely to get a budget resolution? We
have a member of that distinguished committee sitting with us.
But assume for a second we don’t get one.

Senator GorToN. There's one sitting right beside you, too.

Senator Dopp. What do we get as a number coming out of that?

Mr. VorckER. Maybe I can give you an estimate. It doesn’t have
a lot of effect in the first year. If it were continued into another
full fiscal year, I guess the estimate would run for 1 percentage
point lower real growth—I don’t think our estimate has been re-
duced by quite that much. You get in the $15 to $20 billion area
when it’s had time to have a full year’s effect.

Senator Dopp. Everyone else has been commenting in the last
several weeks about the various tax proposals—the Administra-
tion's tax proposals. I can’t resist asking you, since you're here this
morning and I may not get a chance to see you again—if you care
to comment on the President’s Treasury II proposal.

How important, first of all, is that issue as opposed to the ques-
tion of budget deficits? For a while it elbowed out, it seemed to me,
the budget deficit question. I think that’s come back a little bit, but
at least for a short period of time it seems to have crowded out that
question from the concern of the administration and many here on
the Hill. So the first question is, in relative importance where
would you put it; and second, what do you think of it?

Mr. Vorcker. In terms of its relative importance, the first com-
ment I would make is that they are both very important subjects
and while they overlap at some points they are basically directed
against different probiems. 1 think the question of tax reform and a
proper tax system is obviously terribly important intrinsically.

If you were looking at it from the standpoint of the impact on
the economy and the development of the economy over the coming
years, I think the deficit question is more important and more
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urgent. But that is not in any way to say that tax reform is not, in
itself, for other reasons, a terribly important subject and I would
hope you could manage both.

enator Dopp. Did your staff or anyone take a look at the propos-
al and, if so, did you draw any conclusions about its impact on the
deficit?

Mr. Vorcker. Our staff has looked at the proposal, but I'm not
sure we're the leading experts in this area. There are a couple of
questions which I'm sure you're familiar with as to when you get
beyond some transition period what the net effect might be over
time on the deficit, and a lot depends on what assumptions you
make about inflation. I would like to make an assumption near
zero, but that’s not what other people want to make when they get
out to 1995 or whenever the transition is over. You get different
answers depending on what assumption you make. Most of the as-
sumptions produce revenue logs, but that's out quite a period into
the future.

I think the question that arises in the shorter run—to which I
don’t know the answer—is whether some estimates of revenue loss
are harder than some of the estimates of revenue gain from closing
loopholes. I think that’s an inherent difficulty in this kind of esti-
mate.

Senator Dopp. But it would be totally inaccurate to call the tax
proposal Treasury II as revenue neutral? That's for sure, isn't it?

Mr. VoLcker. I don’t know. For this transition period which is
rather long, 1 think it depends upon a judgment that you make as
to the relative hardness of the estimates for the savings as opposed
to the losses. And while I know that question has arisen, I don't
have a strong judgment about it. I have not looked at it in that
degree of detail.

Segator Dobp. And your staff hasn’t drawn any clear conclusions
on it?

Mr. VoLcKER. I think they have raised that question but I don’t
think the conclusions are that clear.

Senator Dopp. Has the Treasury asked the Fed to comment on
this proposal at all?

Mr. VoLcker. Not really. I made some informal comments in the
course of very informal discussions but we were never asked per se
to comment on it, and I don’t think I'm competent to comment on
the great bulk of the program. I am interested, obviously, in some
aspects of it. I don’t like the idea of indexing things, let me just say
that flatly, That's not a new term and this proposal increases the
tendency to index things. I just don’t like that tendency to think
you can cure problems by indexing, for a variety of reasons. You
cure the inflation problem by getting rid of inflation, in my judg-
ment.

TAX REFORM PROPOSAL

It's a very difficult issue, but one of the areas of tax reform that
is relevant to the performance of the total economy, I think, is this
inbred biag we have in the present tax system against equity fi-
nancing and in favor of debt financing. In any tax reform proposal,
the more progress that can be made toward correcting that—and

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



107

there are some things in this proposal that make a little progress
in that direction—the betifer off we are.

Senator Dopp. But isn’'t a good portion of it criented toward in-
creasing consumption?

Mr. VoLcker. You can raise that question, too. I am not sure the
answer to that is fully clear even in the long run. You're getting
out of an area that I've looked at closely. I think a lot depends—in
terms of the effective tax rate on business—on what kind of infla-
tion assumptions you make, because of the indexing provisions.

Senator Dopb. Just one other question quickly. It may have been
asked by the chairman, The chairman of our committee is going
through the difficult time of trying to decide what we ought to do
with the bill we passed last year here dealing with financial insti-
tutions 'expanded powers.

I wonder if you might just quickly give us an assessment of what
would be the repercussions or what would happen if we don’t do
anything in the Congress in that area, what happens—is there as
much of a need today, given the recent court decisions in some of
these areas, for us to move in this Congress? Just give us any com-
ments you may have on that.

ASSESSMENT OF FINANCIAL SYSTEM DEVELOPMENTS

Mr. VorLcgER. Let me give you one example of the kind of mess
that we're in and the kind of, at the very least, risk you take of
this thing getting out of the hands that it should be in, which I
think are yours. What kind of direction do you want the financial
system to go in as opposed to almost random developments in the
marketplace?

We have a case in the Supreme Court now where one of our deci-
sions, giving a reasonably broad interpretation of our power to
define a demand deposit and a commercial loan in connection with
this nonbank bank issue, was overturned in the district court and
in the appeals court. It's now in the Supreme Court. The courts
said we took an overly expansive definition.

In the meanwhile, we have a decision in another appeals court
saying we take an overly narrow definition or position with respect
to our powers and we must rule out nonbank banks; that nonbank
banks are really banks and the Bank Holding Company Act says
they must be ruled out of order.

I don’t know what way the Supreme Court is going to decide, but
they are going to decide the issue. You're not going to decide the
issue. And that doesn’t seem to me to be appropriate. One said we
are too expansive and the other said we are too narrow. [ don't
know what kind of court decision we are going to get, but if they
supported the position that we are overly expansive you've got an
open door again to nonbank banks. If they decide the other way,
you've got a completely closed off deer, I suppose, so far as national
banks are concerned; I'm not sure you've got it closed off for State
banks. Again, it's Congress who ought to be telling us what public
policy is in this area; we ought not to be getting decisions that are
based on some particular interpretation of law written in a differ-
ent context that are completely arbitrary and often conflicting, as
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we have now—two specific, conflicting decisions in the appeals
court. That’s one area.

One area that I am, frankly, very concerned about—and I think
Congress has to tell us our position—concerns both the savings and
loans as well as banks. There has been a kind of competition
among States to provide very expansive powers that raise real
questions about the safety and soundness of the financial system,
in my judgment. I think that some limits ought to be put around
the ability of States under the cover of Federal insurance, to pro-
vide powers to institutions that seem to me basically incompatibie
with the safety and soundness of the system, and at the very least
put risks on the insurance system that weren't contemplated by
the Federal Government in creating the insurance system in the
first place.

We have certain powers and we are discussing that issue so far
as bank holding companies are concerned, but at the very least it's
clear that existing law does not leave us or the other regulators—
and the Home Loan Bank Board feels very strongly about this—
with clear cut powers to deal with this situation straightforwardly.

Senator Dopp. My time is up. I agree with you wholeheartedly
on that. You don’t see any direct threat to the dual banking system
as a result of that, do you?

Mr. VoLckeRr. I think the dual banking system rests upon a kind
of comity between the State and Federal authorities and, as I view
it, the State authorities are violating that sense of comity. They
can experiment and should experiment and have a certain discre-
tion without undercutting the Federal interest in a safe and sound
banking system, which the Federal Government protects. I am kind
of bemused, I suppose, by some of the comments about the dual
banking system, particularly from the banking community. When
it comes to a question of usury statutes, they are very vigorous in
saying that’s a naticnal interest that ought to override the States,
but when it comes to the States doing something they want to do,
it suddenly becomes a matter of States rights.

Senator Dobp. Well, I couldn’t agree more with you on that and 1
appreciate your digressing as well from the major thrust of this
hearing, Mr. Chairman, but I didn’t want to miss the opportunity
of having the chairman hear his comments.

The CHAIRMAN, Senator Proxmire.

Senator ProxMiIrRE. Thank you, Mr. Chairman.

Chairman Volcker, I want to get back to the future of the Feder-
al Reserve Board. Has the White House given any indication to you
that you will be consulted on filling vacancies on the Board?

Mr. Vorcker. No, not one way or another. I haven’t discussed it
with them.

Senator Proxmire. Do you think it's appropriate and desirable
that you be consulted?

Mr. VoLcKER. Yes, sir.

Senator ProxMiRE. Well, I'm glad to hear you say that. I think
it’s very important that you be consulted.
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FOMC DEBATES MONETARY POLICY

Mr. Chairman, the minutes of the Federal Open Market Commit-
tee [FOMC) meeting of last March 26 indicate a strong debate on
the future course of monetary policy. While a majority of——

Mr. VorLckeRr. The minutes of when?

Senator Proxmire. Of last March 26. While a majority of the
Committee was concerned about an economic slowdown and was
willing to tolerate more rapid monetary growth, some members be-
lieved that the money supply was growing too fast and would have
supported greater restraint.

Now that we have 3 more months of experience, how substantial
is this “let us show restraint” element on the Open Market Com-
mittee, and are they still advocating restraint or have they moved
over to the majority viewpoint that a more rapid growth in M1 can
be safely tolerated?

Mr. VorLcker. | don’t remember anything special about the
March discussion, but these various points of view are usually de-
bated. It's absolutely typical of a meeting that varying degrees of
concern are reflected about these different crosscurrents, whether
in the monetary figures or otherwise. I think there are bound to be
differences in view in terms of emphasis within the Committee on
weighing the growth in the money supply against other factors;
that, in a qualitative sense, continues.

I think it’s also true that the decisions that we have been able to
arrive at have not necessarily been unanimous but they have com-
manded a large degree of concurrence.

Senator ProxMIRE. My question is, is there more of a consensus
now in view of the fact that the economy is more clearly slowed
down and unemployment has not improved for 5 consecutive
months and is at a very high level on a historical comparison? Is
there more of a consensus now that the economy has——

Mr. VoLcker. I'm not sure, because what you say is true and in
one sense has probably strengthened that view in some people’s
minds. On the other hand, we did have this surge in the money
supply in May and June which we had not had in March and that’s
obviously a point of concern.

I have no clear memory of it, which reinforces my feeling that
the discussion in the March meeting was not exceptional in terms
of presentation of different views or the vigor with which they
were argued. These differences are quite natural and they are
characteristic in some degree, of every meeting.

Senator ProxMIRE. Let me ask you, what caused the unforeseen
economic slowdown? Last February, when you appeared before this
committee, your report indicated the Federal Reserve was project-
ing real economic growth of close to 4 percent in 1985, Instead, the
rate of growth for the first half of this year was only 1 percent. As
you look back with the benefit of hindsight, where did you go
wrong last February and what assumptions did you make that
proved to be too optimistic and what developments did you fail to
anticipate?

Mr. VoLckkR. I can only answer implicitly, because those projec-
tions are an average of the members of the committee, and I didn’t
review their forecasts to see what went wrong. But I suspect the
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overall answer is evident. They probably were not assuming, as a
whole as sharp a reduction in the rate of inventory accumulation
during this period as we in fact had, and it may be that many of
them were not assuming this further deterioration of the trade bal-
ance to the extent we have had it. I suspect it is those two factors.

I would be very doubtful that it was slower growth in gross do-
mestic demand, which has been very well sustained. If anything, I
would guess that is higher than people were projecting. And 1
would say in that connection—you're talking about a two-quarter
period—just in reference to your own earlier comments, that a de-
viation of presently estimated GNP growth for two quarters in the
neighborhood of 1 or 2 percent at an annual rate is not unusual
and I might say should be anticipated. Nobody's forecasts are that
accurate even for that short a period of time.

I think it's at least as important to look at the composition of
what’s going on, and as I look at these figures——

Senator ProxMIRg. This is a colossal mistake. Here it 1s a 1 per-
cent growth, not a 4 percent. It was one-quarter of the growth that
you anficipated.

Mr. VoLckER. You say a colossal—— .

Senator Proxmire. This is a colossal mistake. Here it is a 1-per-

Mr. Vorcker. It didn’t take much of a drop to get it less than
you're anticipating. They were probably anticipating slower growth
during the first half of the year. Say they were anticipating 3 per-
cent, which is just a little below what they were anticipating for
the year in the first half of the year. It comes out to an average of
a little over 1 percent. If you looked at the flash figure of the De-
partment of Commerce only 1 month ago, which was 3.1, just the
difference between a flash figure and another estimate for one
quarter was more than 1% percent.

Senator ProxMire. Well, I don't want to press you too much on
that, but the fact is that a 3-percent growth is a good—a predict-
able growth. We have had that over the years by and large on the
average. One percent is stagnation. One percent just doesn’t do the
job. You know that.

Mr. Vorcker. I know that, as prolonged over time. But nobody is
going to predict in a two-quarter period what the rate of inventory
accumulation is.

EFFECTS OF HOSTILE TAKEOVERS

Senator ProxMIRE. Let me ask you about another subject. When
this committee held hearings on hostile takeovers, we were told by
OMB that hostile takeovers involving a substantial debt restructur-
ing were generally good for the economy. OMB argued that many
corporate managers who were sitting on a low debt-equity ratio
were not doing a good job for their stockholders, they could get a
greater return on equity by higher leveraging, and if they were un-
willing to restructure their balance sheet corporate raiders were
ready, willing and able to do so for them.

What's your view of the economic effect of higher debt leverag-
ing? Is it an unmixed blessing, as OMB suggests, or are there some
downside risks to the economy resulting from the higher debt
structure?
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Mr. VoLckER. Obviously, it increases risk, speaking as a generali-
ty.
Senator ProxMIRE. And by and large, we've had a big increase in
corporate debt, a diminution in equity, because of corporate takeov-
ers over the past 2 years. Isn't that correct?

Mr. VorLckeR. Yes. I think that looked at overall that increases
the financial risks in the economy. Now I can’t say, quite obvious-
ly, about any particular firm. It increases the risks for any individ-
ual firm, too, but it may be that they are still reasonably conserv-
atively financed. That’s a question of the facts of a particular cir-
cumstance.

Senator Proxmire. But overall, we've had a transfer of equity to
debt of about $90 billion just because of corporate takeovers over
the last year. That seems to me to be a negative factor.

Mr. Vorcker. Takeovers and leveraged buyouts and other re-
structuring are on that order of magnitude. And, overall, I don't
think there’s any question that that increases the degree of lever-
age in the economy as a whole and the risks in the financial
system as a whole.

RAPID GROWTH IN BANK CONTINGENT LIABILITIES

Senator ProxMIRE. Now there have been a number of recent sto-
ries about the rapid growth in bank contingent liabilities that are
not fully reflected on the balance sheet of the banks. That includes
standby letters of credit, financial guarantees, the sale of loans to
affiliates and the like.

Someone suggested that the nominally higher capital ratios
achieved by the larger banks are not really present when you take
a close look at what the banks are really doing.

How serious a problem is this and do you share the concern
about off-balance sheet banking; and, if so, what is the Fed plan-
ning to do about it?

Mr. Vorcker. I certainly share the feeling that this is an area
that we have to look at and consider what risks there are. We have
a very considerable effort underway to get further understanding
and to make sure the bankers themselves understand what risks
are on or off the balance sheet and take them into account in ap-
praising the adequacy of a bank’s capital.

I think there is a tendency, a kind of inherent difficulty, in the
kind of ecapital ratios that we have announced and enforced, and
the other agencies have announced and enforced, that what we
consider a minimal kind of ratio for any bank is taken as a satis-
factory ratio regardless of their condition and the activities of the
bank, which it clearly is not. In our analysis, that is a starting
point.

We think that any bank ought overall to have that kind of ratio,
but they may well need a higher ratio, depending upon the kind of
risks they undertake. And one of those risks—or a large share of
tlﬁose risks and an increasing part of the risks—may be off-balance
sheet,

It begins to suggest in my mind—and we are working in this di-
rection—a question as to whether we should supplement the over-
all minimum capital ratio with what might be thought of as a
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more sophisticated approach of assessing different kinds of balance
sheet and off-balance sheet risks with respect to capital need, and
kind of superimposing that kind of analysis on top of a rough and
ready minimal overall capital ratio.

Senator PROXMIRE. Mr. Chairman, that’s very reassuring. I hope
you will move ahead with that.

CREDIBILITY OF TARGET CHANGES

1 have one more question. Some monetarist economists believe
the Fed is in danger of losing its credibility if it keeps changing its
targets to accommodate faster money growth. They argue there is a
systematic bias in the way the Fed changes its targets. When
money growth exceeds the targets because of an unexpected decline
in velocity, the targets are raised. But when velocity increases un-
expectedly, the money growth targets are not lowered. Over a
longer period, the Fed will create more money than is consistent
with price stability. The end result is an inflationary bias in the
economy because of Fed policy. Once the market catches on, infla-
tionary expectations and real inflation will rise.

What's your response to that analysis? Isn’t the Fed running a
substantial risk that it is about to lose its hard-won credibility in
the fight against inflation?

Mr. VoLcker. [ was about to say that my answer to that question
is: When did we stop beating our wife. There is no question that
there are points of possible misunderstanding that arise every time
you change your base or raise a target in a situation in which
there is legitimate concern about current and future infiation.

The question, in the end, will be whether we were right or wrong
and whether the judgment was right or wrong that we are not in-
creasing inflationary risks but rather are adjusting to the facts of
the circumstances that suggest that velocity trends may be chang-
ing. If you misgauge that and not change your base when the real
gituation has changed, you would engage, in practice, in a tighter
policy than you intended to. You may be hitting the numbers, but
thedplc'lactical effect would be that the policy was not what you in-
tended.

Senator PrRoxMIRE. Well, the first doesn’t seem to apply.

Mr. Vorckgr. We think it does apply here. Now it's a question of
how much. If I go back to the earlier experience in 1982 and 1983,
the same question was raised. You will remember all of the discus-
sion, by monetarists in particular, that the inflation rate by the
end of 2 years after, in mid-1984 was going to take off and we were
going to go back to double-digit inflation. We could find the old
statements made to that effect; it didn't happen.

I think most monetarists would judge that the adjustment that
was made at that time in retrospect, turned out to be the correct
adjustment of allowing for a more or less permanent shift in veloci-
ty—or however they want to express it—because the price implica-
tions now, 3 years later, have not developed in the way that was
predicted.

I can’t prove that for the current adjustment. We have dilemmas
in making a change of this sort and trying to be conservative, and 1
think we are being reasonably conservative. As I pointed out in my
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testimony, rebasing has not allowed for just forgiving this excep-
tional surge in May and June. We recognize that even now, on the
rebased number, if you just locked at those targets in a very tech-
nical sense, they were high relative to that range. That expresses
our concern that this rate of monetary growth not continue and
that is clearly the feeling of the Committee.

At the same time, we recognize that there is considerable uncer-
tainty in appraising this with precision. If things develop in such a
way that some of this May-June increase washes out more or less
by itself, we would be delighted. It would end some of these ques-
tions. We widened the range and provided for the possibility of
only something like a 3-percent growth in the second half of the
year because we would he delighted if it turned out that some of
this increase was temporary. And if the money supply tended to re-
lapse on its own depending upon the circumstances surrounding
the economy, that would be quite acceptable to us.

Senator PRoXMIRE. Thank you very much, Mr. Chairman.

The CHAIRMAN. Thank you, Mr. Chairman. I'm sure you're all
aware that next week the committee will commence hearings on
deposit insurance reform and I'm also certain you would concur
that the time is ripe to consider changes in reforming the deposito-
ry insurance system. So I look forward to hearing the testimony of
some of your fellow regulators from the FDIC and the FSLIC next
week and once again thank you for your willingness to testify.

Mr. VoLcker. I was hoping our testimony might be in Septem-
ber.

The CHAIRMAN. It is, I said your fellow regulators will be next
week and yours will be in September.

Mr. Vorcker. Thank you.

THE CHAIRMAN. The committee is adjourned.

[Whereupon, at 11:15 a.m., the hearing was adjourned.]

[Response to written questions with additional material received
for the record follows:]
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Chairman Volcker subsequently submitted the folleowing
in response to written questions from Chairman Garn in commec-
tion with the hearing before the Senate Banking Committee held
on July 18, 1985:

Question 1: When you appeared before this Committee
last February quring the first monetary policy oversight hear-

ings for 1985, you pointed ocut that, while it would be bad for
the economy in the long rum, sufficiently rapid mometary growth
could push down the value of the dollar on foreign exchange
markets.

To what extent do you believe that recent declines in
the dellar's value are attributable to the surge in M-1 growth
since May?

Answer: I would not say that the surge of Ml growth in
the past two months has directly contributed significantly to
the recent dollar decline. The recent drop in the dollar seems
to have been associated in part with the downward movement of
U.S. interest rates over the spring and early surmer relative to
rates in other courtries, and in part to changing expectations,
influenced to some extent by the further increases in the trade
deficit. Interest rates were in turn related to the relatively
sluggish behavior of the U.5. eccnomy over this pericd. The
surge in Ml growth at the same time reflected to a degree the
increase in money demand as interest rates fell as well as an
unusual surge in demand deposit growth perhaps reflecting
changing cash management practices or transitory responses to
sharp changes in Treasury balances. Accommodation of this
increased demand for money helped account for the lower interest
rates in the short rum, thereby influencing indirectly the value

of the dollar. Given the moderation in economic activity and

the absence of any signs of additional price pressures, this

rapid money growth did not seem to have aroused much concern
that a resurgence of inflation was likely. Concerns of that
kind related to excessive money growth over time could result in

a much sharper drop in the dollar's value.
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Questicn 2: Your statement seems to say that the
recent surge in money growth was a result of an increase in the
demand for checking account balances and other assets included
in M-1.

An alternative explanation would be that M-1 has been
growing because the Fed has been punping reserves intc the
barking system. This explanation would appear to be more con-
sistent with the fact that the "adjusted monetary base” as
calculated by the St. TLouis Federal Reserve Bank has also surged
since Jarnuary,

Why deo you emphasize the demand for checking account
balances. etc., iustead of the increased supply of bank reserves
in explaining the recent surge in money growth?

Answer: Money growth necessarily represents the
interaction of the forces of demand and supply for the zssets
included ir money and the reserves required to back these assets
and both forces are relevant in any analysis. Reserves have
ircreased rapidly this year, as the Federal Reserve supplied
sufficient reserves to accommodate strong demands for money
relative to income. The decisieon to meet these demands was made
in light of conditions in the economy, financial! markets, and
foreign exchange markets that seemed to indicate that relatively
rapid mepey growth for a time was unlikely to lead to future
inflation. 1 have emphasized the demsrd side of the market
because this expectation rested in part on a judgmenL thst to a
significant extent growth in the first half of the year repre-

sented a relatively permanent inerease in the demand for cash

balances and downward shift in velocity. Clearly if the Federal

Reserve had not allowed reserves to grow as rapidly, money would
have increasec less vapidly, and interest rates would have been
higher at least for a time. The risk then would be that

cecenomic activity would bhe weaker.
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Question 3: On page l4 of your statement, you say:

"We simply do not have enough experience with the new

institutional framework surrounding M-1...to specify

with any precision what new trend in velocity may be
emerging..."

If you can't forecast trends in velocity and you must
repeatedly adjust money growth to compensate for unanticipated
changes in velocity, what is the value of setting targets for
monerary growth?

Answer: There is substantial uncertainty about the
trend or cyclical behavior of velocity, as the public and de-
pository institutions adapt to the progressive deregulation of
deposit rate ceilings. Even so, we do have some general expec-
tations, based on historical experience and ongoing analysis of
current developments, about how money growth is likely to be
related to the nation's ultimate goals for spending, prices, and
employment under most circumstances. The objectives we estab-
lish for Ml growth are based on this analysis, and are given in
a fairly wide range to reflect uncertainties about velocity
behavior. Barring unusual developments in firancial markets and
the economy, the Federal Reserve would expect M1 growth within
the range adopted to lead to satisfactory economic performance.
Money remains a useful guide to policy in that context. It, in
effect, provides certain presumptions that should be overturned
only in the light of reasonably strong evidence that the expec-

tations about monetary relationships are wrong. Berause of the

vncertainties imvolved, I do not believe the monetary targete
can be an unbending policy "rule"; rather, monetary growth must
be interpreted in light of other financial, economic, and ex-
change market developments. Clearly, if the relationships
between money and the economy were always uncertain and
unpredictable, the targeting procedures would have little value,
but I do not believe the uncertainties are so great as to

justify such abandonment.
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guestion 4: The following statement appears on page 22
of the Fed's mid-year "Monetary Policy Report’:

"Increases in prices of nonenergy services, which have

not been affected nearly as much by 1mp0rt competition,

have continued te be substantial..."

Given that increases in prices not subject to import
competition remain "substantial™, some analysts say that the
Fed's rebasing of M-1 and the decision to widen its target
growth range mean that the Fed has downgraded the importance of
the battle against inflation.

How would you respond to those analysts?

Answer: The rebasing of Ml and adjustment in its range
do not imply any lessening of concern about inflation or any
weakening in the resclve of the Federal Reserve to pursue a
monetary policy consistent with moving to price stability.
Indeed, these changes in the M1 objectives would not have been
made if the Committee members considered them to be inconsistent
with this fundamental goal of monetary poliey.

The rapid growth of woney in the first half of the year
is not expected to result in new pressures on prices partly
because a significant portion of the monetary expsnsion appar-
ently represented relatively permanent buildup in cash balances,
partly in response to declining interest rates. With rates
ratcheting down owing to a recognition of lower inflation and
weakness in the economy, incentives to economize on cash
balances diminished and interest-earning transactions accounts

became wore attractive repositories for savings.
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The adjustwment to the Ml target was also made in the
context of continued moderate current inflation, and with no
indications of greater price pressures ahead. Although service
price increases continue substantial, prices of goods--which are
probably more sensitive to monetary factors--have been rela-
tively fiat and sensitive commodity prices have been declining.
Wage increases also have remained quite moderate, and there is
some slack in labor and final produet markets. Inflationary
momentum is still untouched in some service areas, 1 suspect
that will decline only gradually, but it's important that it do
s0,

The use of a second quarter base for Ml assumes that
velocity will return over time to more usual patterns--that
money demands in the second half will be neither extremely large
nor extremely small--and thazt the money provided in the first
half will be largely held as part of the public's saving and not
enployed to generate inflationary demands for goods and ser-
vices. To help ensure that inflationary pressures remain
subdued, the new M1 range entails a substantial mwoderation in
growth from the first half of the year. Moreover, the width of
the range recognizes some uncertainty surrounding the judgment
about the effect of the more rapid expansion of the money stock
in the first half of the year. The low end of the new range

provides for a very marked slowing of M1 should a subsequent
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pickup in velocity seem to indicate more active use of these
balances.

Finally, I would note that the Committee &adopted a
tentative range of 4 to 7 percent for Ml in 1986, lowering the
upper limit of the rebased 1985 range; lowered the upper linit
of the M3 range for next year by one-half of a percentage point;
and lowered the range for credit growth by a full percentage
point. These decisicns also affirmed the Committee's intention
to move toward reascnable price stability over tire while en-

couraging sustainable economic growth.
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Question 5: ©On pages 12 and 13 of your statement you
draw a paralle etween the recent surge in money growth after a

drop in interest rates and the experience of 1982-83,

You do not point out, however, that the earlier surge
in money growth was followed by a surge in real economic growth
beginning in the second quarter of 1983.

The Federal Reserve's projections for real growth later
this year and in 1986 do not show a speedup like that in 1983
and 1984.

Why won't the recent surge in money growth be followed
by accelerating economic growth as in 19837

If the economy should begin to grow faster later this
year than you now expect, will you allow money to grow faster
than the upper boundary of the new target range?

Answer: We do expect a pickup in real economic growth
in the second half of the year, as I indicated in my discussion
of the FOMC members' projections, bur not to the same degree as
occurred in 1983-84. The surge in wmoney growth extended for a
considerably longer period in the earlier episode; over the
year, from the third quarter of 1982 through the third quarter
of 1683, Ml grew 13.1 percent, with growth at or above a 10
percent annual rate in each quarter. The current burst in money
growth has been two quarters in duratiom, bas been at around a
10-1/2 percent annual rate, and followed two quarters of rela-
tively slow growth. The earlier episcde coincided with the
trough of our deepest post-war recession, and very rapid eco-
nemic growth could be accommodated without generating renewed

inflationary pressures.
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Although somewhat faster growth in the economy than we
have experienced in recent quarters .is expected and welcomed,
clearly a repeat of the extent of the earlier expansion is
unlikely, given the lower margins of unutilized resources at
present. Should the eceonomy grow faster than expected in the
second half of the year accompanied by a tendency for Ml to
remain above the new target range, my general expectation would
be that the Federal Reserve would attempt to constrain money
growth to its range. Still, our exact response would depend on
the surrounding circumstances, including the behavior of other
monetary aggregates, any indications of possible pickup in in-
flation, and the behavior of the dollar on exchange markets.
But the situation would differ fundamentally from that in the
first half of this year when telerance of monetary exzpansion
above the target range occurred in an environment of relatively

slow economic growth and falling velocity.
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Question 6: In your statement you indicate that the
high value of the dollar on foreign exchange markets was one
reason the Fed did not wmove to slow the growth in M-1 during May
znd June: i.e., actiopn to slow money growth weould have raised
interest rates and driven the dollar even higher.

Given the recent declines in the value of the dollar,
should financial markets assume that the Fed now hag more leeway
to move to offset above-target growth in M-17

Answer: The dollar's value is one of the factors we
look at in evaluating the likely effects of money growth on the
ceconomy and inflation. This spring, woney growth well in excess
cf the Committee's paths was accompanied not only by a rela-
tively strong dollar, but also by sluggish economic activity--
especially in the industrial sectors--while inflation remained
mederate. Under these circumstances, decisive actien to
restrain money growth could well have pushed the exchanpe rate,
and alsc interest rates, higher with further depressing effects
on cutput. The recent drop in the dpllar does in that sense
provide a littlie more leeway, other things unchanged, to re-
strain Ml growth within its range. But, in practice, the dellar
would be only one facter among many in assessing responses to
money growth--and policy would mecessarily have to consider
other developments in financial markets, the business cutloock,

and ocverall price pressures,
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR MATTINGLY

Chairman Volcker subsequently submitted the following
in response to written questions from Senator Mattingly in con-
nection with the hearing before the Senate Banking Committee
held on July 18, 1985:

Questicn 1: Monday's Wall Street Jourmal reported the
following news quip: ‘“Minutes released Friday (July 12) show
that the Fed's policy setting arm voted 11-1 at its May 21
meeting to leave monetary policy unchanged." What's disturbing
to me about that report is the fact that the Fed withheld the
May 21 meeting minutes for almost 7 weeks. I personally have
preblems with the withholding of such information and for such a
long period of time. What is the Fed’s justification for such
action?

Answer: While the FOMC's basic monetary policy de-
cisicens with respect to growth rateg for the year for monetary
ard credit aggregates are reported to the public promptly, its
decisions concerning the short-run implementation of monetary
policy are nct released until shortly after the subsequent
meeting of the Committee. This schedule is adhered to because
of concerm that earlier release of the decision--while it was
still contrelling for cpen market operations--would focus more
attention on the short-run aspects of monetary tactics and fos-
ter even more speculation about the day-to-day implementaticn of
policy, resulting in greater short-run swings in interest rates
and market volatility.

The information in question takes the form of instruc-
tions to the Federal Reserve Bank of New York specifying the

criteria to be used in carrying out open market operations in
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the period until the next FOMC meeting. These instructions are
necessarily conditional in nature; that is, the actual stance of
the Federal Reserve in supplying reserves will depend on the
data that become available on growth in the money stock and
information about the econowmy and financial markets as well.

The so-called "directive' therefore does not give unequivocal
instructions abeut how bank reserve conditions might evolve over
a spaun of several weeks. The danger is that market participants
would not adequately recognize the conditional and judgmental
nature of the directive. In trying, with a false sense of cer-
tainty, to outguess the Federal Reserve, they would tend to
impart even wider swings in domestic and internaticnal market
conditions than we now experience. It would be especially
difficult for the Federal Reserve to make relatively minor,
probing adjustments to its stance in supplying reserves without
provoking market cver-reactiom,

Immediate release of the directive would also tend to
focus attention on the short-run tactics of monetary policy,
rather than the long-run strategy that is important te achieving
national objectives for output, employment, and prices. De-~
cisions bearing on these more important strategic questions are
released within a few davs after they are made in February and
July, and are accompanied by a report teo Congress and testimony

spelling out fully the Federal Reserve's assessment of the

economy and the reasons for its policy choices. CQuite properly,
they are the subject of intense scrutiny and debate, both within
Congress and in the public at large. Tmmediate release of the
FOMC's short-run decisions as well could deflect needed and
appropriate attention from these more fundamental issves of

monetary policy.
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Question 2: Since December, M1 has risen at a super
fast annual rate of more than 12 percemt, roughly double the
Fed's target range for 1985 of 4 percent to 7 percent. T assume
that the overshooting of the targets was in part to stimulate
economic growth. I have no problem with that policy as long as
inflation continues under control; mnonetheless, what is the lag
time between money growth as a stimulus and the resulting eco-
nomic growth?

Answer: Money growth affects the economy over a
considerable period and to varying degrees, with the timing and
extent depending on a number of factors, including the state of
the economy and financial markets, price and interest rate ex-
pectations, and changes in the demand for money not directly
related to transactions uses of money balances. Some have
observed that an acceleration of money growth seems to have its
greatest impact on business activity in around twc quarters, but
this is not necessarily comsistent, The timing and extent of
any subsequent effect on inflation are also quite variable,
though most analysts believe the lags are longer than for real
economic activity, on the order of 18 to 24 months. However, in
that respect, it should be roted that the very rapid money
growth of 1982-83 was not followed by a pickup of inflationm.

The economy is just too complex, and the route by which money
affects spending and prices toe circuitous and too loose, to
have confidence in estimates of a very precise relatiomnship

between money and the economy.
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The overshoot of MI growth relative to the ranges was
telerated in the first half of the year given the drop in
velocity and the sluggish economy, in an effort to encourage
economic growth, FOMC members do expect a pickup in econowmic
activity in the second half of the vear, but with inflation
remaining subdued, a substantial propertion of the increase in
money the first half is thought to represent relatively long-

term additions to cash balances.
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Question 3: Pending before the Fed is an application
by Citicorp tv form a subsidiary in South Dakota te sell in-
surance. Has the 91-day period begun to run, when do you
anticipate consideraticn of the application, and how will you
rule on the application?

Answer: On July 31, 1985, the Board denied the
application by Citicorp to acquire American State Bank, Rapid
City, South Pakota, and thereby to engage in a broad range of
insurance activities, including underwriting life insurance and
acting as agent for the sale of all types of imsurance. The
Board held that the proposal was in reality an acquisition by
Citicorp for the purpose of engaging in insurance activities

ctherwise prohibited for bank holding companies under the

Garn-St Germain Depository Institutions Act of 1982.

Guestion 4: An ecconomist from Irving Trust Company was

recently quoted in USA Today as follows: "I think the (Federal
Reserve Board) has in mind a dollar level that's about 10 per-
cent lower than wherc we are now." 1Is that statement accurate

and how will the Fed accomplish such a reduction?

Answer: HNeither the Federal Reserve Board nor the FCOMC
has in mind any particular reduction in the exchange value of
the dollar. As noted in ocur Report to Congress, the projections
made by FCMC members and the other Reserve Bank Presidents are
based on an assumption that the exchange value of the dollar
will not deviate substantially from its recent levels. That, I
should emphasize, is not the same as a forecast, and the
experience of recent years has reemphasized the difficulty of
any such ferecast. Much would depend upon surrounding circum-
stances In evaluating responses to significant changes in the

value of the dollar,
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Question 5: Assuming a 10 percent reduction of the
dollar was achieved, what would be the effect on our balance of
trade and the federal deficit?

Answer: It is difficult to quantify with any con-
fidence the effects of a change in the exchange value of the
dollar, especially without specifying the causes underlying the
dollar's assumed decline. As a very rough order of magnitude,
standard econometric analysis sugpgests an exogenous 10 percent
reduction in the dollar te result in a reduction in the U.S.
trade deficit of more than §$3 billicn after one year and of moye
than $15 billion after a longer adjustment period. Other things
equal, nominal GNP might be a bit higher, and federal tax
revenues might be enhanced. However, unless some other steps
were taken independently to reduce the budget deficit, the
reduction in the capital inflow associated with the reduction in
our trade deficit would temd to add to pressures in 0,5, finan-
cial markets and on interest rates. The effects on the net

budget defiecit would then not be large.
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RESPONSE TO WRITTEN QUESTICNS OF SENATOR PROXMIRE

Chairman Volcker subsequently submirted the following
in response to a written question from Senator Proxmire in con-
nection with rhe hearing before the Senate Banking Committee
held on July 18, 1985:

Question: I recently wrote to Secyetary of the
Treasury Baker about our international debt strategy and among
other things asked what effect the Administration's new lower
economic growth forecast would have on the ability of the Latin
American debtor nations to service their debt,

The Secretary responded yesterday that 'slower growth
in the U.S. would lead to lower export growth rates from such
countries,” but said that difficulty would be offset by lower
U.S. interest rates. He said the Administration estimates as a
rough rule of thumb that a "one percentage point drop in dollar
interest rates would result in savings due to lower interest
payments far exceeding the slower growth in exports to the
United States which would result from 1 percent slower U.S,
growth rate.,”

I was very surprised by this "rough rule of thumb
calculation" as I understood most observers felt each percentage
point growth in the OECD countries could add $12 billion or seo
to debtor country export earnings as compared te the $4 billion
or s¢ rthey would save from each point drop in interest rates.

* Can you comment on the Treasury's rule of thumb calculation?
Do you think that a growing U.S. economy is absolutely criti-
cal to a favorable sclution of the third world debt problem?

# 1f so, for how much growth must we maintain and over what
period of years?

Answer: 1 canmot comment directly on the Treasury's
calculaticns, since I do not know the details, T am inclined to
think that the negative impact on the export earnings of non-

OPEC developing countries of one percent lower economic growth

in the United States may be about half as large as the
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positive impact from one percent lower dollar interest rates.
Whether such an offset is substantial is, of course, a matter of
judgment. Moreover, such calculations, which are rough at best,
vary considerably depending on which developing countries are
included, how changes in growth rates or interest rates are
assumed to be brought about, and how long they persist. As for
your reference to the relative effects of QECD growth and in-
terest rates, I do not recognize the figures you cite, and I am
inclined to feel--with all the caveats just noted--that the
figure for improved export receipts, in particular, everstates
to a considerable degree the impact on exports of non-OPEC
developing countries of one percent faster growth in the GECD
area.

It is clear, however, that ccntinued growth in the
United States and in other industrial countries--with continued
access to those growing markets--is essential to the economie
well-being of developing countries. What is more importamt than
achieving any particular growth rate, I believe, is that growth
in the United States and elsewhere be sustained over the loung
term in an environment of low and stable inflation rates, In
such an environment, developing countries can benefit from both
growing demand for their output and reasonably low interest

rates.

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



131

RESPONSE TO WRITTEN QUESTIONS OF SENATOR RIFGLE

Chairman Volcker subsequently submitted the following
in response to written questions from Senator Riegle in con-
nection with the hearing before the Senate Banking Committee
held on July 18, 1985:

Question 1:

Real Estate Market

In your prepared tesrimony you point out that "spending
for nonresidential construction, particularly offices and
stores, continued at strong rates in the first half of 1985, and
construction contracts rose further despite very high vacancy
rates in many parts of the country.'" ({p. I0--emphasis added.)}

I am concerned about a possible over-capacity in the
real estate market and especially so in light of remarks made
earlier this week by Eric Hemel, the director of the office of
pelicy and economic research at the Federal Home Lean Bank
Board. This senicr official was widely quoted as saying that
because of a softening market for office buildings and other
commercial properties "we're in for a debacle that will take a
number of savings institutions and commercial banks with it."

He was also quored as saying in unusually blunt remarks
that "There are scme banks whose capital is significantly im-
paired, and who may be in a true economic sense underwater, who
are still doing business." He added, "That means trouble down
the line.”™

* (a) How concerned are you that between deferral of losses
from farm loans, real estate loans, energy loans and latin
American loans, a lot of respectable financial institutions
are dangerously close to, or actually are, under water?

Answer: Many banks have failed because of problems
encountered in the loan arcas mentioned, and a large number of
others are mow experiencing difficulties of greater or lesser

severity--over 1,000 banks are now on the FDIC's problem list.

The question seems te imply, however, that many banks, not on
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the FDIC's list, have sericus problems which thev have been
permitted to avoid recognizing. That is not the case. Banks
have been required to charge off bad loans on their books and to
build up lcan loss reserves and capital te position rhemselves
to deal adequately with future loan problems. Thus, most if not
all banks whose current financial statements show them to be in
healithy condition should be &ble to weather problems that may

arise in the future.

* (b) How likely are we to see a serious overcapacity of office
buildings in areas such as Denver, San Diego, Phoenix,
Columbus, Houston, Miami and Dallas, and what are likely to
be the ripple effects throughout the economy?

Answer: Office vacancy rates have been scaring in many
major cities around the country, and with wmuch space still under
construction, sericus gluts seem a distinct possibility in a
number of locales. O0ffice building appears, unfortunately, to
be following its all-to-familiar bcom-bust patternm. It is im-
possible te predict what the precise economic effects of a
decline would be: much would depend on the severity of the
downturn and cn whether the general economic circumstances at
the time would be such that the capital freed up by reduced
office construction would be an effective stimulus to spending

of other types.
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As a bank supervisor, I of course have a particular

interest in the financial side of the office building boom. I

have seen more deviations on the parts of lenders and equity
investors from traditional and prudent financing practices than
I would like, and T believe that the calculations underlying
many projects have rested too much on unwarranted inflation
expectations., We have been urging the institutions we oversee
to exercise due caution in their lending, sc as to avoid exces-
sive credit risks and in the process avoid giving impetus to

excessive speculation in this market.
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Question 2:

Withholding Tax

In 1982 the 20 percent withholding tax was repealed for
foreign investment on T-bills, notes and honds. Subsequently
foreign demand for U.S5. dollars increased; the value of the
dollar on intermaticnal money markets c¢limbed; and U.S. exports
were hurt.

* On balance what have been the net effects of repealing the
withholding tax and specifically why should foreign investors
be allowed to invest in the United States tax-free while U.5,
citizens have to pay taxes?

* Some commentators have suggested that reinstituting the with-
holding tax would help lower the demand for U.S5. dollars;
lower the value of the dollar on international markets; help
our balance of payments deficit; and help the U.S. compete in
world markets. What is your reaction to these views?

Answer: Even before the repeal of the 30 percent
withholding tax, U.S. tax treaties that have been negotiated
with most major foreign countries effectively enabled many
foreign investors to avoid paying U.S5. tax on interest earned in
this country. Thus, repeal of the tax probably had only a minor
effect on incentives to invest here. Tax incentives to hold
securities are provided, as well, tc U.§. investors, as with IRA
or Keogh plans,

Since it is not likely that repeal cf the withholding
tax has had a major impact on the dollar or on U.S. interna-
tional payments, reinstituting the tax is not likely teo have a

major impact either.
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Question 3:
Debt

What do you see as the short-term and longer-term
econemic implications of our current budget deficit, trade
deficit, inecreased corporate debt and record consumer debt?

Answer: All of these items give rise to risks and
uncertainties in the economic outloock, short or long term.
Clearly, the sorts of imbalances we see in our internal fiscal
posture and in our external accounts are unsustainable and are
incompatible with strong, balanced economic growth and rising
living standards over the long run; moreover, they heighten the
risks in the near term of financial pressures that could disrupt
the ongoing economic expansion and exacerbate the strains al-
ready present in our financial system. I also view the tre-
mendous growth of corporate and consumer debt as a cause for
some concern, for heavy debt burdems imply a greater vulnerabil-
ity in the event of unanticipated shocks; we have indicated, in
our monitoring ranges for debt growth this year and next, our
expectation that these trends in private indebtedness will be

moderating somewhat in the period ahead.
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Question 4:

Interest Expense and the Gross National Debt:

I have been told that if we only add interest expense
to the gross natiomal debt (GHD), meaning we are able to balance
all other federal cbligations with budget receipts, the GND
would still grow astronomically. Some estimate that the GND
would grow to approximately $7 trillion by the end of the cen-
tury (S1.8 trillion x 107 compounded over 15 years = §$7.5
trillion).

*

{(2) Assuming anywhere near this rate of growth in GND and the
fact that the Federal Reserve has traditionally kept its
total momey supply figures above the GND, what are the
implicatiens for future inflation?

Answer: Whether it is reasonable to assume such rapid
growth in the national debt depends, of course, in large measure
on one's optimism or pessimism about our ability to deal with
the deficit problem. The example certainly does underscore in a
dramatic way one important point: the sizable interest payment
element in the budget means that delays in reducing the deficit
lead quite literally to a compounding of the problem!

As regards the implications for inflation, you are
quite right in suggesting that excessive money creation would
tend to raise the generel level of prices. But there is no
automatic or mechaniecal connection between the rates of growth
in federal debt and the money supply, and I believe that we will
be able to maintain sufficient control over monetary expansion
to avoid reinvigorating inflation. This is not to say that

rapid increase in the federal debt is benipr, however; to the
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contrary, it would tend over time to displace other assets in
the public's wealth portfolio, with distinctly negative
consequences for capital formation, productivity, and living

standards.

* (b) What effect will such GND growth have on our retired
population inecluding individuals on fixed pemsions and Social
Security?

Answer: If inflation is held in check, then those
living on fixed incomes might not be especially hard-hit by
sustained rapid growth of the national debt. Rather, because of
the effects I noted above, it is those who are now young and
generations yet to come who mest likely would have to pay the
greater price.

* (c¢) What projections and assumptions has the Federazl Reserve
Board made, or would vou now make, with respect to GND growth
over the next 15 years through the year 20007

Answer: The Board has not made such long-range projec-
tions--and I1'm not sure that we can do so usefully because so
mich depends on the actions of the fiscal authorities, which we
are in no special pesition to prognosticate. I do believe,
though, that the Congressicnal Budget Cffice’s discussion of
debt, interest payments, and the deficit in its February report

(The Economic and Budget Gutlook: Fiscal Years 1986-1990) high-

lights in a sobering way the problems that your question

addresses.
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THE CHAIRMAMN OF THF
COUNCIL OF SCOMNOMIT ADYVIGE RS

WASHINGTON

Dear Senator Garm:

Enclosed is my statement on monetary pollcy, submitted
for the record of the mid-year monetary policy oversight
hearings. 1 appreciate the opportunity to present the
Administration’'s views on this important subject.

Sincerely,

peryl A, Sprinkel

The Henorable Jake Garn

Chairman

Committee on Banking, Housing
and Urban Affairs

U, 5. Senate

Washington,D. C. 20510

cc: The Honerable William Proxmire
U. §. Senate
Washingcon, D. C. 20510
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EXECUTIVE OFFICE OF THE PRESIDENT
COUNCIL OF ECONOMIC ADVISERS
WASHINGTON, D.C. 20500

Statement
of
Beryl W. Sprinkel
Chairman
Council of Economic Advisers
Submitted for the Record
to the

COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS
UNITED STATES SENATE

July 26, 1985
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Chairman Garn, Senator Proxmire, distinguished members
of the Committee, I am pleased to have the opportunity to
submit for the record this statement of the Administration's

views on monetary policy.

Long-Term Objectives

The monetary policy objectives of the Administration
are completely consistent with the stated policy goals of
the Federal Reserve. Over the long run, the Administra-
tion‘s objective is to continue to reduce the inflation rate
until, ultimately, price stability is restered. The decline
in inflation'that has occurred over the past four years has
been a significant achievement, but we believe that it wouid
be a serious mistake for the government--and for the
American public--to accept as permanent our current
inflation rate. While 3 to 4 percent inflation is certainly
a gubstantial improvement over the double-digit rates of the

late 1970's, it is also not price stability.

If we are to preserve the gains already made in
reducing inflation and ultimately extend those gains until
true price stability is re-established, the rate of money
growth must be gradually reduced downward over time. The
historical, long-term relationship between money growth and
inflation is one of the most widely-tested and reliable of

all economic relationships. Chairman Volcker and other
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Federal Reserve officials have on many occasions restated
and reaffirmed their intentions to pursue such a policy and

the Administration fully supports that objective.

The transition of the economy to a reduced inflation
rate has been difficult; for some sectors of the economy,
that adjustment has been particularly painful and, in some
cases, is not yet complete. I do not believe that the
economic dislocation associated with reducing inflation was
inevitable: a more gradual deceleration of money growth
than actually occurred, and a more stable and predictable
pattern of money growth during the deceleration, would have
reduced the uncertainty about monetary policy, implied lower
interest rates, and facilitated a more orderly transition to
lower inflation. This was the premise of the Administra-
tion's original recommendation in 1981 that money growth be
gradually decelerated in a smooth and predictable path to a

noninflationary pace.

Even under the best circumstances, moving an economy
from an inflationary path to price stability is a difficult
and potentially costly process. BRecause it requires a
fundamental readjustment of public behavior and thinking,
price stability cannot be restored overnight. Once

inflation and inflaticonary expectations become embedded in
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an economy, investment, saving, spending and pricing
decisiong are all profoundly affected by expectations of
inflation. These expectations--and the economic decisions
based on them--must be realigned in the process of restoring

price stability.

In recent years, we have seen important progress in the
basic attitudes and economic behavior that is characteristic
of an inflationary economy. The fact that we are yet to
enjoy all the economic payoff from a lower inflation rate
only underscores the need to persist in our efforts to
contain inflation. With the worst of the transition to
lower inflation behind us, it would be particularly tragic
to allow inflation to reaccelerate again, necessitating yet
another painful period of readjustment to reduce inflation

at some point in the future.

Short~Run Concerns

While ocur commitment to long-run price stability is
firm, the Administration is concerned about shorter-term
fluctuations in the rate of money growth. Administration
officials believe that wide swings in money growth have
important, adverse effects on economic performance. It is

widely recognized that it is not technically feasible for
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the Federal Reserve to avoid week-to-week or month-to-month
changes in money growth; it is also clear that those
short-term fluctuations have little or no economic impact.
Administration concerns focus on a pronounced pattern of
many months of excessive money growth, followed by a
prolonged periad of very slow money growth. We believe that
this stop-go pattern of money growth is detrimental to the

economy for two important reasons.

First, sharp swings in money growth that last S or &
months or more have a significant impact on economic
activity. The initial effect of a change in money growth is
to induce a similar change in the real economy. Thus, an
acceleration of money growth provides a short-term stimulus
t©O the economy and a deceleration of money growth depresses
economic activity. This is not to say that every short-term
wiggle in money growth alters the course of the economy.
But fluctuations in money growth that persist for 5 or 6
months or longer cause similar fluctuations in economic
activity. This relationship is illustrated in the attached
chart which shows the two-guarter rate of change in M1

growth and guarterly real GNP growth.

The short-run relationship between changes in money

growth and real economic activity is by no means precise
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with respect t¢ either timing or intensity. In the short
run, many other factors affect the real economy and the lags
in the effect of changes in money growth vary, depending
upon economic conditions, expectations and previous monetary
policy. HNevertheless, the direction of influence on the
economy of a sustained acceleration or deceleration of money
growth is clear. Therefore, a monetary policy that allows
prolonged swings in money growth causes -- or at least adds

to —- fluctuations in economic activity.

The second reason that vclatlle money growth is of
concern relates to expectations and the cutloock for
inflation. Erratic money growth increases the uncertainty
about monetary policy, about the long-run trend of money
growth, and consequently the cutloock for inflation. This
increased uncertainty must be compensated for by higher
interest rates. There is considerable empirical evidence on
the effects of monetary volatility on uncertainty and

_financial markets which gupports this view. In addition,
volatile money growth adds t© the uncertainty and
speculation about the short-term economic outlook as well as
the Federal Reserve's policy response to money growth and/or
economic performance. While difficult to quantify, it is
likely that such speculation and uncertainty has additional,

destabilizing effectg in financial markets.
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The path of monetary expansion over the past year
provides an example of the Administration's concerns about
short-term monetary fluctuations. Even though the average
rate of M1l growth during 1984--5.2 percent--was consistent
with our long-term goal of contreolling inflation, and
although M1 generally was within its target range during the
year, those desirable average results mask less desirable,
prolonged swings in M1 growth. After growing at a
7.3 percent compound annual rate for the first & months of
the year, the Federal Reserve slowed M1 growth
substantially:; the result was a period of near-zerc M1

growth from June ta October,

Thus, the direction of influence of monetary policy
beginning in the late spring of 1984 was clearly one of
restraint. The slowdown in economic activity over the past
three quarters is therefore at least partlally attributable
to the influence of monetary policy. Since late 1984, Ml
growth haa accelerated to a rate which, if allowed to
continue, would not be consistent with ocur long-run goal of
price stability. Thus, money grawth so far in 1985 implies
the need for a slowdown in money growth which, if not
successfully engineered as a very gradual deceleration, will

pose yet ancother risk to sustained economic growth,
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It is these repeated policy-related risks to economic
performance that Administration officials find
unacceptable. It is because of the economic risks of highly
variable money growth that the Administration has
continuously recommended a more stable and predictable path
of money growth in the short run, as the trend of money
growth 1s reduced over time. Wide fluctuations in money
growth can and should be moderated. The Federal Reserve has
the technical capacity to control money growth precisely
enough to provide for a more stable, and predictable pattern
of monetary expansion. The Administration believes that a
reduction in the variability of money growth would minimize
the policy-induced fluctuations in real economic activity,
reduce the speculation about monetary policy and the outlook
for inflation, and generally enhance the stability of

financial markets.

The Uncertainty About Veleccity

Financial deregulation in recent years has caused
uncertainty about the relation between money growth and
nominal GNP. It is possible that the inclusion in Ml of
interest-bearing transactions accounts will prove to have
altered the relation between Ml growth and nominal

gpending. The Administration is sensitive to these concerns
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and agrees that the Federal Reserve should be vigilant to
empirical evidence of a change in the trend growth of

velocity (the ratio of nominal GNP to the money supply).

It should not be inferred, however, that the
Administration supports attempts to fine-tune money growth
to short-term changes in velocity. On a quarter-to-quarter
basis, velocity is, and always has been, highly volatile.
It is therefore dangerous to draw policy conclusions from
short-term movements in velocity. Those of us who have
emphasized monetary control and targeting as an operating
principle for monetary policy never did so on the premise
that veloeity was well-behaved on a gquarter—-to-gquarter

basis.

As a matter of arithmetic, short-term fluctuations in
velocity will be greater whenever money growth is highly
volatile, For example, velocity fell about 5 percent during
the first two quarters of 1985. Many have concluded that
this justifies or necessitates more rapid money growth.
Based on past money growth, however, slow velocity growth in
the first part of 1983 is not particularly surprising. The
slowdown in economic activity is partly attributable to the
monetary slowdown in mid-1984; the subsequent rapid

acceleration of M1 growth in late 1984 and early 1985 all
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but guaranteed that veloecity would be weak early in 1985.
Since velocity is simply the ratic of nominal GNP to the
money supply., a decline or slowdown in velocity is the
arithmetic result of the combination of weak GNP growth and
high money growth. Thus fluctuations in money growth can
induce fluctuations in velocity given the lagged relation
between changes in money growth and economic activity.
Attempts to tailor money growth to such policy-related
fluctuationa in velocity implies a short-term fine-tuning
approach to policymaking that the Administration doces not

endorse.

Setting these short-term conaiderations aside, however,
a more fundamental question remains: has financial
deregulation altered the policy behavior with respect to Ml
holdings and spending? ©One can plausibly argue that the
interest-bearing deposits now included in M1 function as
saving as well as providing transaction functions, and
therefore that the public will hold more M1 balances per
dollar of spending. If so, trend velocity growth will be
lower and our standard for prudent, noninflationary money

growth that is sufficient to accommodate real growth must be

increased.
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We must be extremely cautious, however, in drawing such
conclusions because if we are wrong, what is at risk is a
reacceleration of inflation. It is for this reason that I
am very wary of drawing inferences about the long-term
behavior of velocity from its short-term movements,
particularly in an environment of highly volatile money

growth.

Until sufficient time passes that we can draw firm
conclusions about the effect of financial deregulation on
velocity, uncertainty will remain. It is important to
recognize, however, that there is always uncertainty
surrounding policymaking: that is, any policy that is
adopted implies some risk to the economy if unforeseen
developments emerge. However, it iz the job of prudent
policymakers to adopt policies that minimize the associated
risk to economic performance. In the current envircnment of
uncertainty about velocity, it is clearly not a
risk-minimizing policy either to ignore the possibility that
financial deregulation has altered the basic relationship
between money growth and nominal spending, or to base money
growth on an extreme-case assumption that velocity growth

will be substantjally lower than its historical norm.
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Summary and Recommendations

The Administration has consistently endorsed the
long—term deceleration of money growth that is needed to
.reduce inflation, but has recommended that the deceleration
be gradual and predictable, in order to avoid the economic
fluctuations associated with large, prolenged gwings in
money growth. Consequently, the Administration cannot
support monetary policy actions that would lead to higher
money growth over time or that increase the potential for

increased volatility in money growth.

The over-shooting of the Federal Reserve's target range
in the first half of the year poses a difficult policy
dilemma. If money growth continues at the pace recorded so
far this year, a subsequent reacceleration of inflation is
inevitable. While uncertainty about velocity behavior
exists, recent monetary expansion implies a significant
acceleration in nominal GNP growth in the months ahead,
even 1f velocity does not grow at all over the second half

of the year.

Thus a transition to slower money growth is required
now to limit the threat of future inflation and prevent
inflationary expectations from rising. However, the

significant and protracted deceleration of money growth that
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would have been necessary to bring M1 into its original 4
to 7 percent target range would have subjected the economy
to a period of strong monetary restraint and would very
likely have caused an economic¢ downturn. In this context,
the Administration understands the Federal Reserve's
decision to rebase the Ml target range to the second
quarter. Given the money growth that has occurred so far
this year and the economic risks associated with returning
Ml to its target range, the rebasing appears to be the

least risky policy alternative available at this time.

As was explained in detail in the 1985 Economic Report
of the President, the Administration is in principle opposed
to allowing the base period for monetary targets to be
shifted. The rebasing and redefinition of target ranges is
not new. The Federal Reserve rebased (upward) its target
ranges fregquently over the 1974-80 period. This introduced
an inflationary bias intc monetary policy as rapid money
growth was permitted within escalating target ranges. The
purpose of monetary targets is to impose long-term monetary
discipline. There is no such monetary discipline if target

ranges are abandoned, rebased on redefined when exceeded.

We are hopeful that monetary growth will gradually

decelerate in the period ahead, in order to limit inflation
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and avoid a monetary shock to the real economy. We expect
that future money growth targets will be consistent with the
long-term deceleration of money growth that is necessary for
price stability and hope that the increase in money growth
allowed by the rebasing of the 1985 target range is

gradually offset in subsequent years.

The Federal Reserve has alsc widened the target range
from 4 to 7 percent to 3 to 8 percent. This target range is
wider than any previous range adopted by the Federal
Reserve, Wide target ranges permit substantial variability
of money growth within the range. The long periods of flat
money growth that are disrupting to the real econcmy are
often permissible with an excessively wide target. 1In
general, the Administration recommends more stable money

growth than is implied by such a wide target range.
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5TATEMENT OF THE HONORABLE MANUEL H. JOHNSON
ASSISTANT SECRETARY (ECONOMIC POLICY)
U.5. DEPARTMENT OF THE TREASURY
BEFORE THE
SENATE COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS
JULY 18, 1985

I. INTRODUCTION

The Treasury Department welcomes this opportunity to present
its views on monetary policy and recent monetary developments.
In general, we agree with the broad outlines of the approach
taken by Chairman Volcker in his July 17 testimony before this
Committee. In particular, the decision to rebase the M1 target
range on the average level of the money supply in the second
quarter would appear to have been correct under the
circumstances. The rebasing exercise removed the threat that the
Federal Reserve might feel obliged to force Ml back within the
original target range -- a clearly impractical undertaking. With
the rebasing, successful adherence to the new targets appears to
be a realistic¢ possibility and given some recovery in monetary
velocity should be consistent with a fairly strong second-half
expansion of the economy. While the decision ta rebase makes
gsense in this short-run context, it will be extremely important
for the Pederal Reserve to avoid any sustained period of overly
rapid monetary expansion that would bring inflation back into the
picture. The experience of the last two decades in this country
and a wide range of experience abroad suggests very strongly that
the appropriate time to fight inflation is long before the infla-
tionary process has been allowed to build up momentum.

Granted that the recent modification of the monetary targets
is defensible, the erratic short-run pattern of monetary growth
in recent vears —-- of which this is only the most recent episode
—-- remains a sgurce of some concern to the Administration. It
would be highly desirable if such wide monetary swings could be
avolded in the future. It must be conceded that the Federal
Reserve has faced a difficult set of circumstances in recent
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years. Institutional change has been rapid in the financial
area, monetary velocity has become an increasingly erratic
parameter and the international monetary dimension has been an
additional complicating factor. But it ia doubtful that these
and other special factors are sufficient to account for the fact
that since 1980 M1 has been outside the target range much more
frequently than it has been within and that on a 13~week basis Ml
growth has ranged from a high of a 17.7 percent annual rate to a
low of -1.3 percent.

The ARdministration has consistently supported the Federal
Reserve in its efforts to control inflation and promote growth.
It will continue to do so. But theére are some respects in which
the recent record of monetary policy clearly stands in need of
improvement. It may assist in clarifying these issues to state
explicitly some general principles by which the Administration
believes monetary policy should be guided.

II. GENERAL STATEMENT CF PRINCIPLES ON MONETARY POLICY

The Administration desires a steady, moderate rate of growth
in money and counts on the Federal Reserve to carry out that
responsibility. There have, of course, been occasional differ-
ences of opinion between the Administration and the Federal
Reserve on specific issues of monetary technique; but there has
been no difference of opinion as to the importance of controlling
the growth of money over the longer run.

Agreement is general within the economics profession that
over the long run inflation is a monetary phenomenon and infla-
tion can persist only when it is accommodated by monetary expan-
gsion. This is cone of the few theorems in economics which seems
to have been Ffirmly established. Therefore, control over mone-
tary growth is absolutely essential as a long-run propesition if
inflation is to be avoided. This has been a basic guiding prin-
ciple of the Administration's view of monetary policy and it will
continue to be.

The Administration has also felt that it is highly desirable
for monetary policy to avoid short-run disturbances to the econ-
omy and to promote as low a level of interest rates as possible.
It must be conceded, however, that there is far from unanimous
agreement within the economics profession on the extent to which
short-run variations in monetary growth exert predictable effects
upon economic activity and real output. Because the short-run
relationship between money and economic activity is locser and
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less exact than the long-run relationship between money and the
price level, the Administration has favored a cautious and
gradualist short-~term approach in the monetary area rather than
rigid application of a monetary rule.

The original Administration plan in the monetary area to
deal with double-~digit inflation called for a gradual decelera-
tion of monetary growth extending over the period from 1980 to
1986. Instead, there was an abrupt deceleration of monetary
growth by the Federal Reserve in 1981 which triggered and inten-
sified the 1981-82 recession. Subsequently, there have been a
geries of abrupt accelerations and decelerations in monetary
growth as shown in Chart 1. The most recent episode was the
virtual cessation of growth in Ml in the second half of 1984
followed by a burst of double-digit growth in M1 in the first
half of this year which is still continuing to the present time.

This is not a desirable pattern. It tends to force the
econoty into a stop-go pattern instead of a phase of steady
expansion. In addition to exerting undesirable effects on output
and employment, a volatile pattern of monetary growth increases
financial market uncertainty and may build an uncertainty premiuom
into the entire structure of interest rates. Econometric work by
the Treasury has suggested that this has been an important influ-
ence in recent years, holding interest rates at an earlier stage
of the expansion some 200 to 300 basis points higher than they
might have been if the pattern of monetary growth had been
smoother.

A consistent short-run relationship between changes in
monetary growth and subsequent changes in economic activity as
measured by nominal GNP depends upon the existence of some degree
of stabllity in monetary velocity {(the turnover of money). As
shown in Chart 2, the Ml velocity growth trend was positive
throughout the period following World War II. {Monetary velocity
displayed a generally negative trend in the late 19th and early
20th centuries.) A 3 percent annual increase in velocity is fre-
gquently taken as a rule of thumb estimate of the postwar trend.
Research at Treasury suggests that the regularity of any stable
trend in velocity is open to question. That point of view has
gained force with the very erratic behavior of veloclty in recent
years. The reasons for the instabllity of velocity are complex
and not yet fully understood.
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The break in the velocity trend has also apparently
disrupted shorter-run cyclical patterns in monetary velocity as
shown below.

Changes in Monetary Velocity during
Postwar Expansions
(in percent)

Average of

Previocus Current

Expansions Expansion
1st four gquarters 5.5 0.0
2nd four guarters 3.3 4.1
3rd four quarters 4.2 =5.1

NOTE: Five previous expansions for the first eight
quarters, four for the final four quarters. First half of
1985, which conatitutes the ninth and tenth guarters of the
current expansion, is expressed at an annual rate.

The recent instability of velocity has meant that a rigid
and literal adherence to the original monetary targets would have
been unwise. But it would be egually unwise to assume that
monetary velocity will necessarily persist in its recent sluggish
pattern. All that is known with certainty is that during a
period of rapid institutional change in financial markets and
continuing disinflation in commcdity markets, velocity has grown
much less than in the past. Rebasing of the monetary targets is
an appropriate step to take under the circumstances, but the
future behavior of velocity will require careful attention. A
cautious approach should be followed since the growth rate of
money will need to be cycled down if it becomes apparent that
velocity is returning to growth rates more consistent with the
postwar trend.

The Administration adheres to the view that the long-run
rate of growth in Ml must be held to moderate proportions since
it is the primary long-run determinant of inflation. In the
short run, monetary volatility has been excessiva in recent years
and needs to be reduced. The best initial approximation for the
monetary auvthorities should be as stable a rate of growth in M1
as they can achieve along the upper band of the rebased target
range.

Monetary policy is an extremely important part of the Admin-
istration‘s overall economic astrategy. Froperly executed, mone-
tary policy can help provide a non-inflationary environment and
assist in the promotion of economic growth. But monetary policy
is far from the only influence on the economy. There is a clear
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need at the present time t0 get Federal spending under bhetter
control and thereby to move the budget deficit in a downward
direction. It is equally necessary to proceed with tax reform
and similar steps to enhance incentives for private sector
activity. These actions are desirable in their own right and
would also probably increase the ability of the monhetary author-
ities to make a more effective contribution to economic policy.

ITI. MONETARY POLICY AND THE RECENT BEHAVIOR OF THE ECONOMY

Economic growth has slowed over the past year after a period
of rapid expansion in the first 18 months of recovery. The rate
of advance of the economy during the early phase of the recovery
was the fastest for any comparable period since the recovery of
1949-50 merged with the economic impact of the Korean War. Mone-
tary policy played a strongly supportive role in the expansion.
Ml growth began to accelerate after mid-1982, after two separate
periods of monetary flatness in 1981 and 1982, and the economy
began to expand by late 1982, approximately six months after the
upturn in money. Ml grew at nearly a 14 percent annual rate from
July 1982 to June 1983 and at about a 7-1/2 percent annual rate
from June 1983 to June 1984.

One of the striking features of this early phase of the
expangion was the rapid advance of interest-sensitive asectors:

) business spending for capital equipment rose at a
21 percent annual rate from late 1982 to mid-1984

residential construction rebounded at a 30 percent
anhual rate during the same period.

The rapid pace of the recovery and the strength of interest-
sensitive sectors came as a surprise to those who overemphasized
the short-run effects of budget deficits and high real interest
rates. Most standard econometric models consistently under-
estimated real growth and overestimated inflation during this
period., One reason for the relative failure of these economic
forecasts to predict the strength of the recovery was probably
their underestimation of the directly stimulative effects of
accommodative monetary growth, particularly since it followed a
period of intense monetary restraint and may have been largely
unanticipated. Another factor of egual, if not greater,
importance was the 1981 tax incentives which had powerful effects
on after-tax rates of return and contributed to the stronger than
expected performance of investment during the expansion.
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After growing at about a 7 percent annual rate during the
first six gquarters of the current expansion, the economy has
alowed to about a 2 percent annual rate of growth over the most
recent four quarters. Employment gains have continued, although
confined to the service sector of the economy, and the civilian
rate of unemployment has remained stable near 7.3 percent in the
first half of this year. Wwhile the overall performance of the
economy has remained satisfactory and inflationary pressures are
8till remarkably subdued, it is understandable that this slower
pace of growth would arcuse concerns as to the future path of the
economy and raise questions about the appropriate role of mone-
tary policy.

There is some difference of opinion as to the causes of the
current slowdown. ©On monetary grounds it might be argued that
the current slowdown has largely been induced by very slow growth
in Ml in the second half of 1984 when M1 was virtually flat from
June to October, and that these effects have not yet been revers-—
ed by the rapid expansion of Ml at more than a 10 percent annual
rate since last October. The recent monetary pattern is shown in
Chart 3.

While this monetary view of the slowdown in real economic
growth is the most likely explanation, some questions remain.
The sharp drop in the growth of monetary velocity to a negative
level in the first guarter of this year was probably to be
expected since velocity does typically decline temporarily when
monetary growth accelerates. But the persistence of negative
growth in velocity through the second quarter and the absence of
clear signs of resurgent economic activity have been somewhat
unexpected. It is also disturbing in this connection that on
purely monetary grounds a very weak firast quarter was predicted
for the first quarter of 1984 (which turned ocut to be the
strongest quarter of the current expansion) and a return to high
rates of inflation was predicted for 1984 {(which turned out to be
a very good year in terms of inflation performance).

The inherent difficulty of attempting to move from known or
aggumed rates of monetary growth over brief periods of time to
resulting rates of growth in real activity can be seen rather
readily from Chart 4. It is reasonable inference that the
prolonged, if somewhat irregular, acceleration of monetary growth
after late 1981 helped pull the eccnomy to higher levels of real
growth by mid-1983. It is equally reasonable to infer that a
prolonged deceleration of money growth from peak levels near a
15 percent annual rate in late 1982 to less than 5 percent by
1984 has been at least partly responsible for the eventual
slowdown of the economy. But it is guestionable whether much
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more could safely be inferred or whether the timing and extent of
the economy's reaction to the latest burst of monetary growth
could be predicted with very much confidence on purely monetary
growth grounda.

It is generally recognized that the short-run relationship
between monetary growth and economic performance is uncertain at
best. Over the longer haul, however, the experience since World
War Il suggests that there is a closge association between the
two. Specifically, and without exception, periods of significant
acceleration of monetary growth have been followed by some
increase in the pace of economic activity. For example, the long
steady acceleration in Ml growth in the late 1960°'s that
accomnodated Keynesian-type fiscal policies and the Vietnam war
effort was associated with an upswing in economic activity which
peaked at the end of 1969 —— with undeairable conseguences in
terms of inflation. More recently, as noted previously, growth
of the money supply picked up sharply in late 1982 and brought
the economy out of the 19B2-83 recession. In the same manner,
periods of significant slowdowns in monetary growth have been
followed by deceleration of economic growth, for example, the
1973-1974 slowdown in money growth was followed by a receesion
as, more recently, was the slowing of money growth over 1981-
1982.

There has never been a speedup of monetary growth in the
period since World War Il of the duration and magnitude that has
taken place since last October without some resulting pickup in
economic activity. It is therefore reasonable to expect that a
recovery in economic growth lies ahead. However, the recent
instability of monetary velocity introduces some additional
uncertainties and leaves the exact timing and extent of any
monetary-induced pickup in the economy somewhat open to question.

In addition to purely monetary influences, the current phasge
of slower growth gcan be viewed as stemming partially from real
factors, Inventory restocking was an important element in the
economy's initial phase of rapid advance. There was a swing from
decumulation in real terms at a $25 billion rate at the recession
trough in late 1982 to accumulation at a $27 billion rate during
the first half of 1984. By the first half of this year,
inventory accumulation had fallen back to about a $12.5 billion
annual rate. Much the same pattern of a cutback in the rate of
inventory accumulation following an sarly recovery rebound has
emerged at roughly similar stages of earlier expansions, e.g., in
1962 and 1976. As such, this could be construed as a normal
cyclical response to the speed of gains early in the expansion.
With inventory-sales ratios now pulled down to relatively low
levels, the stage may be set for a renewal of cyclical expansion.
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Another real factor that may also have a bearing on the
current slowdown is the behavior of the net export component of
GNP. There has been a fairly steady deterioration in net exports
from a surplus in late 1982 of about $25 billion at an annual
rate in real terms to a deficit at nearly a $35 billion annual
rate in real terms by the second guarter of this year. Since
mid-1984 when the current slowdown began, industrial production
has been relatively flat and manufacturing employment has
declined. It is possible that steadily intensifying competition
from imports since that time has been responsible for the current
slowdown, but the case is weakened by the fact that the gap
between changes in Gross Domestic Purchases and Gross National
Product in real terms was actually slightly wider earlier in the
expansion than it has been recently. It seems likely that the
net export effects were masked by the rapid early pace of the
expansion and are now simply more visgible as growth in domestic
demand has slowed.

A more mature stage of expansion is normally characterized
by a transition to slower growth. Some of the reasons have been
cited here and there may well be still other influences from the
real side of the economy. However, a good portion of the recent
slowdown in the economy can probably be attributed to last year's
slow growth in money. Because of the looser relation recently
between money and nominal GNP it is not possible to be precise as
to the monetary influence.

Degpite this uncertainty as to the proper weight to be given
to real and monetary factors in explaining the recent slowdown in
growth, the near-term economic outlook appears to be generally
favorable. The second guarter rise in real GNP was marked down
to a 1.7 percent annual rate from 3.1 percent in the flash esti-
mate. Paradoxically, however, the composition of the revised set
of figures was more favorable than the higher flash estimate and
geems to point to the likelihood of bhetter economic performance
in the second half of the year.

-} The bulk of the markdown from the flagh estimate came
in business inventory investment which is now calcu-
lated as dropping in real terms from $19 billion in the
first gquarter to §$6 billicon in the second {both figureg
in 1972 dollars and at annual rates). As shown in
Chart 5, inventory-sales ratios are currently at rela~
tively low levels, particularly among manufacturing
industries. Thus, the second half could witness a
step-up in production for inventory, which would give a
1ift to the economy.
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After a small decline in the first gquarter, real final
sales (GNP less inventory investment) grew at a

5.1 percent annual rate, according to the latest esti-
mates, just a shade less than had been estimated in the
flash. Greatest strength was in spending for struc-
tures, as residential construction, business investment
in gtructures, and state and local construction all
rose sharply. Real final sales of durable goods also
registered a good gain, boosted by a resumption of
shipments of computers following a hiatus in the first
quarter.

Indeed, all major components of real GNP turned in
strong showings in the second quarter, with the exception
of inventory investment and the net export balance.

Private economic forecasts generally call for a faster pace
of expansion in the second half of the year and a continuation of
real growth in 19B6. Results of some major economic forecasts
are summarized below:

Growth in Real GNP
(percent change, annual rate)

1985 1986
I1I1 iv IV to IV IV to IV
Data Resources Inc. (7/B5) 3.7 2.0 2.1 7.5
Chase Econometrics (6/25/85) 2.9 3.2 2.3 2.3
Wharton EFA (6/26/85}) 3.6 2.9 2.4 2.4
Townsend-Greenspan (5/85) 4.1 4.3 3.3 2.1
Blue Chip Consensus (7/10/85) 3.9 3.7 2.7 2.3

The Administration is currently reviewing its own economic
projections which will be released with the Mid-Session Budget
Review. The slower than expected first half will make some dent
in the real growth performance for the year but for the reasons
indicated previously stronger second-half performance seems very
likely. Despite the generally favorable indications, stronger
second half performance cannot simply be taken for granted. The
duration of the current slowdown has been something of a surprise
and economic forecasting is at best an uncertain art. This
argues for prompt legislative action on the budget and tax reform
coupled with reasonably accommodative monetary policy.

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



163

IV. SOME AREAS OF MONETARY UNCERTAINTY

Monetary pclicy will have to be conducted cautiously during
the remainder of the year. There are risks on both sides. Too
rapid a pace of monetary expansion on the heels of the sharp
monetary growth aince last October could sow the seeds of future
inflation. Too restrictive a stance could deepen the current
glowdown, widen the budget deficit and aggravate the
international debt situation.

Currently, the economy is advancing while inflation is still
under good control. But there are some aspects of the monetary
situation which, while perhaps not unigue, do seem to depart
significantly from recent experience. There appear to be three
of these major areags of uncertainty which make a cautious
approach to monetary policy almost obligatory. Each may be
clarified by experience during the halance of the year but for
the time being considerable uncertainty remains.

A. The Puzzling Behavior of Monetary Velocity

Reference has already been made to the fact that the postwar
trend in Ml velocity appears to have been interrupted in recent
years. Velocity has behaved very unpredictably in the current
expansion. In the first year of the expansion, velocity did not
rise at all despite the fact that historically it has had a
strong pro-cyclical pattern. That cyclical strength seemed to
emerge —- a little behind schedule -- in the second year of the
expansion when velocity rose at a 4 percent annual rate. But
velocity has now declined at about a 5 percent annual rate during
the first half of this year. This is simply another way of
saying that the previcus relationship has shifted in an
unexpected fashion. There is still a link between money and
nominal GNP but more M1l is needed to support a given level of
economic activity.

In his July 17 statement, Chairman Volcker reviewed recent
velocity experience and concluded that:

"We simply do not have enough experience with the new
institutional framework surrounding M1 (which will be fur-
ther changed next year under existing law} to specify with
any precision what new trend in velocity may be emerging or
the precise nature of the relationship between fluctuations
in interest rates and the money supply.”
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A major difficulty in this connection is separating the
effects upon velocity which might be independently attributable
to changes in interest rates from effects which may reflect much
broader influences. As interest rates decline, the opportunity
cost of holding larger cash balances also declines which may tend
to reduce velocity as more money is held at any given level of
GNP, But if the velocity decline is the driving force in the
seguence, interest rates will decline because the economy is
declining. While a decline in wvelocity might be regarded with
relative equanimity in the first sequence it hardly would be in
the second. The difficulty is knowing in advance whether inter-
est rates are moving velocity, or whether velocity and the econ-
omy itself are moving interest rates,

Attention has been directed
the observed decline in velocity
importance of interest-sensitive
Until 1980, Ml was a fairly pure

recently to the poassibility that
may be due to the growing
components contained in Ml.
measure of money held for trans-

actions purposes. Subsequently, payment of interest on NOW and
Super NOW accounts, which are included in Ml, may have drawn into
Ml a large amount of deposita which prior to 1980 would have been
included in M2. The result may be that Ml has become more like

M2 and for a given level of nominal GNP the measured level of
velocity would be lowered. This conforms with the general pat-
tern of below-trend levels of velocity in recent years and may be
a partial explanation of some of the observed behavior of velocity.

It does not, however appear to offer an adeguate explanation
for the recent velocity slowdown which has been associated with
slower economic activity this year. Some analysts have attribut-
ed the drop in velocity to the rapid growth of interest-bearing
checkable accounts which have become more competitive with other
interest bearing Instruments. However, even if these checkables
had grown no faster than noninterest bearing demand deposits,
velocity still would have fallen during the first half of this
year —-- at about a 2 percent annual rate. Typically in the past
velocity has increased by about 4 percent during the third year
of an expansion.

With velocity behaving so unpredictably, the Federal Reserve
cannot be sure what path of total spending and nominal GNP is
likely to be associated with any given rate of growth in money.
Thie certainly does not mean that the monetary {and credit) tar-
gets can safely be abandoned. Inflation is still a serious
potential threat. BPBut the success of a rigid monetarist approach
depends ultimately on the predictability of velocity. This may
not be too significant where the objective is limited to the long
run control of inflation, but it assumes dominating importance
where a particular short-run relationship is assumed to exist
between money and nominal GNP.
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The fact that recent experience ig mo Aifficult to interpret
implies a need to continue to give attention to the growth rates
of M1 and the other monetary aggregates, but also watch carefully
other indicators of the economy's performance in order to
determine whether the targets are consistent with maximum
noninflationary real GNP growth.

B. Growing Importance of the Internatjional Dimension

The U.8. situation since 1980 has featured a massive net
capital inflow without parallel in the postwar pericd. This has
been the Adriving force in exchange markets. The reasons include
low U.S. inflation, generally good to excellent U.S. economic
performance, and the traditional rmle of the U.S. money and
capital markets as a safe haven for foreign funds when there are
economic difficulties abroad. Aabove all, the free-market orien-
tation of the Reagan Administration and the higher prospective
rate of return here on productive investment has acted as a
powerful magnet attracting foreign capital.

Flows of the type, magnitude and duration we have experi-
enced are not induced hy fleeting interest rate differentials as
if foreigners were shopping for a better money market fund.

These massive flows have been induced by a generalized perception
that the U,S. economy has found a new direction and offers sig-
nificantly higher after-tax rates of return on productive invest-
ment. Some observers completely reverse these obvious lines of
causation and argue that the U.S. budget deficit has driven up
interest rates and pulled in foreign capital. Surely it must be
obvious that this does not explain five years of dollar apprecia-
tion during which time budget deficit projections have risen and
interest rates have fallen. Forelgners invest in the U.S.
despite our budget deficits not because of them. It is true that
our failure now to take effective action to reduce government
spending coupled with overly rapid money growth could drive the
dollar down, but obviously that is a sequence that we must avoid.

capital inflows and the appreciating dollar are not the only
influence on the U.S. balance of payments by any means. Differ-
ential rates of growth here and abroad, trade barriers., changing
patterns of competitive ability, and U.8. export losses asgoci-
ated with the LDC debt situation have all exerted an important
influence from time to time. The list could be lengthened. It
is also important to recognize that there has been a changing
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pattern within the capital accounts in the last 18 months or
80. The more recent pattern has been a continuing net capital
inflow to this country because of reduced U.S5. outflows, partly
because of reduced bank lending to Latin America.

The strength of the U.S. dollar is a testimonial to the
ezgsential correctness of the policies that the Reagan Admin-
istration has introduced. Greater emphasis on incentives to
work, save and invest —- the sBupply side of the economy -- has
been coupled with effective control of inflation —-- to which the
strong dollar has itgelf made its own important contribution. As
a result, the U.S. economy has been strong, capital has flowed to
this country and the dcllar has bheen bid up in price. It is
understandable that we do not want to see those successful
policies reversed in an ill-advised effort to bring the dollar
down.

There is considerable evidence which would suggest a fairly
direct linkage between growth in the money supply and the dollar
exchange rate. Because the dollar has appreciated steadily due
to real factors, the monetary influence has not always been
recognized but it surely exists. From October 1%80 to July 1932,
sharply slower money growth (4.8 percent annual rate) and lower
inflation led to a rapid climb in the dollar (19.9 percent annual
rate), as confidence in its purchasing power was restored and
people worldwide began trying to rebuild their dollar holdings in
the face of tight supply. Faster money growth from July 1982 to
June 1984 {10.4 percent annual rate} accommodated the worldwide
dollar build-up and slowed the dollar's advance (6.6 percent
annual rate). A renewed slowdown in money growth from June 1984
to December 1984 (4.1 percent annual rate) led to a renewed surge
in the dollar (23.5 percent annual rate). These successive
episodes are ghown in Chart 6.

Faster money growth since December 1984 finally caught up
with the dollar in late February, and the dellar has fallen back
from its peak levels. It is to be hoped that a more stable mone-
tary policy and a steadier dollar will benefit hard-pressed
sectora of the U.S. economy. Agriculture and mining have suf-
fered from commodity price declines related to overly tight money
and the strong dollar. Exporters and import-competing industries
have also had difficulty coping with the rapid climb in the
dollar's value.

The risk is that continued rapid monetary growth would begin
seriously to undercut the dollar's value. This, in turn, could
begin to add to inflationary pressures and to reverse the gains
in that area that have been achieved in recent years. The best
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course of action is for monetary policy to pursue a neutral, non-
inflationary course and allow the dollar exchange rate to be
determined on the basis of real factors such as comparative costs
and anticipated real rates of return here and abroad.

C. The Process of Disinflation

It is clear that a disinflationary process is still continu-
ing here and abroad. In the three months ending in March of this
year, the crude materials component of the U.S. producer (whole-
sale) price index fell at nearly a 20 percent annual rate and by
about a 10 percent annual rate in the latest three month period
ending in June. When commodity prices slump, or even when com-
modity futures prices decline sharply, it can be a signal that
the Federal Reserve is moving too rapidly toward disinflation,
and is risking recession.

Some economists feel that the disinflationary process is
proceeding too fast. ‘They argue that the Federal Reserve
concentrates too closely on regulating the growth of the money
supply. In their view, the dollar has been made wvery scarce both
at home and in international markets. This can be inferred, they
argue, from the appreciation of the dollar asince 1980, the fall
in the price of gold from nearly $900 to about $300 and the
persistent weakness in basic commodity prices here and abroad.
Some would even argue that the Federal Reserve should substitute
a price rule for a quantity rule, i.e., seek to stabilize some
index of prices rather than to regulate the growth of the mone-
tary aggregates.

The weight of economic opinion favors a quantity of money
approach and that is where emphasis has been placed. However,
those who have directed attention to the disinflationary process
have performed a useful service. Prices have not responded to
monetary growth as would have been expected on the basis of past
experience. In the last analysis, it is doubtful whether any
permanently rigid rule for monetary policy is likely to deal ade-
quately with the complexities of the economy.

With the disinflationary process still continuing, the risks
of a return to accelerating inflation seem to be low but the
costs of being wrong would be enormous. Not guite fifteen years
ago, wage and price controls were imposed with inflation little
higher than it is now -- except in the wholesale price area.
Following that ill-advised experiment, U.S. inflation surged to
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double-digit levels and some nominal interest rates reached
record peaka., Those past errors must never be repeated. And,
rapld monetary growth continued long enough has always generated
inflation.

On the other hand, there are signs here and abroad that
inflationary pressures are much reduced. Actual deflation has
been occurring in some key areas although not, of course, in
terms of general price levels. This suggests that the monetary
authorities will need to follow the disinflationary process by
monitoring a wide range of price and cost indicators. They will
also need to follow the position of the dollar in the foreign
exchange markets as well as the growth of velocity in determining
whether or not a certain target range for money growth is
appropriate. When there is clear evidence of change, the targets
can be rebased but not so frequently as to permit a purely
discreticnary policy with the monetary targets serving as stage
scenery. There will be a continuing need for rules in the
execution of monetary pelicy but they must be applied and
interpreted in the light of changing circumstances.

V. CONCLUSION

1t would probably be a mistake to draw sweeping conclusions
from recent experience with the conduct of monetary policy. The
Federal Reserve appears to have been doing a reasonable job this
year in dealing with a rather complex situation. The
Administration has been critical of some aspects of monetary
policy in the past and reserves the right of criticism in the
future, But the Federal Reserve is most likely correct now in
deciding to rebase its money supply target for M1 and in
proceeding with caution with respect to the new target. For
example, it would be possible for Ml to grow at a flat or
slightly negative rate for the remainder of 1985 and still be
within its new target range. This kind of swing in Ml growth
would be entirely unacceptable from the Administration's point of
view., However, Ml growth consistent with its upper target band
seems acceptable at this point.

The economy needs the support of an accommodative monetary
policy and would benefit from lower interest rates. The monetary
authorities must also remain closely alert to the needs of the
international situation and =-- above all —- prevent any signi-
ficant acceleration of inflation. They will need to follow the
courge of the economy very closely in the period immediately
ahead.
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Chert 4

Growth of Real GNP and Money Supply (M)

20

(Percent change at annudl rates)

M1, five month moving average

|

: &
.......

1981

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

1982

1983 1984

1985

20

15

-5

-10

GLl



Chart 5

Constant-Dollar Inventory-Sales Ratios

21
20 | i £
Manufacturing .."*""“--.-"; ;
I ; i .
3 F - - -
7k Manufacturing
& Trude*
15 |
5 F  Retail Trade
14 e’ * ‘w'--.--" ..."-. o'h ) c-." -..“.ﬁ\ *,
-.--'-...'-. » Tus ..‘. . .._\ "o “.
\____-’“‘ ".'
13 % .
12 1 L S L " 1 M )
1976 1977 1978 1379 1380 1981 1982 1983 1984 1985

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

Second quarter 1985 is estimoted.
*Includez wholesale trade not shown separately.

Federal Reserve Bank of St. Louis

1.8

£L1



Chart g

1\'RADE-WEIGHTED VALUE OF THE DOLLAR

March 1973 = 100

Index Index
Monetary Growth and the Value of the Dallar —l
160 {percent change at an annual rate) / 160
Trade-Weighted
Mt Yalup
of the Dellar \
150r January 1977 — October 1978 80 =108 150
October 1978 — October 1980 7.8 0.3 ™~
October 1980 — ,July 1982 48 19.9
July 1882 — June 1984 104 68 |
14°r June 1984 — December 1984 4.1 235 140
December 1084 — June 1985 12.0 —20 /
130’ 7130
120 —120
110 110
100 100
50 —{o0
L / 1 1

80

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

N I N B ) )
1972 73 74 75 78 77 78 79 80 &1

Source: Federal Reserve Boarg,

i 1 1.1
82 83 B4 85 86

BO

uly 18, 1965408

PLI



175

August 12, 1985

STATEMENT T{ THE UNITED STATES SENATE

COMMITTEE ON BANKING, HOUSINC AND URBAN AFFAIRS

Benjamin M. Friedman
Professor of Economics
Harvard University

Mr. Chairman:

I am grateful for this opportunity tc offer my views to the Committee
as it considers the mid-year report on monetary policy submitted last month
bv the Board of Governors of the Federal Reserve System.

As is already widely recognized, the major news contained in this
report was the decilsion of the Federal Open Market Committee to maintain the
recent more accommodative posture of monetary policy, rather than reverse
course in respense to the rapid growth of the narrowly defined Ml money
stock during the first half of this year. By June Ml had risen from its
average level in the fourth guarter of 1984 by 11.6%, measured at a
geasonally adjusted annual rate — well beyond the 4-7% target range that
the Federal Reserve had reported to the Congress in February. To have so
constrained M1 growth in the latter half of this year as to achieve a total
growth of 7% or less for 1985 as a whole would have recuired sharply
slower growth of bank reserves and sharply higher short-term interest rates.
Rather than shift pelicy in this way, the Open Market Committee chose
formally to disregard the unexpectedly large Ml growth in the first half,
and to adopt a 3-B% per annum target range for growth of this aggregate in
the second half.

This decision was a correct one. The events of recent years have

shattered confidence in rigidly fixed monetary growth rules as the central
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focus of mometary policy. In the 1%70s the acceleration of price inflation
outpaced that of any familiar measure of money growth. In the 1980s
neither the depth of the recession nor the subsequent deceleration of
inflation corresponded at all closely to major sustained movements of
money growth. Widely publicized predictions of either renewed recession
or renewed inflation, based on temporary swings in money growth, have
repeatedly proved embarrassingly wrong.

The unreliability of the relationship between macrpeconomic activity
and "money" is hardly surprising in light of the vast changes that have
occurred in financial instruments and institutions in recent years. It is
no longer possible in the United States to separate transactions balances
from saving balances, or even to draw clear lines between deposits and cther
ligquid claims. Money market deposits, sweep accounts, and money market
mutual funds have irretrievably blurred such distinctions., Appeals to the
tradition of the "quantity theory"” today founder on having to say what
ig the quantity and what is the theory.

The Federal Reserve's decision to disregard the most recent growth
of the M1 money stock makes sense in today's context for three reasons.
First, even from the perspective of the Ml aggregate considered in isolation,
the rapid growth in the first half of this year did little more than
offset the sluggish growth in the latter half of 1984. From the second
guarter of 1984 to the second guarter of 1985, MLl increased by 7.0%,
easily within the 4-8% target range for 1984, and just at the top of the
1985 target range of 4-7%. If U.S. monetary policy operated on a June year
instead of a December year, there would have been no aberrant M1 growth this
year to consider in the first place. Moreover, the unevenness of M1
growth within the past year — 3.8% per anpnum in the latter half of 1984

versus 10.3% per annum in the first half of 1985 — is little cause for
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concern either., There is no sericus evidence indicating that money growth
variations of this magnitude, sustained over periods as short as six menths,
affect the econemy in any significant way.

Second, recent movements of the other monetary and credit aggregates
now targeted by the Federal Open Market Committee do not confirm the
impression of sharply excessive expansion given by Ml. The much broader
M2 aggredate, which includes M1 as well as such major components of the
general puklic's liquid holdings as money market deposit accounts, savings
and small time deposits, and money market fund shares, increased through
June by 9.3% per annum, barely in exXcess of the 6-9% target range set in
February. The still broader M3 aggregate, which includes MZ as well as
mostly institutional holdings like time deposits in amounts of $100,000
or more, increased through June by 8.2% per annum, well within the corresponding
6-9 1/2% target range. Even the cutstanding debt of domestic nonfinancial
borrowers, which had expanded at a record pace in 1984, has increased
this year (through June) by 12.7% per annum, only slightly in excess of the
corresponding $-12% monitoring range.

Finally — indeed, most importantly — available information bearing
more directly on U.S. nonfinancial economic activity does not now suggest
excessive strength that would call for a more restrictive monetary policy.
After a rapid rebound from the unusually severe 1981-82 business recession,
the U.S. gross naticnal product has grown during the last year by only
1.9% after allowance for inflation. The economy 's industrial sector has grown
even more slowly during this pericd, and utilization of industrial capacity
has been declining since last summer. Total employment has shown little
recent growth, and the unemployment rate, which declined especially rapidly
from its 11% recession peak, has now remained essentially unchanged at 7 1/d4%

for more than a year. Although the recent overvaluation of the U.S. dollar in
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international exchange markets has Ied to unusually wide disparities in

the performance of different sectors of the economy, overall there is little
evidence to suggest that excessive expansion is any more likely a threat than
insufficient strength over the horizon that matters for today's monetary
policy decisions.

In this setting a major retreat from the kind of commitment to
monetary targets that characterized the 1979-82 pericd was — and remains —
certainly warranted. Even so, financial quantities like the money and
credit aggregates still have some role to play in the monetary policy
process for several reasons. The available evidence indicates that money
and credit aggregates do contain some, albeit limited, useful informatien
about subseguent swings in economic activity. Quantitative objectives
for money and credit growth can also serve a useful function in the
important process of Congressional coversight of monetary policy. It is
alszo pessible that public awareness of such objectives may be helpful in
some further way, although on this subject there is little if any
supporting evidence.

what role, then, should money and credit aggregates play in the
design of monetary policy? The logical starting point for setting monetary
policy should be the relationship between the macroeconomic objectives that
policy seeks to achieve, in terms of prices, income and employment, and
the actions that the Pedcral Reserve can actually implement — in practice,
setting either nonborrowed bank reserves or short-term interest rates {or,
equivalently, some measure of free reserves}. Given the state of economic
science, either relationship is subject to enormous uncertainty. Because
banks and other depository institutions hold reserves not veluntarily but
to back their outstanding deposits, the connection between reserve aggregates

and economic activity suffers from all of the same problems as does that for
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monetary aggregates. Interest rates are subject in this context to a
different set of shortecamings, including the difficulty of knowing the
"real" interest rate on any but very short-term debts when price inflation
is uncertain, and of weighing the diverse effective interest rates on
various borrowers and lenders subject to differential taxation.

Precigely because of these uncertainties, it is useful for
menetary policymakers to do more than simply implement the rate of reserves
growth or the short-term interest rate that they think is most likely
to achieve their macroeconomic cbjectives, Specifying in addition the
accompanying paths of money and credit growth that are most likely to
be consistent with these objectives provides a benchmark for gauging,
along the way, whether the chosen policy acticns are having the desired
effect. To the extent that the movements of these financial aggregates
contain information about future econcomic activity, aberrant growth of
money or credit flashes a signal warning that monetary policy may not be
producing the desired effect, and that new action may be warranted.
Because these signals are not fully reliable, however, any conseguent
action should hardly be automatic. Money and credit are appropriate
"information variables" to be used along with other kinds of economic
intelligence, not “targets" to be pursued willy-nilly as if they were of
some value by themselves.

What the Federal Reserve should do is to treat the range that it
specifies for each aggregate on which it focuses as what it now calls a
"monitoring range." At the same time that it reports its macroeconomic
policy obiectives to the Congress, the Federal Reserve should specify
ranges for money and cradit growth that, as a matter of technical judgment,
it considers most likely to be consistent with achieving those objectives.

If growth of either money or credit then moves cutside the specified range,
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in its next semi-annual report the Federal Reserve either should state
explicitly why it has changed the corresponding technical judgment or,
alternatively, should reaffirm its original judgment and state explicitly
how it is medifying its pelicy acticns.
The latest action by the Federal Reserve appears, in substance,
to be consistent with this "information variable" approach to monetary
policymaking. The Federal Reserve did not simply disregard the recent
rapid growth ¢f the M1l woney stock. IS mid-year report te the Congress
explicitly considered the behavior of Ml, as well as of M2, M3 and nonfinancial
debt, and discussed possible explanations for the aberrant M1 growth.
These technical judgments may be correct or incorrest, of course, and the
policy decision taken may ultimately prove approprirate or counterproductive.
On the basis of the evidence at hand, however, it was a right decisiocn.
Cenducting menetary policy in this matter clearly leaves important
room for Federal Reserve discreticon. Such a procedure neither follows a
fixed rule for setting money and credit growth ranges, nor institutes
automatic policy responses to movements of money or credit growth outside
the set ranges. This choice of guided discretion over rigid rules may be
unsatisfying to some, but today it is inevitable. The relevant relationships
are too unreliable to warrant impesing any simple rule, and the plausible but
unforeseeable shocks to these relationships ~— including further financial
innevations, side effects of today's anchorless fiscal policy, international
capital movements mirroring the nation®s enormous trade imbalance, shifts
in the public's portfolio preferences, changes in lending practices at
major financial institutions, and so on — are too varied and complex to make
feasible a mere involved rule that attempts to lay down in advance a full
complement of appropriate policy responses. Under today's circumstances
discretion is inevitable, and in this case the Federal Reserve appears

to have exercised it wisely.
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CoreStates Financial Corp
FC 1-7a-21 PO Box 7818
Philadelphia PA 19101
215 629 3803

A Gilbert Heebner
Executive Vice President

August 5, 1985

The Honorable Jake Garn
Chairman, Committee on Banking,
Housing and Urban Affairs
United States Senate
wWashington, DC 20510

Dear Senator Garn;

I am pleased to have the oppertunity to share
my views on the conduct of monetary policy in
connection with the mid-year review of your
Committee,.

Monetary Policy Overview

In a fundamental sense the question at these
review periods is always the same: has monetary
policy been too accommodative, too restrictive, or
about right? Even though economic activity was
sluggish during the first half of this vyear, I
would not argue that monetary policy has been too
restrictive, Money growth was certainly not slow.
Rates of growth in the aggregates placed M1 well
above the target range for 1985, M2 near the top
of the range, and M3 near the middle. Moreover,
recognizing that the Federal Reserve more directly
affects bank reserves than the money supply, total
reserves grew at a rapid annual rate of 16,5
percent from December 1984 to June 1985. Chairman
Volcker's description of the "approach in the
provision of reserves" as "relatively
'accommodative'" (page 4 of his testimony) was by
no means an overstatement.

While less conclusive as a gauge of monetary
pelicy, it is also worth noting that interest
rates and the foreign exchange value of the dollar
declined significantly after the early months of
the year,
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If, as in my opinion, monetary policy has not
been too tight in the period under review, has it
been too easy? This question is raised
principally by the rapid growth of Ml. To be
sure, such growth has not been accompanied by
signs of higher inflation or of strong economic
expansion, Accordingly, M1 velocity -- the ratio
of nominal gross national product to Ml -- has
fallen. An argument that monetary policy has been
too easy must rest on the assumption that velocity
will rise substantially in the period ahead and
that the Federal Reserve will not at the same time
be willing or able to slow the growth of M1.

I have little, if anything, to add to
Chairman Volcker's extensive comments on the
velocity question. The secular upward trend of MI
velocity may have shifted to a horizontal or even
downward trend since interest is now paid on a
substantial volume of checking accounts. The
decline in velocity this year may have been
associated with the fall in interest rates.

Given the uncertainties about velocity, I
believe that the Federal Reserve was wise to
rebase the Ml target to the second quarter of 1985
and to widen the target range far the balance of
the year to an annual growth rate of 3 to 8
percent, To have continued with the original
target range for 1985 and endeavored to come
within it would potentially have been very
restrictive, and might have sent the economy into
a recession. On the other hand, to have
downgraded the importance of M1 and eliminated a
target range for that aggregate would have courted
the risk of accelerating inflation. The option
chosen by the Federal Reserve (rebasing and
widening the range) seems to be a compromise
intended to steer a course between the risks of
recession and inflation. I believe that is how
the option has been interpreted by the financial
markets.

Nevertheless, we cannot rule out the
possibility that the new range for M1 will prove
to be too genercus. If velocity were to return to
the increasing rate that hag in the past been more
typical of the rising stage of the business cycle,
money growth in the upper part of the 3-8 percent
target range would be excessive [a judgment that
seems consistent with the economic projections of
the Federal Open Market Committee)., This
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combination of velocity and money growth would
result in a rapid increase in nominal GNP.

The Federal Reserve is best advised to watch
economic activity and money growth closely and be
ready to apply the monetary brakes promptly upon
evidence that money growth is stoking economic
activity. We should not be lulled by the fact
that at first rapid growth of nominal GNP would
consist largely of increased real output. To wait
until inflation accelerates before acting to slow
the growth of bank reserves and money is to wait
too long, We paid a high price to bring inflation
down, and it would be unconscionable to alleow it
to rise again. Moreover, the current inflation
rate of somewhat under 4 percent is not zero; it
is not price stability.

I expect that economic activity will speed up
in the months ahead, partly in lagged response to
recent money growth and lower interest rates.
Recent information on new orders, employment, the
leading indicators, business inventories, and
housing lend some support to this viewpeint. If
indeed the pace of general business activity does
accelerate significantly, manifesting a rise of
velocity, I hope and presume that the Federal
Reserve will not hesitate to slow the growth of
the monetary aggreqgates,

Related Issues

I would like to mention a few other issues
relevant to monetary policy. It would, in my
opinion, be a mistake for the Federal Reserve to
try to drive down the dollar by rapid money
creation in the hopes of reducing the trade
deficit. The dollar has already declined
appreciably since early this year against major
trading currencies, While a further decline would
be helpful to spur exports and slow imports,
deliberately trying to induce the decline at this
stage by monetary policy would risk a plummet of
the dollar.

Once foreigners perceived that the Federal
Reserve was seeking to drive the dollar down by
money creation, they would try to reduce their
dollar holdings, accelerating the dollar's
decline. This would, with a lag, raise the
inflation rate in this country. Even sooner,
interest rates would be pushed up as foreigners
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sold deollar-denominated assets in face of rising
inflationary expectations.

So much has been said about the Federal
budget deficit that it is tempting to omit comment
on it. But I do want to add my voice to the many
cthers urging action to reduce the deficit.
Economic logic suggests that our large deficit has
contributed to higher interest rates than would
otherwise prevail, although I recognize that the
statistical evidence on this point is less than
clear. A cut in the Federal budget deficit could
help to bring about an orderly decline in the
dollar. Furthermore, a good case can be made that
in the longer run a large budget deficit crowds
out capital investment and thus reduces productivity.

Finally, I want to draw attention, as did Mr.
Volcker's testimony, to the rapid expansion of
domestic nonfinancial sector debt, It is notable
that this pattern is not peculiar to the past
year, Debt has been growing significantly faster
than gross national product in recent years, as
shown in the accompanying chart of the ratio of
debt to nominal gross naticnal product, From the
late 1960s to the late 1970s there was an upward
drift in the debt-to-GNP ratio, but since then it
has risen sharply. Total nonfinancial debt rose
from 1.42 times GNP in 1978 to 1.55 in 1984,
Importantly, this rise was not only a result of
the increase of federal debt. 'The ratio of total
nonfederal debt to GNP also rose sharply.

We need more information on the factors
responsible for the rapid, and peotentially
dangerous, expansion of debt in the U.S., economy.
Over the past year the substitution of debt for
equity in connection with corporate mergers,
leveraged buy-outs, and other types of fimancial
restructuring has been a contributing factor. In
the late 1970s and early 1980s, high current and
expected rates of inflation may have encouraged
borrowers to go heavily intc debt with the
expectation of repaying in cheaper dollars,

Whatever the reasons for the high debt
position of the U.S. econcmy, there are important
economic and policy implications. The current
environment of reduced inflation and high real
rates of interest is tough on debtors., Failures
and debt problems are likely to continue to
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surface among business firms and individuals. I
feel strongly, however, that it would be a serious
mistake for the Federal Reserve to respond to
these problems by an easy monetary policy aimed at
increasing the liquidity of the financial system.
We should not try to "reflate” our way out of debt
problems. If Congress decides that there is an
overwhelming case for granting relief to a
particular sector, it should do so individually,
not by urging a change in monetary policy.

In closing, I feel that the semi-annual
reviews of monetary policy conducted by your
Committee and the corresponding one in the House
of Representatives serve a most useful purpose. I
appreciate this opportunity to submit my thoughts
as part of your recent review.

Sincerely yours,

.

AGH :mr
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