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FEDERAL RESERVE’S SECOND MONETARY
POLICY REPORT FOR 1986

WEDNESDAY, JULY 23, 1986

U.S. SENATE,
CommirTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The committee met at 9:30 a.m., in room SD-538, Dirksen Senate
Office Building, Senator Jake Garn (chairman of the committee)
presiding,

Present: Senators Garn, Heinz, D'Amato, Gorton, Mattingly,
Hecht, Proxmire, Riegle, Sarbanes, Dodd, Dixon, and Sasser.

OPENING STATEMENT OF CHAIRMAN GARN

The CuairMaN. The Banking Committee will come to order.

This morning’s hearing comes at a time when there is more than
the normal level of uncertainty about the economy and about mon-
etary policy itself.

While yesterday's announcement by the Commerce Department
on real growth this year shows that the economic expansion that
began in 1982 is continuing, the rapid growth in the M1 monetary
aggregate that began late in 1984 has vet to produce the accelera-
tion in real growth that many analysts have been predicting.

Similarly, the decline in the value of the dollar on foreign ex-
change markets since early last year has yet to produce the improve-
ment in the U.S trade and current accounts that analysts have
been predicting.

The decline in the price of oil since late last year has yet to
produce the benefits for the economy in terms of real increases in
spending that have been forecast.

Declines in interest rates have not provided the hoped for stimu-
lus in real economic growth.

The rate of growth in the M1 monetary aggregate has become
suspect as an indicator of the relative tightness or looseness of
monetary policy.

Questions have been raised as to whether declines in nominal in-
terest rates have masked increases in real rates arising from even
faster declines in inflationary expectations.

Commeodity prices, interest rates, and the foreign exchange value
of the dollar have been suggested more and more often as the focus
of monetary policy, either in place of or in addition to targeted in-
creases in the monetary aggregates.

Unprecedented declines in velocity have raised questions as to
whether our current method for calculating velocity—which uses

QL
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nominal GNP as a proxy for spending in the economy—might not
be out of date.

I have long believed that uncertainty is not healthy for an econo-
my, primarily because it impedes planning. That is why I have con-
tinued to support quicker release of the minutes of the Federal
Open Market Committee [FOMC] meetings.

Our task today, as 1 see it, is to try to reduce some of the unusu-
al level of uncertainty surrounding the course of the economy and
of monetary policy.

While serious problems remain in agriculture, energy, and cer-
tain other sectors of our economy, we must also remember that we
do have an economy that is in the midst of one of the longest eco-
nomic expansions in the postwar period. That economy is continu-
ing to produce jobs at record rates.

We have made significant progress toward wringing inflation out
of the economy. Interest rates have been reduced markedly.

As is evidenced by Mexico’s new accord with the IMF, progress is
being made on the problem of the heavily indebted LDC’s. The dol-
lar’'s value on the foreign exchange markets has come down to
more realistic levels that will help to correct our trade and current
account imbalances. Finally, we have a new agreement among the
(-7 nations to work together to resolve our common economic
problems.

Fortunately, as we work to reduce uncertainty and to regolve our
remaining problems, we at least seem to have a firm economic
foundation on which to stand.

Mr. Chairman, we look forward to your testimony this morning
on these matters, but before we turn to you I'd like to turn to my
colleagues to see if they have any remarks they wish to make.

Senator Proxmire.

OPENING STATEMENT OF SENATOR PROXMIRE

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

Mr. Chairman, I'm delighted to see the Chairman of the Federal
Reserve Board before us this morning. I think that in the many
years I've been in the Congress I can’t remember a time when the
economic situation was so puzzling. It’s always puzzling, but it
seems 10 me that it's a lot more puzzling now than it’s ever been,
for many reasons.

I would just like to spend a minute dwelling on one subject that I
think tends to be forgotten. It is a rare day—in fact, I would say
it's a cold day in July in Washington when Members of the Con-
gress ever criticize the Federal Reserve Board for pursuing too ex-
pansionary a monetary policy. That just doesn’t happen., The re-
verse is almost always true, for obvious political reasons. We
always like to see low interest rates and we always figure that if
they’ll just loosen up on the money supply, interest rates will go
down. That habit is a hard one to die, but I think it’s about time it
did die, in spite of the fact that we are now in a situation where we
have a slowed economy.

Memories are notoriously short in the political arena. Many of us
have conveniently forgotten the double digit inflation in the late
1970’s and early 1980°s that almost wrecked our economy. Today
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we hear more politicians calling for a growth-oriented monetary
policy reminiscent of the Keynesian liberals of the 1960’s.

On the other hand, there are still many reasons for concluding
that there will be a resurgence of inflation in the next several
years. First, we have had the biggest peacetime budget deficits in
the history of this or any country year after year after year for 5
consecutive years—a highly inflationary policy on the basis of all
historical experience and on the basis of any kind of reasoning.

Second, we've had the extremely explosive growth in the money
supply in 1985 which will take 1 or 2 years to reflect itself in
prices. And I might say, apropos of that, Mr., Chairman, that your
original statement and report indicated that M1 will be given less
attention than the other monetary aggregates. Indeed, some ob-
servers have concluded that the Fed has decided to virtually ignore
M1 as a relevant monetary target.

For example, in the first week of July, M1 increased by a whop-
ping $7.4 billion or more than 1 percent. That would produce an
annual growth rate of over 50 percent if continued.

I might also point out that we have had a sharp decline in the
value of the dollar which will raise the cost of imports and ulti-
mately domestic goods. Finally we have the one-time bonanza real-
izelietgom the sharp drop in oil prices and that’s bound to be re-
ve .

For these and other reasons, I have real doubts that we have in-
flation permanently under control.

Finally, Mr. Chairman, I am concerned about the fact that if we
do suffer further stagnation, a growth recession, or an actual reces-
sion, it's very, very hard to know what policies we can pursue
under present circumstances. Do we deepen the deficit? I presume
we do. $200 billion isn’t enough; we go to $300 billion, maybe $400
billion. We've deepened deficits in the past when we’'ve moved into
recession. Do we have an even faster growth of the money supply?
As I pointed out, last week broke all records and the last year has
broken all records for M1; M2, and M3, while they're within their
targets, the targets are far too generous in view of the level of in-
flation and nominal GNP growth.

At any rate, Mr. Chairman, I think that we are now in an ex-
traordinarily difficult challenging time and it's going to be interest-
ing to hear perhaps the wisest person who's presided over the Fed-
eral Reserve in the 30 years I've been here and that takes in a lot
of very, very able Chairmen.

The CHAIRMAN. Senator D’Amato.

Senator D'AmaTo. Thank you, Mr. Chairman.

I'm going to ask that my statement be placed in the record as if
read in its entirety.

The CraiemManN. Without objection.

OPENING STATEMENT OF SENATOR D’'AMATO

Senator D’AMATO. For several years we have watched and dis-
cussed with Chairman Volcker the expansion and contraction of
M1 and the effects of this expansion or contraction upon the econo-
my. From the testimony this morning, it appears that Chairman
Volcker is admitting that during the last 2 or 3 years the Fed has
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been paying too much attention and placing too much emphasis on
the effects of M1 on the economy. Now Chairman Volcker suggests
that we discount the impact of M1.

I can't help but say that I think we've been too tightfisted. The
discount rate should have been cut sooner. I said it last time you
appeared. We play this game as if the Federal Reserve and the
Chairman is the only person who really can speak with any au-
thority as to what the needs of the economy are. I disagree with
that. I'm not going to go back to the late 197(0’s when we saw the
same Chairman loosen up the money supply and drop the rates
that resulted in spiraling inflation.

I do not advocate the loosening of the money supply to ignite in-
flation. Rather, I am concerned that the Fed move too far in the
opposite direction and by doing so unnecessarily impede economic
growth. The inflation fears that I've heard expressed time and time
again have not come to pass. The last discount that we had was too
little and too late.

I'm sorry to see that some of my colleagues might say that pri-
vately but when we come publicly in front of the Chairman, his
great reputation and experience, et cetera, is such that they are re-
luctant to encourage you to lower the discount rate even further.
But I'm saying it. I said it last time, Mr. Chairman. I thought that
we should have had the cut earlier and I think that the cuts that
you finally made after a great deal of rancor behind the scenes
should have taken place much earlier. While we should be ever
mindful of the perils of inflation, we should also make every at-
tempt to avoid tﬁe problems attendant to a recession.

I am not suggesting to you for one moment that the slowdown in
the economy i1s simply as a result of the failure to increase the
money supply and drop the discount rate, but certainly these are
contributing factors.

Further, many of the Nation’s ills in the manufacturing sectors
of our economy have resulted from a lack of a trade policy. I think
this Nation has no trade policy and it's led to a lot of the job dislo-
cation.

Having said that, I will ask that my remarks be entered into the
record again as if read in their entirety, Mr. Chairman.

The CHaiRMaN. Without objection.

[The complete prepared statement follows:]

STATEMENT OF SENATOR ALrFonsg M. D'AmaTo

I appreciate the time and efforts of Chairman Volcker who appears before the
committee once again to report on the conduct of monetary policy.

While I don’t want to be an alarmist, I feel that we cannot overlook the depressed
conditions of the agricultural and energy sectors of our economy. The carrent
drought in the Midwest, Southeast, and Southwest and the continued depressed
prices of crude oil will only exacerbate the problems confronting farming communi-
ties and those communities depending upon oil production. Further, heavy industry
in this country remains in the midst of a prolonged slump. The financial difficulties
confronting primary industries such as steel have been most recently exemplified by
the bankruptcy ofrETV Corp. last week and the recent closing of General Electric's
gas turbine plant in Schenectady, NY, Clearly, the concerted effort to drive down
the value of the dollar has not assisted these industries by encouraging the growth
of 1.8, exports as anticipated. Therefore, more dramatic actions must be taken.

Altho Chairman Volcker cites the creation of more jobs in the last year, I
wonder how many of these new jobs are in the relatively low wage fast food or com-
puter programming sectors while the jobs lost to foreign competition or due to eco-
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nomic downturns in rural America or the oil patch are relatively high paying jobs.
Could it be that although the number of Americans working has increased, the
quality of living for many Americans has actually fallen?

In citing these examples, I don’t mean to lay all of the country’s economic woes at
Chairman Volcker’s feet. However, on a day to day basis, the decigions of Chairman
Volcker and his colleagues on the Federal Reserve Board have a dramatic and im-
mediate impact on the health of the American economy and the economic welfare of
millions of Americans. Let's face it Chairman Volcker, you are a very important
man in determining the rate of this Nation's economic growth and well-being.
Behind the facts and figures you cite are individual Americans experiencing eco-
nomic hardship. I think that a little dose of economic expansion is in order. The
GNP grew at the paltry rate of only 1.1 percent in the second quarter of 1986. If a
fundamental economic adjustment need be made in the near term, I would suggest
lowering the discount rate even further. I know the rate was recently cut, but was it
cut enough?

In your recent appearances before this committee, some of my colleagues and I
have consistently urged you to lower the discount rate and increase the money
supply to stimulate expansion. Each time we address these issues, you always re-
spond by articulating your concerns with rekindling runaway inflation. Well let's
lock at the facts. On March 7, 1986, the discount rate was reduced from 7% to 7
percent, on April 18, 1986, it was cut again to 6% percent and on July 11, 1986 to 6
percent. Is there any evidence that these cuts have resulted in higher than antici-
pated inflation increases? Despite the maeny charts and graphs in the Board's mone-
tary policy report, there are none that demonstrate a rise in the inflation rate that
corresponds to a lowering of the discount rate over the last 12-month period. There-
fore, the answer to my question is: “No—inflation has not been rekindled.” More
importantly, economic expansion in 1986 has not been rekindled either. I agree that
rates should not be artificially reduced, however, I have yet to comprehend how you
determined what constitutes a real versus an artificial reduction. Would anything
more than a one-half percentage point drop be artificial? Is there any real reason
why the rate wasn't recently lowered to 5% percent?

Perhaps concerns about inflation should not be your paramount concern and the
growth of the economy through the increased availability of credit and the growth
of the money supply should become the Board’s major preocccupation. Monetary
policy can and must be designed to sustain the economic expansion that has contin-
ued longer than most. To achieve this goal, I think you should be serious about
being, a8 you said in your monetary policy report for last year, “Generally accom-
modative to emerging demands for money.” To this end, you should be serious about
lowering the discount rate and increasing the money supply. Recent experience has
demonstrated that functional decreases in the discount rate and increases in the
money supply have not resulted in a significant amount of inflation, let alone sky-
rocketing inflation. Therefore, logic dictates that the rate should drop further and
the money supply should be increased.

I look forward to your testimony and your responses to the issues raised by my
statement.

The CHAIRMAN. Senator Riegle.
Senator Ri1EGLE. Thank you, Mr. Chairman.

OPENING STATEMENT OF SENATOR RIEGLE

To follow on a little bit here—and I'll make these remarks
brief—in today’s Wall Street Journal, Al Wosenhower, the chief
economist of First Boston, is quoted as saying, that in times such as
we have at the moment, “Monetary policy is like an aspirin. It
helps, but it cannot play a fundamental saving role.”

It seems to me that that is quite accurate. Monetary policy is a
very important component of overall economic strategy, but it is
not in any respect a cure-all. I think that it is quite limited at par-
ticular times what monetary policy can do to drive the economy or
fix other problems.

We might wish that it were otherwise, but that’s a fact, and it is
not to diminish the importance of monetary policy. It is extremely
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important, but I think there are a lot of other factors in the policy
mix here,

I want to say to you, Chairman Volcker, that 1 appreciate very
much the job that you have done over a long period of time. I think
whether people agree or disagree with different policy calls at dif-
ferent times along the way, your leadership has been critical
gﬁri!:lg this period of time and may be even more s0 in the period

ead.

As I look at the economy, I see enormous difficulties out there. 1
think if we take the right steps we can deal with them, but that's
by no means automatic. We see weak growth here and around the
world. We see the enormous trade deficits. We see the huge budget
deficits. We're going to probably exceed $220 billion this year and
there is a slippage on the revenue side which is beginning to widen
out those deficits. We've got the oil problems, and the banking
problems which I will be discussing with you a little later. There
are foreign debt problems, and the agricultural problems particu-
larly here in the United States. It seems increasingly difficult to
achieve international coordination of our economic policies and you
stress that in your statement today—the importance of that kind of
coordination, especially among the major Western nations.

I gather, not happily, the last discount rate you tock without
that coordination, you and the Board as a whole must have felt
enough of a sense of urgency to cut the discount rate by doing it
without being able to get a simultaneous response from the Japa-
nese and the Germans particularly.

I am concerned about that and I hope that you will shed some
light on it later.

All of this is by way of getting to the point that I really want to
malke here and that is, none of us know what's ahead. In 1983 you
said before this committee, that when you were confirmed you
were not going to commit yourself to necessarily serve cut a full
term. You went on to elaborate under questioning that you thought
a President, after being elected, ought to have, perhaps after a year
or so, an opportunity to appoint a Fed Chairman of his own choice.
We're approaching that l-year period. Your term, if you stay the
full term, ends at the end of 1987 or late in 1987, and I hope you’ll
stay. I don’t know what your plans are, but my great concern right
now is one of maintaining public confidence in this country. I think
the role that you have played, and I think can continue to play, is
a very important part of maintaining that public confidence
through a very turbulent and difficult period.

I don’t know if you can enlighten us in that respect today, but as
one member of this committee, I hope that you will fill out the full
term. I think it's very important, particularly at this time.

The CHAIRMAN. Senator Mattingly.

OPENING STATEMENT OF SENATOR MATTINGLY

Senator MarrincLy. Thank you, Mr, Chairman.

I'd just like to welcome Chairman Paul Volcker again to a full
hearing room, a standing-room-only crowd. I guess maybe we ought
to start moving to bigger quarters. Obviously, you draw a bigger
crowd than anybody else that comes before our committee here.
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I would like to say one thing in reference to the remarks being
made and of course in the paper in reference to the GNP at 1.1-
percent growth. At least it's growth. At least it's heading in the
right direction.

I would like to also try to comment in reference to the Senator
from Michigan, my good friend Senator Riegle, when he referred to
the deficit that we have. I would like to say on the positive side
that what we see Congress doing in reference to the 1987 budget is
making certain that we keep the constraints on the deficit to $144
billion, and so far so good on that. We seem to be winning that
battle, and hopefully by the time we go into October 1, that we’ll
have a budget deficit that has dropped tremendously and dramati-
cally, and that’s been brought on by a new process that even
though some of the Congress are a little skittish of, I'm glad
they're gkittish of it because obviously it’s working.

I'd just like to reinforce what Senator D’Amato said, I'm glad to
see you here today and I hope that you make an announcement
today of how far the discount rate will drop. Because I don't know
what you have in your speech, I'm waiting to hear it. But, if it’s
down there somewhere toward the end, if you would give that first
it would be better.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Sasser.

OPENING STATEMENT OF SENATOR SASSER

Senator Sasser. Thank you, Mr. Chairman.

I, too, want to welcome Chairman Volcker this morning before
the committee. I sometimes think when we're discussing this great
engine that we call the American economy we’re very much like
the fable of the five blind men who examined an elephant and one
felt the elephant’s leg and thought it was like a large tree. Ancther
felt his trunk and felt it was like a slithering serpent. All of us
look at the economy and come back with a different diagnosis for
the problem.

Some of my colleagues have their own diagnoses and I'm sure
the Chairman does also, but one that occurs to me and keeps recur-
ring is that we're paying the price in this economy for the most
uncrthodox fiscal policy that we have pursued in this Government,
probably the most unorthodox in this century. We're going from
one planned structural deficit after another, year after year after
year, and neither this administration, which in my judgment
should furnish the leadership for dealing with the deficit, nor the
f}ongress has been able to face up to this very, very serious prob-

em.

Now I have been critical of the Federal Reserve Board and this
Chairman in times past for not lowering the discount rate enough
and in what I thought was a timely fashion. But let’s face it, the
Fed and this Chairman are in a very precarious position. We are
borrowing at the present time about ?100 billion in foreign funds to
finance an enormous Federal deficit. We are attracting these funds
with relatively high interest rates. If we get into the posture of
lowering this discount rate too rapidly, too precipitously, then we
could very easily and quickly see an exodus of foreign capital from
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this country which I think could be a fiscal disaster and could also
be a disaster for what I perceive to be a relatively shakey financial
structure in this country.

The administration’s growth estimates have been off the mark,
as they have been characteristically now for almost 6 years, and I
hope this morning that the Chairman can apply a little reality to
these growth estimates and numbers that we’ve been hearing.

So I welcome you, Mr. Chairman, and look forward to hearing
your statement this morning.

The CHAIRMAN. Senator Heinz.

OPENING STATEMENT OF SENATOR HEINZ

Senator Hemz. Chairman Volcker, we welcome you back to this
committee. You're no stranger to this committee. What I suppose
many of us are really asking you—and we hope you do have a
chance to testify some time this morning—is why, with economic
conditions as they are, with the economy certainly at best soft,
with retail sales flat, with oil, gas, and the farm economy deeply
troubled, with basic industry very sick, the LTV bankruptcy of last
week reminding us of that, with auto sales from time to time going
soft, with the consumer price index for the first half of this year
having grown at a negative rate of zero or below, with the whole-
sale price index having been minus 12.4 percent in the first quar-
ter, minus 0.1 percent in the second quarter, why, in view of the
deflationary trends in this economy, should the discount rate or in-
terest rates be at 6 percent in the case of the Fed, 8.5 percent in
the case of the prime rate, especially since there seems to be little
or no demand for capital?

When I say there's little or no demand for capital, what 'm re-
ferring to is the indication that weekly loan and paper demand is
flattening out; business credit actually seems to be dropping; per-
sonal loans at banks have tapered off. About the only thing that
keeps going strongly, according to the statistics I have, are real
estate loans at banks. Scarcely a tremendous amount of demand.

It seems to me that those people—I number myself among
them—who call for a further drop in the discount rate are on solid
ground in indicating that there’s certainly no reason to believe this
is going to bring abcut a wave of inflationary stimulation.

World oil production is at a high since 1981 or 1982—remarka-
ble—and the price is expected to stay quite soft. OQur trade deficit,
of course, remains at a record. By the way, it's interesting to me
that it remains at or above record rates in spite of the fact that our
biggest import, oil, is selling at the lowest price that most of us can
remember.

You have indicated in your statement that you feel that a lot of
the problem is America's trading partners, particularly 1 assume
you're referring to the Germans and the Japanese who have re-
fused to stimulate their economy, restimulate their economy, and
that that is a depressant on the world economy of which we're a
part. I don’t quarrel with that. I think they should do a better job
of managing their economy.

Yet it doesn’t answer the question of why there should be rela-
tive to inflation such high returns to capital when the wholesale
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price index is going down, when the consumer price index is going
down or is for all intents and purposes flat, and when there is no
substantial demand. Demand seems to be falling relative to previ-
ous growth of demand for capital, for loans, for credit. It's signifi-
cant to me that per capita income—not family income but per
capita income—has been almost flat since 1968. One way of putting
that is that the returns to capital have never been better; the re-
turns to labor are not very good and at the present time seem to be
falling.

Something seems to be wrong and beyond just blaming our trad-
ing partners for it—and I think they do deserve some of the
blame—I hope you will address that issue.

The CuamrMaN. Senator Hecht.

OPENING STATEMENT OF SENATOR HECHT

Senator Hecur. Thank you, Mr. Chairman.

Nice to welcome you, Chairman Volcker. I didn't get to this
august body until 1982 and as a businessman in the late 1970's I
struggled under 20 percent plus prime rate, 12 percent inflation, so
I say to you that you have made remarkable progress. We have
much work to do. I'm anxious to hear from you and I think we
should work together because certainly Congress shares a large
amount of responsibility for this huge deficit. Thank you.

The CHAIRMAN. Senator Dixon.

STATEMENT OF SENATOR ALAN DIXON

Senator DixoN. Mr. Chairman, we are here to consider the semi-
annual monetary policy report of the Federal Reserve Board. This
hearing comes at a time of great uncertainty in the economy.

Federal deficits for this year will likely be significantly greater
than last year's record level. Economic growth, however, is likely
to be lower than had been expected when the budget resolution for
this year was put together. While the money supply has increased
fairly rapidly in recent moenths, inflation is low, and interest rates
are down. Yet cheaper loans and low inflation have not resulted in
higher levels of production; the percentage of factory capacity in
use is falling.

The international scene is equally unsettling. The dollar has
fallen gignificantly over the past year, but the trade deficit does
not seem to be falling at all. The International Monetary Fund has
been able to put together a loan package for Mexico that is getting
generally favorable reviews, and which should avert a default in
that country, but today’s papers indicate we could have an unprec-
edented default in Peru by August 15.

What is most disturbing is that neither the behavior of our do-
mestic economy nor the world economy seems to be adequately ex-
plainable under the old rules. Conventional wisdom would suggest
that low inflation, a falling dollar, falling U.S. interest rates, a
very expansive fiscal policy as measured by the deficit, and a rapid-
ly growing money supply should produce higher rates of economic
growth. But economic growth is falling. Our economy is becoming
more and more sluggish.
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I look forward to hearing from the distinguished Chairman of the
Federal Reserve, therefore, and to receiving the benefit of his anal-
ysis and recommendations on how best to come to grips with this
uncertain economic situation. Thank you.

The CHAiRMAN. Mr. Chairman, now that you have had the oppor-
tunity to hear all of our nonsolutions to the economy, I would also
advise you that you have other parliamentariansg to listen to you
today. We have 11 committee chairmen from the Canadian House
of Commons visiting the committee this morning, so you have a
wide audience of politicians for your views. The Canadian Govern-
ment is algo listening this morning.

So we would be happy to hear from you at this time.

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

Mr. VorckieR. Thank you, Mr. Chairman, and I think you all
have emphasized one way or another the difficult and challenging
times in which we live and 1 agree that they are. I appreciate the
opportunity to report once again in this context on the conduct of
monetary policy. I would first like to place that matter in the
larger context of the performance of the United States and the
world economy.

MIXED PERFORMANCE

As you know, there have been marked contrasts in the economic
performance of different sectors and regions of this country. Con-
sumption has been strongly maintained, and there have been large
increases in employment in the broad service sector. Housing is
being built at a high rate. But industrial activity and business in-
vestment, which had leveled off last year, have declined over the
last 6 months, and the agricultural and energy industries are
under strong pressure. As a consequence, activity in some areas of
the country has advanced rather strongly, while severe adjust-
ments are taking place in the energy and agricultural belts.

The net result is that the overall economic growth rate in the
United States moderated to about 3 percent through 1985 and early
1986, and apparently slackened further in the second quarter of
this year. Moreover, growth in other major industrialized countries
remained slower than in the United States during 1985 and the
early part of this year.

Throughout this period, sizable increases in employment have
continued in this country; the unemployment rate has remained
generally at a little over 7 percent and, relative to the size of the
working age population, more people are employed than ever
before recorded. In Europe, unemployment has aiso remained rela-
tively steady, but at much higher levels.

After more than 3 years of economic expansion, the process of
disinflation has continued, reinforced for the time being by sharply
lower prices of oil, by far the most important commeodity. With in-
dustrial prices steady, the average level of wholesale prices has
been declining here, and even faster in key countries abroad whose
currencies have been sharply appreciating relative to the dollar.
Interest rates here and abroad have also declined appreciably, re-
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flecting both the sense of progress against inflation and the fact
that growth has been proceeding well within capacity restraints.

The large decline in U.S. interest rates and the sharply higher
stock market over the past year suggest the cost of capital has de-
clined. The fall in oil prices has helped bolster the real income of
consumers. Meanwhile, the substantial depreciation of the dollar
has placed our industry in a decidedly better competitive position
vis-a-vis other industrial countries. As many have suggested, these
underlying forces should help sustain an economic expansion that
has already lasted longer than most.

FUNDAMENTAL ADJUSTMENTS MUST BE MADE

But 1 would be remiss in failing to emphasize much less satisfac-
tory aspects of the United States and world economic situation.
There can be no evading the fact that some fundamental economic
adjustments must be made within our economy in the months and
years ahead.

The clear challenge is to find the ways and means to work
through those adjustments in a context of sustained growth while
also consolidating and retaining the progress toward price stability.
The conduct of U.S. monetary policy is obviously relevant to that
process, But that single policy instrument cannot itself provide the
answer. Complementary approaches in the fiscal, trade and other
policies of this country, and in the approaches of other countries,
will be required as well. The hard fact is that, while the need for
complementary actions to achieve the necessary adjustments in the
United States and world economy seems to be more widely recog-
{ﬁzed,dprogress in coordinating action toward those aims has been
imited.

Some obvious imbalances have developed in the economies of the
industrialized world. That is evident most of all in the enormous
deficit in our external trade and current accounts, and in the coun-
terpart surpluses of a few other countries. Unless dealt with effec-
tively and constructively, growing market and political pressures
will, sooner or later, inevitably have much more disturbing conse-
quences.

The problem clearly emerged some time ago. The powerful thrust
of the strong U.S. economic expansion in 1983 and 1984 had spilled
out abroad in the form of sharply rising imports, aided and abetted
by the exceptional strength of the dollar internationally. There
were, for a while, benefits on all sides. At a time of slack demand
at home, exports to us helped Europe and Japan to restore and
maintain their growth. The United States also absorbed a dispro-
portionate share of the necessary external adjustment efforts by
the heavily indebted countries of Latin America. Those countries
have sharply curtailed their imports since 1982, and they have
become more competitive in markets for manufactured goods.

At the same time, the United States began to be the recipient of
a growing flow of capital from abroad. That inflow, which pushed
the dollar so high in the exchange markets until early 1985, had
the practical effect of relieving potential pressures on our internal
financial markets even in the face of the massive and growing Fed-
eral deficit. Consequently, private investment and construction
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could expand. At the same time, the competitive pressure from im-
ports encouraged strong cost-cutting and productivity efforts in the
industrial sector. That has been one powerful factor accounting for
the near stability of prices of manufactured goods over the past
year or more.

We cannot, however, build a lasting foundation for sustained
growth and stability on massive international disequilibrium—
huge and rising trade deficits in the United States and counterpart
surpluses abroad. Nor can we count on satisfying indefinitely so
much of our own needs for capital by drawing so heavily on the
savings generated elsewhere in the world—savings that have been
so freely available in part only because internal growth in Europe
and Japan has been relatively slow.

STRAINS FROM IMBALANCED ECONOMY

Today the imbalances and straing are clearly showing. The for-
ward momentum of our economy has been sustained almost entire-
ly by consumer spending and housing construction, both of which
have been accompanied by unsustainably heavy borrowing. Savings
meanwhile have remained at a relatively low level, even by past
U.S. standards. For more than 1 year, industrial production in the
United States has not grown appreciably, and there has been some
decline in 1986. The pace of business investment has slackened.

Some of the relative weakness in industrial output and invest-
ment over the past 6 months can be attributed to temporary fac-
tors and to developments peculiar to the United States. For in-
stance, some investment orders were speeded up late last year in
anticipation of tax reform, and the debate on the nature of that
reform has apparently led to some deferral of ordering this year.
The boom in spending for computers has subsided and commercial
construction, in response to large and growing vacancies of office
space, is predictably declining. Probably much more important in
recent months have been very sharp cutbacks in domestic oil explo-
ration and investment, driving energy producing States into reces-
sion-like conditions and affecting production of steel and equipment
elsewhere as well.

But a large part of the difficulty stems from the continuing im-
balances in the world economy. On the average, growth rates in
major European economies and Japan were about three-fourths
percent less than the reduced growth path of the United States
during 1985 and the first quarter of 1986. However, the more dis-
turbing contrast lies in the source of that growth.

In the United States, the rate of growth in domestic demand,
while slowing in the third year of expansion, continued to average
about 3% percent through that period. Domestic demand growth in
the industrialized countries of Europe and Japan was significantly
less—about 2% percent. In the early part of this year, when their
exports slackened, those countries grew not at all.

The plain implication is that our overall GNP growth rate was
redu by continuing deterioration in our trade and current ac-
count, balances. With our current account deficit reaching a record
$135 billion annual rate in the first quarter of this year, industrial
production and investment were restrained. Meanwhile, foreign
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surpluses continued to build through much of the period, and as
their exports have slowed, internal demand has not yet, in most of
those countries, picked up the slack.

Prospects for investment and for manufacturing activity in the
United States are heavily dependent on an improved trade outloock.
The sharp decline in the dollar since its peak in early 1985 should
help set the stage for such an improvement. There is evidence that
U.S. producers find themselves in a stronger competitive position.
However, the deterioration in actual trade in manufactured goods
has slowed little.

The decline in the dollar is both relatively recent and from a
very high level so the absence of a stronger response in trade so far
is not entirely surprising. What is of concern is that the domestic
markets of our major industrial competitors have remained so slug-
gish, raising a question as to the buoyancy of the markets for our
exports and of their own growth prospects.

PROTECTIONIST PRESSURES ARE NOT THE ANSWER

You are well aware that the present imbalance among industrial
countries is reflected in strong protectionist pressures in the
United States. Yet, as the President has so strongly emphasized, to
abandon our tradition of relatively open markets would surely be
to invite an unravelling of the international trading order. We
would then have less trade and more inflation. With that, pros-
pects for sustained growth both here and abroad would clearly be
placed in jeopardy.

I know of the complaints about unfair trading practices of other
countries. We need to deal with them energetically. But I also
know the clear lesson of experience is that a protectionist retreat
by the United States, the world’s leading ecomomic power, would
invite recrimination and escalation. Certainly, the most effective
and promising avenue for dealing with the trade complaints on all
sides will be in the planned round of multilateral trade negotia-
tions rather than in a tit-for-tat process of mutual retaliation.

Moreover, I believe it is demonstrable that, as a matter of rela-
tive importance, much more fundamental imbalances in the world
economy than unfair trading practices are responsible for the
present pattern of trade deficits and surpluses. Those underlying
imbalances can only be dealt with by complementary economic
policies, not protectionism.

Quite clearly it is in no one’s interest—not the United States or
other countries—that we seek better balance in our external ac-
counts by deliberately restraining further our own growth rate.
But it is also true that as things now stand, stronger domestically
generated growth in the United States will not reduce the interna-
tional imbalances. Taken alone, it would aggravate our trade defi-
cit further, posing an even more difficult adjustment problem later.

As 1 suggested, the recent exchange rate changes can help us to
escape that dilemma—they should work to improve our trade posi-
tion and reduce the surpluses of others. In fact, faced with a combi-
nation of appreciating currencies and slower growth in overseas
markets, exporters in both Japan and some European countries are
experiencing reduced profits and more gluggish orders from abroad.
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However, in the absence of offsetting internal sources of expansion,
those same pressures could dampen their own prospects for growth.

That is one of several reasons we should not rely on exchange
rate changes alone to produce the needed international adjust-
ments in the world economy. Over a number of years, we in the
United States will certainly need to shift more of our resources
into exports, and into recovering domestic markets where import
penetration has been so high. That, very broadly, implies relatively
more growth in manufacturing; relatively less growth in services,
in governmental spending, or in other sectors; and more savings
and less borrowing. For some of the rest of the world, the opposite
shift will need to be at work—Iless reliance on exports, and more on
domestic sources of growth.

Much still needs to be done to ease the way for those adjust-
ments. For one thing, we in the United States are not prepared for
a really large improvement in our trade balance. Qur financial
markets remain dependent on the large capital inflows from
abroad that are a necessary counterpart of our trade and current
account deficits. Moreover, taken by itself, depreciation of our cur-
rency in an effort to redress the trade deficit poses a risk of re-
newed inflation.

Only as our huge Federal deficit is cut can we comfortably con-
template less borrowing abroad and provide assurance against re-
newed inflation. Put another way, in a growing economy, reduc-
tions in the Federal deficit will be necessary to release the real and
financial resources necessary to improve our trading position in a
way consistent with rising investment.

In a few foreign countries, such as Germany, some signs of
stronger internal growth have appeared in recent months. But
such signs are far from uniform among key countries abroad, and
most projections of their growth for this year have been lowered,
not raised, as exports have slowed.

With rising currencies and falling oil prices, some of those coun-
tries after years of effort have now successfully achieved virtual
stability in consumer prices. Moreover, their wholesale prices have
declined sharply and are appreciably lower than 1 year ago.

All of us—and certainly this central banker—can appreciate the
importance of maintaining a broad framework of stability and ap-
propriate financial disciplines to sustain that progress. What is at
issue for some countries is their ability to achieve and maintain
vigorous internal growth at a time of high unemployment and
ample resources as external stimulus fades away, as it must if
international equilibrium is to be restored. The appreciation of
their currencies and the strong deflationary influences of low oil
and other commodity prices would appear to offer a prime opportu-
nity for reconciling those goals of domestic growth and stability.

PROGRESS IN COUNTRIES SOUTH OF OUR BORDER

Four years after the international debt problem broke into our
collective consciousness in 1982, when Mexico abruptly lost access
to international credit markets, that threat to our mutual prosperi-
ty remains. The renewed difficulties of the oil producing countries
today should not, however, obscure the progress that has been
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made. Collectively, the heavily indebted countries of Latin America
and elsewhere have made an enormous effort to adjust their exter-
nal accounts; in fact in 1984 and 1985 they were in rough current
account balance, in contrast to an aggregate deficit of about $50
billion in 1982,

To be sure, that effort for a time was accompanied by sharply
lower imports, recession, and lower standards of living as they
brought their spending more in line with their internal resources.
But it is also true that many of those countries are again growing,
In some cases with vigor, as is the case with the largest single
debtor, Brazil. Helped by the reduction in world interest rates, ex-
ternal interest burdens have been reduced appreciably in some
countries relative to exports or other measures of capacity to pay.
A number of Latin American countries have also made striking
progress in dealing with ingrained inflation for the first time in
many years, in the process gaining political support. There has
been considerable, if uneven, progress toward liberalizing their eco-
nomic structures in ways that should encourage more growth and
productivity over time.

In the midst of this progress, the sharp decline in oil prices over
the past 6 months has had an enormous adverse impact on the oil-
exporting heavily indebted countries—Venezuela, Nigeria, Ecua-
dor, and Mexico. At current oil prices, for instance, Mexico would
lose about one-third of its 1985 exports, perhaps as much as 15 per-
cent of its Government revenues, and the equivalent of some 5 per-
cent of its GNP. Inevitably, that situation poses a new and severe
challenge for Mexico—a challenge that will require strong new ef-
forts to make the necessary economic adjustments and to improve
the structure of their economy. There is no large cushion of exter-
nal reserves to buffer the shock. Consequently, a large amount of
financial resources will have to be marshalled from abroad to help
ease the transition, to maintain continuity in debt service, and to
provide a solid base for renewed growth.

That combination of adjustment, structural change, and appro-
priate financing is, indeed, the essence of the approach announced
by the Mexican Government earlier this week. In cooperation with
the IMF and the World Bank, Mexico is undertaking a wide range
of efforts to deal with both its short and longer range economic
problems. To my mind, their efforts, in the midst of crisis to move
toward a more open, competitive economy, are particularly encour-
aging. They have joined GATT, import restrictions are being ra-
tionalized and liberalized, a good many state-owned enterprises are
being made available for sale—or, if too inefficient, shut down—
subsidies are being reduced and eliminated, and procedures for ap-
proving foreign investment eased. If carried through effectively,
those measures promise to work toward fundamental improvement
in the efficiency, competitiveness, and creditworthiness of the
Mexicﬁn economy, thereby enhancing prospects for longer term
growth.

Today, that country is in recession. But the program clearly con-
templates economic recovery in 1987 and 1988. Certainly, sizable
amounts of financing from abroad will be required to support that
effort. About half of that can be committed by the IMF, the World
Bank, and the Inter-American Development Bank. But Mexico is
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calling upon commercial banks, with so much already at stake, to
play a large role as well.

In assessing that situation, I would note that the Mexican expo-
sure of commercial banks appears not to have increased for some
18 months. Indeed, there has been little net new lending to Latin
America as a whole over the past year.

Taking the entire period since mid-1982, the exposure of Ameri-
can banks to the heavily indebted countries of Latin America rela-
tive to their capital has declined appreciably. That ratic fell from
about 120 percent of the capital of lending banks to less than 75
percent at the end of last year, a decline of 38 percent. No doubt,
there has been a further reduction by now.

Those exposures, in relative terms, are actually considerably less
than in 1977 when the data were first collected. For some time, the
pace of lending has, in fact, been well below that contemplated by
Secretary Baker when he set out a framework for a growth-orient-
ed approach toward the international debt problem at the IMF
meetings last autumn.

That initiative—essentially contemplating a combination of
strong adjustment efforts and structural reform by the indebted
countries with reasonably assured financing by international insti-
tutions and private banks—is now being tested. It is being tested in
difficult circumstances not foreseen at the time—the sharp break
in oil prices. But the basic community of interests among borrow-
ers and lenders—and the world at large—in a coherent, cooperative
approach is as strong as ever.

The debtor countries themselves have an enormous stake in
maintaining their creditworthiness and in seeking solutions in the
framework of open, competifive markets. We all have a strong in-
terest in international financial order——all the more when there
are other points of strain in the banking system. And, of course,
relationships beyond the purely economic are at stake, for the
United States most of all.

BENEFITS OF OIL PRICE DECLINE

The challenge is large, but with cooperation, also manageable.
Indeed, the same oil price decline that has undermined the budget-
ary and trading position of Mexico and other large oil exporters
has relieved the pressure on those importing oil. Interest rates
have declined. A number of horrowing countries will require sig-
nificantly less, rather than more, financing than was contemplated
1 year ago. Given the enormous progress made in adjusting exter-
nal positions, most of the borrowers can look toward more balanced
expansion in their imports and exports as they grow—among other
things, providing renewed opportunities for American exportiers.

But I must also emphasize one essential ingredient for success
beyond the capacity of the indebted countries to manage. Only a
stable, growing world economy, with markets open to the develop-
ing world, can provide an environment conducive to economic ex-
pansion, more normal interest rates, and orderly debt service by
the borrowers. That ingredient is plainly the responsibility of the
industrialized world alone. It is one of the reasons why we must
collectively deal with the obvious imbalances among us.
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These larger issues were the background against which the Fed-
eral Reserve has conducted monetary policy in 1986 and reviewed
its objectives for growth in money and credit this year and next.
The results of the review by the Federal Open Market Committee
[FOMC] of target ranges for money and credit for 1986 and tenta-
tive ranges for 1987 were discussed in the Humphrey-Hawkins
report published and sent to the committee at the end of last week.
That report also sets out projections for real activity and prices of
FOMC members and Reserve bank presidents.

As indicated in the report, the posture of monetary policy re-
mained broadly accommodative over the past 6 months, The dis-
count rate has been reduced in three steps this year by 1% percent,
in part responding to and in part facilitating declines in short-term
interest rates of similar magnitude. Long-term irterest rates also
moved lower, extending the sharper drops in the second half of last
year. The general structure of interest rates is now as low as at
any time since 1977. .

The reductions in interest rates in 1985 and 1986 have clearly
helped support the more interest-sensitive sectors of the economy,
reflected in part in the highest level of housing starts since the late
1970’s. The declines have also helped ease the debt servicing costs
of businesses, farmers, developing countries, and the U.S. Govern-
ment itself.

On the other side of the ledger, as interest rates have declined,
the rate of growth in debt has remained at disturbingly high levels,
although there are at least faint signs of a slackening in the rate of
debt creation after a burst around the turn of the year. The de-
clines in interest rates also clearly helped induce the general
public to increase its holdings of its most liquid assets, including
demand deposits and NOW accounts included in the narrow meas-
ure of the money supply, M1. That reaction was undoubtedly am-
plified by the fact that interest is paid on NOW accounts, which
are now the favored form in which transaction balances are held
by individuals. With interest rate spreads currently quite narrow
between NOW accounts and other liquid assets, those accounts no
doubt have served increasingly as a repository for liquid savings as
well as for money held for transactions purposes.

Similarly, there are some indications of a greater willingness of
businesses to hold demand deposits at a time of lower interest
rates, partly because, with interest rates down, a larger balance is
necessary to compensgate banks for a given amount of services. To
some extent, an environment of more stable prices may also be en-
couraging larger money holdings.

GROWTH QF M1

None of that was predictable with any precision, and the rate of
growth in M1, which ran at almost 13 percent over the first half of
the year, was far above the FOMC's target range. Action to re-
strain that growth within the target range--which would have re-
quired reducing the provision of reserves and a significant increase
in pressures on bank reserve positions—was not deemed desirable
in the light of other important considerations.
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One of those considerations was that growth in the broader
measures of money—M2 and M3—remained well within their re-
spective target ranges of 6 to 9 percent, ending the second quarter
close to their midpoints. That and other evidence suggested that
much of the growth of M1 reflected a shifting of the composition of
liquid assets rather than excessive, and potentially highly inflation-
ary, money creation. That judgment was, of course, reinforced by
the moderate rate of growth for the economy overall, the absence
of indications of a strong acceleration as the year progressed, evi-
dence of greater stability in prices of manufactured goods, and de-
clining commodity prices.

In looking ahead, the Committee decided to retain the existing
ranges of 6 to 9 percent for M2 and M3 this year. The range of 3 to
8 percent set for M1 early in the year was not recalibrated because
of the uncertainties as to the behavior of that aggregate at present.
Certainly the inflationary potential of excessive money growth re-
mains a matter of concern. But in current circumstances, the Com-
mittee decided that the significance of changes in M1 could only be
judged in the context of movements in the broader aggregates, and
against the background of movements in interest rates and the
economy generally. Taking account of those factors, growth in
excess of the target established at the start of the year will be ac-
ceptable.

In circumstances of greater economic, price, and interest rate
stability, more predictable relationships between M1 and the econo-
my may reemerge over time, although the trend of M1 velocity—
the ratio between GNP and M1— will likely be different than earli-
er in the postwar period. However, a firm conclusion concerning
the nature and stability of future velocity characteristics may take
years of experience in the new institutional and economic setting.
For the time being, in locking to next year, the Committee set out
a highly tentative range of M1 growth of 3 to 8 percent on the as-
sumption that velocity changes will be within the range of most
postwar experience. However, that judgment—and indeed the
weight to be given any M1 range for 1987—will be carefully re-
viewed at the start of next year.

The tentative 1987 ranges for M2 and M3 were lowered by one-
half percentage point to 5% to 8% percent. That modest reduction,
congistent with the long-term objective of achieving a rate of mone-
tary growth compatible with price stability, is judged to be entirely
compatible with a somewhat greater rate of economic growth next
year, provided that growth is not accompanied by a marked in-
crease in inflationary pressures.

The actual price statistics for some months have, of course, re-
flected the precipitous drop in the price of oil, and consumer prices
have dropped slightly this year. But equally clearly, the price of oil
will not continue falling so fast, and at some point could well rise
again. More predictably, the large depreciation of the dollar will
bring in its wake an increase in import prices of manufactured
goods. That impact has been moderated so far by the narrowing of
the earlier wide profit margins of many of those exporting to us
and by the availability of imports from developing countries, few of
which have had any appreciable appreciation of their currencies
vis-a-vis the dollar.
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The rate of increase in costs of housing and of many services,
which account for a large proportion of the economy, has deceler-
ated little if at all in recent years. With demand strong, measured
productivity gains limited, and compensation increases in service
occupations continuing to average 4% percent or more, those areas
i:ontlinue to lend a chronic inflationary bias to the general price
evel,

Those underlying forces are reflected in the projection of FOMC
members and Reserve bank presidents that the overall inflation
rate is likely to be somewhat higher next year. That prospect un-
derscores the need for vigilance in the conduct of monetary policy.
We want to assure maintenance of the remarkable progress toward
stability as the economy grows more strongly and as a large
amount of resources are shifted back to manufacturing industries
as our trade bhalance improves. Without such assurance, there
would be no firm basis for expecting the level of interest rates to
remain for long at lower levels or to decline further.

EMPHASIS ON STRONGER TRADE BALANCE

In looking toward growth in the 3 to 3% percent range next
year, considerable emphasis was placed by committee members on
the potential contribution to that growth of a stronger trade bal-
ance. As [ emphasized earlier, that shift, if it is to take place in the
context of sustained and stronger world growth, will require appro-
priately complementary policies here and abroad. Significant
progress toward dealing with our own budget deficit seems to me a
key ingredient in that overall policy mix.

The timing of another important domestic policy instrument—
discount rate cuts—has been influenced by international financial
and exchange rate considerations. A substantial realinement of the
excessively strong dollar exchange rate has been a necessary and
constructive part of achieving the necessary adjustment in external
trade. But there are clear dangers in placing excessive weight on
that approach.

History demonstrates all too clearly that a kind of self-reinforc-
ing cascading depreciation of a nation’s currency, undermining con-
fidence and carrying values below equilibrium levels, is not in that
nation’s interest or that of its trading partners. Among other
things, such a movement of the dollar now could transmit strong
inflationary pressures to the United States and inhibit the free
flow of capital from abroad at reasonable interest rates. Moreover,
other countries would find it more difficult to sustain their forward
momentum,

In the light of all these considerations, the discount rate reduc-
tions in March and April were timed to coincide with similar
changes by one or more other key countries, minimizing any
impact on the exchange markets and consistent with the desirabil-
ity of some reduction in interest rates in the industrialized world
generally.

Experience over the first half of 1986 underscored the difficul-
ty—I would say the impossibility—of conducting monetary policy
in current circumstances according to one or two simple, preset cri-
teria. For instance, the rapid growth of debt and M1 clearly bear
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watching because of the potential for aggravating the vulnerability
of the financial structure to adversity and because of the inflation-
ary potential. However, the weight of the evidence strongly sug-
gestg that M1 alone during this period of economic and institution-
al transition is not today a reliable measure of future price pres-
sures—or indeed a good short-term leading indicator of business ac-
tivity. The more restrained performance of the broader aggregates,
as well as the performance of the economy and prices themselves,
point in a different direction.

At the same time, pressures on the oil industry, agriculture, and
parts of manufacturing and the more general disinflationary proc-
ess are reflected in strains on some depository institutions. Those
strains emphasize the importance of dealing with factors more di-
rectly under the control of lenders themselves: excessive leveraging
of borrowers and loose credit standards. A broad array of approach-
es by the supervisory and regulatory authorities has been neces-
sary to deal with the particular points of pressure in a manner con-
sistent with the stability of the entire fabric of financial institu-
tions and markets.

LEGISLATIVE DIRECTION IN THE FINANCIAL SYSTEM

The present situation certainly makes all the more pointed the
need to provide a stronger sense of legislative direction about the
evolution of the financial system over time. There are also urgent
specific pieces of legislation before you to permit the FDIC and the
Federal Reserve to facilitate interstate acquisitions of failed or fail-
ing banks and to supplement the resources of the FSLIC.

The difficulties of some financial institutions are one specific ex-
ample of economic problems that cannot be effectively dealt with
by monetary policy alone. It is indeed a strength of monetary
policy that it can respond flexibly to changing circumstances. But
it is equally true that that single, broad-brush policy instrument
cannot, at one and the same time, be called upon to stimulate the
economy, protect the dollar, restrain excessive debt creation, and
shift resources away from consumption and back into investment,
manufacturing and exports—as desirable and important as all
those goals may be.

Events of recent years have also heavily underscored how cum-
bersome fiscal policy can be, and the difficulties of achieving politi-
cal consensus on such matters as tax reform and the appropriate
legislative framework for financial institutions. On an internation-
al scale, achieving consensus on appropriate action can be still
more difficult.

We have nonetheless come a long way toward restoring growth
and stability in this decade. But my sense is that all that progress
is in growing jeopardy unless we act—we in the United States, we
in the industrialized world, and we in the world as a whole—in mu-
tually supportive ways.

The main directions of that effort seem to me clear enough. The
Gramm-Rudman-Hollings legislation is an expression of the sense
of urgency surrounding our budgetary effort in the United States.
The rest of the industrial world needs to achieve and maintain a
momentum of home-grown expansion. With strong national and
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international leadership—and with the cooperation of private and
public lenders—a constructive resolution of the economic crisis in
Mexico can point the way to a wider resolution of the debt problem
in a context of growth.

Hard as it may be to carry through on those efforts, that is what
needs to be done if the imbalances in the economy are to be effec-
tively addressed. Then we will have a really solid hase for sustain-
ing the momentum of growth and the progress toward stability in
the years ahead. Certainly, the Federal Reserve will play its part
in that effort.

[The complete prepared statement follows:]
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I appreciate the opportunity to report once again an
the conduct of mongtary policy. 1 would first like te place
that matter in the larger context of the performance of the
United States and the world economy.

As you know, there have been marked contrasts in the
econowic performance of different sectors and regions of this
cauntry. Consﬁm;tlcn has been strongly maintained, and there
have been large increases in employment in the broad service
sector. Housing is being built at a high rate. But industrial
activity and business investment, which had leveled off last
year, have declined over the last six months, and the agricultural
and energy industries are under strong pressure. As a consequence
activity in some areas of the country has advanced rathar strongly.
while severe adjustments are taking place in the energy and
agricultural belts,

The net result 1s that the overall sconomic growth rate
in the United States moderated to about 3 percent through 13853

and early 1986, and apparently slackened further in the second

&2
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quarter of this year, Morsover, growth in other major
industrialized countries remained slower than in the U.S,
during 1985 apd the early part of this year.

Throughout this period, sizable increases in employment
have continued in this country; the unemployment rate has
remained generally at a little owver 7 percent and, relative
to the size of the workipg age population, more people are
employed than ever before recorded, In EBurope, unemployment
has also remained relacively steady, DUt ar much higher levels.

After more than three years of economic expansion,
the process of disinflation has centinued, reinforced for
the time heing by sharply lower prices of oil, by far the
most important commadity., With industrial prices steady,
the average lavel of wholesale prices has been declining
here, and even faster in key countries abroad whose currencias
have been sharply appreciating relative to the dollar,

Interest rates here and abroad have also declined appreciably.

-3=
reflecting both the sense of progress against inflation and
the fact that growth has been proceeding well within capacity
restraints,

The large decline in U.S. interest rates and the
sharply higher stock market over the past year suggest the
cost of capital has declined. The fall in eil prices has
ttelped bolster the rezl income af cansumers. Mesnwhile,
the substantial depreciation of the dollar has placed our
industry in a decidedly better competitive position vis-a-vis
other industrial countries. As many have suggested, these
underlying forces should help sBustain an economic expansion
that has already lasted longer than most.

But I would be remiss in failing to emphasize much
less satisfactory aspects of the U.S. and world economic
aituation, There can be no evading the fact that some funda-
mental economic adjustments must be made within our economy

in thes months and years abead.
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The clear challenge is to find the ways and means to
work through those adjustments in a context of sustained growth
while alse consalidating and retaining the progress toward price
stability. The conguct of U.S. mopetary policy iz obviously
relevant to that process. But that single policy instrument
cannot itself provide the answer, Complementary approaches
in the fiscal, trade and other policies of this country, and
in the approaches of other countries, will be required as well.
The hard fact is that, while the need for complementary actions
to achieve the necessary adjustments in the United States and
werld economy seems to be more widely recognized, progress in
coordinating action toward those aims has been limited.
DGisequilibrium Eit the Industrial World
Some obvious imbalances have developed in the eccnomies
of the industrialized world. That is evident most of all
in the encrmous deficit in our external trade and current
accounts, and in the counterpart surpluses of a few other

countries. Unless dealt with effectively and constructively,

—5-
growing market and political pressures will, sooner or later,
inevitably have much more disturbing consequences.

The problem fizrst clearly emerged some time agoe, The
powerful thrust of the strong 0.5, economic expansion in 1983
and 1564 had spilled cut abroad in the form of sharply rising
imports, aided and abetted by the exceptional strength of the
dollar internationally. There were, for awhile, benefites on all
sides. At a time of slack demand at home, exports to us helped
Europe and Japan to restore and maintain their growth., The
United States also absorbed a dispreportipnate share of the
necessary external adjustment efforts by the heavily indebted
countries of Latin America, Those countries have sharply
curtailed their imports since 1982, and they have become
more competitive in markets for manufactursd goods.

At the game time, the United States began to he the
recipient of a growing flow of capital from abroad. That

inflow, which pushed the dollar so high in the exchange markets
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until early 1985, had the practical effect of relieving potential
pressures on our inteznal financial markets even in the face

of the massive and growing federal deficit, <Consequently,

private investmant and construction could expand., At the same
time, the competitive pressure from imports encouraged strong
cost-cutting and productivity effarts in the industrial sector.
That has been one powerful factor accounting for the near stability
of prices of manufagtured goods over the past year or more.

We cannot, however, build a lasting foundaticn for
sustained growth and stability on massive international dis-
eguilibrium -~ huge and rising trade deficits in the United States
and counterpart surpluses abroad, Nor can we count on satisfying
indefinitely so much of our own needs for capital by drawing so
heavily on the savings generated elsewhere in the world -- savings
that have been so freely available in part only because internal
growth in Europe and Japan has been vrelatively slow.

Today the imbalances and strains are clearly showing.

The forward momentum of our economy has been sustained almost

.
entirely by consumer epending and housing construction, both
of which have been accompanled by unsustalnably heavy borrowing.
Savings meanwhile have remained at a relatively low level, even by
past 0,5. standards. For more than a year, industrial preductlon
in the United States has not grown appreclably, and there has been
aome decline in 1986, The pace of business investment has slackene

Some of the relative weakness in industrial output

and investment over the past six months can be attributed to
temporary factors and to developments peculiar to the United
states. PFor instance, some investment orders were spesded up
late last year in anticipation of tax reform, and the debate
on the nature of that reform has apparently led to some deferral
of erdering this year. The boom in spending for gomputers hag
subsided and commerclal constructicon, in response to large and
growing vacancies of office space, is predictably declining.
Probably much more important in recent months have been very

sharp catbacks in domeatic oil explcration and inveatment,

G2
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driving ehezgy producing states into recession=like conditions
and affecting production of steel and equipment @#lsewhere as well

But a large part of the difficulty stems Lrom khe
continuing imbalances in the worid economy. On the average,
growth rates in major Euvcpean economies and Japan were about
3/4 percent less than the reduced growth path of the United States
during 1985 and the first guarter c¢f 1986. However, the more
disturbing contrast lies in the source of that growth.

In the United States, the rate of growth in domestic
demand, while sjowing in the third year of expansion, continued
to average about 3-3/4 percent through that period. Domestic
demand growth in the industrialized countries of Evrope and
Japan was significantly less -- about 2-1/2 percent. 1In the
early part of this year, when their exports slackened, those
countries grew not at all.

The plain implication is that our overall GNP growth
vate was reduced by continuing deterioration in our trade

and current account balances., With our current account

-9-

deficit reaching a record $135 billien annual rate in the

first quarter of this year, industrial producticn and investment

were Testyained. WMeanwhile, foreign surpluses continued to

build through much of the pericd, and as their exports have

slowed, internal demand has not yet, in most of those countries,

picked up the slack.

Prospects for investment and for manufacturing activity

in the United States are heavily dependent ¢n an improved trade

outlook. The sharp decline in the dollar since 1ts peak in early

1985 ahould help set the stage for such an improvement. There

i5 evidence that U.S5. producers find themselves in a stronger

competitive position. Hewever, the deterioration in actual trade

in manufactured goods has slowed little.

The decline in the dollar is both relatively recent and

from a very high level so the absence of a stronger respanse in

trade sc far is not entirely surprising. What is of concern is

that the domestic markets of our major industrial competitors

have remained so sluggish, raising & question as to the buoyancy

of the markets for our exports and of their own growth prospects.

=
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You are well aware that the present imbalance among

industrial countries is reflected in strong protectiocnist

pressures in the United States, Yet, as the President has

so strongly emphasized, to abandon cur tradition of relatively

open markets would surely be to invite an unravelling of the

international trading order. We would then have less trade and

more inflation. With that, prospects for sustained growth both

here and abroad would clearly be placed in jeopardy.

I know of the complaints about "unfair”™ trading practices

of other countries. We need to deal with them energetically.

But I also know the clear lesson of experience is that a

protectionist retreat by the United States, the world's leading

ecconomi¢ power, would invite recrimination and escalation.,

Certainly., the most effective and promising avenue for dealing

with the trade complaints on all sides will he 1n the planned

round of multilateral trade negotiations rather than in a tit-

for-tat process of mutual retaliation

11~

Moreover, I believe it is demonstrable that, as a matter
of relative importance, much more fundamental imbalances in the
world ecornomy than unfair trading practices are responsible for
the present pattern of trade deficits and surpluses. Those
underlying imbalances can only be dealt with by complementary
economic policies, not protectiomism,

CQuite clearly it is in no one's interest -- not the
United States or other countries -- that we seek better balance
in pur external accounts by deliberately gestraining further
our own growth rate. Put it is also true that as things now
stand, stronger domestically generated growth in the United
States will not reduce the international imbalances. Taken
alace, it would aggravate aue trvade deficit further, posing
an gven more difficult adjustment problem later.

As I suggested, the recent exchange rate changes can
help us to escapeé that dilemma -- they should work to improva
our trade position and reduce the surpluses of others. In
fact, faced with a combination of appreciating currencies and

slower growth in overseas markets, exporters in both Japan and
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some European countries are experiencing reduced profits and
more sluggish orders from abroad. However, in the absence of
offsetting internal sources of expansion, those same pressures
could dampen their own prospects for growth,

That is one of several reasons we should niot rely on
exchange rate changes alone to produce the needed international
adjustments in the world economy. Over a number of years, we
in the United States will certainly need to shift more of our
resources into exports, and inte recovering domestic markets
where import penetration has been so high. That, very broadly,
implies relatively more growth in manufacturingy relatively less
growth in services, in governmental spending, or ipn other sectors;
and more savings and lese borrgwing, For some of the rest of tha
world, the opposite shift will need to be at work —-- less relilance
on exports, and more on domestic sources of growth.

Much 8till needs to be done to ease the way for those

adjustments. For one thing, we in the United States are not

—13-

prepared for a really large improwvement in cur trade balance.

Qur financial markets remain dependent on the large capital

inflows from abroad that are a nacessary counterpart of our

trade and current account deficits. Moreover, taken by itself,

depreciation of our currency in an affort to redress the trade

deficit poses a risk of renewed inflation.

Only as ocur huge federal deficit is cut can we comfortably

contemplate less borrowing abroad and provide assurance against

renewed inflation. Put another way, in a growing economy,

reductions in the federal deficit will be necessary to release

the real and financial rescurces nacessary to improve our trading

pesition in a way consistent with rising investment.

In a2 few foreign countries, such as Germany, some signs

of stronger internal growth have appeared ln recent months. But

such signs are far from uniform ameng key countries abroad, and

most projections of their growth for this year have been lowered,

not raised, as$ axports hava slowed.

With rising currencies and fallipg oil prices, some of

those countries aftar years of e¢ffort have now Successfully

8¢
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achieved virtual stability in consumer prices. Morepover,
theitr wholesale prices have declined sharply and are appreciably
lower than a year ago.

All of us -- and certainly this central banker -- can
appreciate the importance of maintaining a broad framework of
stability and appropriate financial disciplines to sustain that
progress. What is at issue for some gountries iS their ahility
to achlieve and maiotain vigorous interpal growtb st a time of
high unemployment and ample resocurces as external stimulus fades
away, as it must if international equilibrium is to be restored,
The appreciation of their currencies and the strony deflationary
influences of low ©il and other commodity prices would appear to
offer a prime cpportunity for reconciling those grals of domestic
growth and stability.

The International Debt Problem

Four years after the international debt problem broke
into our collective consciousness in 1982, when Mexico abruptly

lost access to internaticnal credil markets, that threat to our
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mutual prosperity remains. The renewed difficulties of the

oil producing countries today should not, however, obscure

the progrese that has been made. Collectively. the heavily

indebted countries of L[atin America and elsewhere have made

an enormous effoart to adjust their external accounts;: in fact

in 1984 and 1985 they were in rough current account balance,

in contrast to an aggregate deficit of about $50 billion in 1982,
To be sure, that effort for a time was accompanied by sharp

iower imports, receasion, and lower standards of living as they

brought their spending more in line with their internal resources

But it is alsc true that many of those countries are again growing,

in some cases with vigor, as is the case with the largest single

debtor, Brazil. Helped by the reducticn in world interest rates,

axternal interest burdens have been reduced appreciably in some

countries relative to exports or Gther measures of capacity to

pay. A number of Latin American countries have also made striking

progress in dealing with ingrained inflation for the first time

in many years, in ths process gaining political support. There

has beern considerable, if uneven. progress toward liharalizinen
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their economic structures in ways that should encourage more
growth and productivity over time.

In the midst of this progress, the sharp decline in oil
prices over the past six months has had an enormous adverse impact
or the oll-exporting heavily indebted countries -- Venezuela,
Nigeria., Ecuador and Mexico. At current oil prices, for instance,
Mexico would lose a®out & thired of its 1985 experts, perhaps as
much as 15 percent of its government revenues, and the eguivalent
of some 5 percent of its GNP. Inevitably, that sitvation poses
a new and severe challenge for Mexico -~ a challenge that will
require strong new @fforts to make the necessary economic adjust=

ments and to improve the structure of their economy. There is no

large cushion of external reserves to buffer the Bhock. Conseguently,

a large amount of financial resources will have toc be marshalled
from abroad to help ease the transition, to maintain continuity in
debt service, and to provide a solid base for renewed growth.
That combination of adjustment, structutal change, and
appropriate financing is, indeed, the essence of the approach

announced by the Mexican Government earlier this week. In

-7
cooperation with the IMF and the World Bank, Mexico is under-
taking a wide range of efforts to deal with both its short-
and longer-range ecenomic problems. To my mind, their efforts,
in the midst of crisis to move toward a more open, competitive
economy, are particularly encouraging. They have joined GATT,
impert restrictions are being rationalized and liberalized, a
good many State-owned enterprises are being made available for
gale {or, Lf too inefficient, shut down), subsidies are being
reduced and eliminatad, ané procedures for approving forelign
investment eased, TIf carried through effectively, those measures
promise to work toward fundamental improvement in the efficiency,
competitivensas, and craditwarthinese of the Mexlzcan economy,
thereby enhancing prospects for longer-term growth.

Today, that country is in recessicn. But the program
clearly contemplates economic recovery in 1987 apd 19BB.

Certainly, sizable amounts of financing from abroad will be

0g
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reguired to support that effort., About half of that can be

committed by the IMF, the World Bank, and the I[nter-American

Development Bank. But Mexico is calling upon commercial banks,

with so much already at stake, to play 2 large role as well.

In assessing that situation, I would note that the

Mexican exposure of commercial banks appears not to have increased

for some 18 months. Indeed, there has been littls net new lending

to Latin America as a whola over the past year.

Taking the entire peried since mid-1982, the exposure of

American banks to the heavily indebted countries of Latin America

relative to their capital haa declined appreciably. That ratio

fell from about 120 percent of the capital of lending banks to

less than 75 percent at the end of last year, a decline of 38

percent. MNo doubt, there has been & further reduction by now.

Those exposures, in relative terms, are actually

considerably less than in 1277 when the data were first

roallected, For some time, the pace of lending has, {n fact

-19-

been well below that contemplated by Secretary Baker when he

set aut a framework for a growth-oriented approach toward the

international debt problem at the IMF meetings last autumn.

That initiative -— essentially contemplating a conbination

of strong adjustment efforts and structural reform by the indebted

countries with reasonably assured fimancing by internaticnal

institutions and private banks -- is now being tested, It is

being testad in difficult circumstances not foreseen at the

time -- the sharp break in oil prices, But the basic community
of interests among borrowers and lenders -- and the world at
large -- in a coherent, cooperative approach is as strong as ever,

The debtor countries themselves have an enormous stake

in maintaining their creditworthiness and in seeking solutians

in the framework of open, competitive markets. We all have a

strong interest in interpnational financial order -- all the more

when there are other points of strain in the banking syster. And,

of course, relationships beyond the purely economic are at stake,

for the United States most of all.

18
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The challenge is large, but with cooperaticn, also

manageable, Indeed, the same oil price decline that has under-

mined the budgetary and trading position of Mexice and other Large

oil exporters has relieved the pressure on those importing oil.

Interest tates have declined. A number of borrowing countries

will require significantly less, rather than more, financing

than was contemplated a year ago. Given the enormous progress

mads in adjusting external poeitions, most of the borrowers

can look toward more balanced expansion in their imports and

exports as they grow -- amgng other things, providing renewed

oppertunities for American asporters.

But I must also emphasize one essential ingredient for

success beyond the capacity of the indebted countries to manage,

Only a stable., growing world economy, with markets open to the

developing werid, can provide an envirenment conducive to

economic expansion, more normal interest rates, and orgerly

debt service by the borrowers. That ingredient is plainly the

-21-

responsibility of the industrialized world alene. 1Tt is one

of the reasons Why we must collectively deal with the obviocus

imbalances amang us,

Monetary Policy in_ 19%6

These larger issues were the background against which

the Federal Reserve has conducted monetary policy in 1986 and

reviewed its objectives for growth in money and credit this year

and next. The results of the review by the Federal Upen Market

Committee of target ranges for money and credit for 1386 and

tentative ranges for 1987 were discussed in the Humphrey-Hawking

Report published and sent to the Committee at the and of last

week, That report also sets out projections for real activity

and prices of FOMC members and Reserve Bank presidents.

As indicated in the Report, the posture of monetary

policy remained broadly accommodative over the past six months.

The discount rate nas baen reduced in three steps this year by

1-1/2 percent, in part responding to and in part facilitating

ég

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



-22-

declines in short-term interest rates of similar magnirtude.

Long-term interest rates 2lso moved lower, extending the sharper

drops in the second half of last year. The general structure

of interest rates is now as low as at any time since 1977

The reductions in interest rates in 1385 apnd 1986 have

clearly helped support the more interest-sensitive sectors of

the economy, reflected In part in the highest level of housing

starts since the late 1970s. The declines have also helped

ease the debt servicing costs of businesses, farmers, developing

countries and the U,S, Government itself

On tha other side of the ledger, as interest rates have

declined, the rate of growth in debt has remained at disturbingly

high levels, although there are at least faint siygns of a slackening

in the rate of debt creation after a burst arcund the turn of the

year. The declines in interest rates also clearly helped induce

the general public to increase its holdings of its most liquid

assets, including demand depocits and NOW accounts included in

the narrow measure of the meney supply, Ml. That reacticn

-23-
was undoubtedly amplified by the fact that interest is paid
on NOW accounts, which are now the favored form ip whigh
transaction balances are held by individuals. With interest
rate spreads currently quite narrow between NOW accounts and
other liguid assets, those accounts no doubt have served
increasingly as a repository for liquid savings as well as for
money held for transactions purposes.
Similarly, there are some indications of a greater
willingness of businesses to hold demand deposita at a rime
of lower interest rates, partly because, with interesat rates
down, a larger balance is necessary to compensate banks for a
given amount of services, To some extent, an environment of
more stable prices may alse be encouraging larger money holdings
None of that was predictable with any precision, and the
rate of growth in M1, which ran at almost 13 percent over the
first half of the year, was far above the FUOMC's target tange.

Action to restrain that growth within the target range -- which

E8
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would have required reducing the provision of reserves and a

significant increase in pressures on bank reserve positions --

wag not deemed desirable in the light of other important consider-

ations,

One of those considerations was that growth in the broadec

measures of meney -~ M2 and M3 -~ remained well within their

respective target ranges of 6-9 percent, ending the second guarter

close to their mid-points. That and other evidence suggested

that much of the growth of Ml reflected a shifting of the

compoegition of liguid assets rather than excessive, and potentially

highly inflaticnary, money creation. That judgment was, of coutrse,

teinforced by the moderate rate of growth for the economy overall,

the absence of indications of a strong acceleration as the

year progressed, evidence of greater stabllity in prices of

manufactured goods, and declining commodity prices.

In locking ehead, the Committee decided to retain the

existing ranges of 6-9 percent for M2 and M3 this year, The

—25-
range of 3-8 percent set for M1 early in the year was not
recalibrated because of the uncertainties as to the behavior
of that aggregate at present. Certainly the inflationary
potential of excessive money growth remains a matter of concern,
But in current circumstances, the Committes decided that the
significance of changes in M1 could only be judged in the context
of movements in the broader aggregates, and against the background
of movements in interest ratas and the economy generally. Taking
account of those factors, growth in excess of the target established
at the start of the year will be acceptable.

In circumstances of greater economic, price, and
interest rate stability, more predictable relationships between
Ml and the economy may ¥eeémerge over time, although the trend
of M1 velocity -- the ratio between GNP and Ml -- will likely
be ditferent than earlier in the postwar period, However,
a firm conclusian concerning the natura and stability of future
velocity characteristics may take years of experience in the new

institutional and econemic setting. For the time belng, in

143
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locking to next year, the Committee set out a highly tentative
range of M1l growth of 3-8 percent on the assumption that velocity
changes will be within the range of most postwar experience.
Heowever, that judgment -- and indeed the weight to be given any
Ml range for 1987 -— will be carefully raviewed at the start of
next year.

The tentative 1987 ranges for M2 and M3 were lowered
by one-half percentage peint te 5-1/2 - 8-1/2 percent. That
modest reduction, consistent with the long-term objectiva of
achieving a rate of monetary grewth compatible with price stability,
is judged to be entirely compatible with a somewhat greater
rate of economic growth next year, provided that growth is not
accompanied by a marked increase in inflationary pressures.

The actual price statistics for some months have, of
course, reflected the precipitous drop in the price of oil,
and consumer prices hawve dropped slightly this year. But
egually clearly, the price of oil will not continue falling

so fast, and at some point could well rise again. More

227-

predictably, the large depreciation of the dellar will bring
in its wake an increase in impert priceg of manufactured
goods. That impact has been moderatad so far by the narrowing
of the earlier wide profit margins of many of those exporting
to us and by the avallability of imports from developing countries.,
few of which have had any appreciable appreciation of their
currencies vis-a-vis the dollar.

The rate of increase in costs of housing and of many
sarvices, which account for a large proportion of the economy,
has decelerated little if at all in recent years, With demand
strong, measured productivity gains limited, and compensation
increases in service occupations centinuing to average 4-1/2
percent or more, those areas continue to lend a chronic inflationary
bias to the general price level.

Those underlying forces are reflected in the projection
of FOMC members and Reserve Bapk presidents that the overall
inflation rate is likely to be somewhat higher next year. That

prospect underscores the need for vigilance in the conduct of

qe
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monetary policy. We want to assure maintenance of the

remarkable progress toward stability as the economy grows

more strongly and as a large amount of rescurces are shifted

back to manufacturing industries as our trade balance improves.

Without such assurance, there would be no firm basis for expecting

the leval of interest rates to remain for long at lower levels
or to decline further,

in looking toward growth in the 3-3 1/2 percent range
next year, considerable emphasis was placed by Committee members
on the potential contribution to that growth of a stronger trade
balance. As I emphasized earlier, that shift. if it is to take
place in the context of sustained and stronger world growth,
will reguire appropriately complementary pelicies here and
abroad. Significant progress toward dealing with ocur own
budget deficit seems to me a key ingradient in that overall
policy "mix."

The timing of another important domestic policy

instrument ~- discount rate cuts == has been influenced by

—-39-

international financial and exchange rate considerations.

A substantial realignment of the excessively strong dollar

exchange rate has been a necessary and constructive part of

achieving the necessary adjustment in external trade. But

there are clear dangers in placing excessive weight on that

approach.

History demonstrates all koo clearly that a kind of

self-reinforcing cascading depreciation of a nation's currancy,

undermining confidence and carrying values helow eguilibrium

levels, is not in that naticn's interest or that of its trading

partners, Ameng other things, such a movement of the dollar

now could transmit strong inflationary pressures to the United

States and inhibit the free flow of capital from abroad at

reascnable interest rates. Moreover, other countrieg would

find it more difficult to sustain their forward momentum.

In the light of all these considerations, the discount

rate reductions in March and April were timed to coincide with

similar changes by one or more other key countries, minimizing
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any impact on the exchange markets and consistent with the

desirabiiity of some reduction in interest rates in the

industrialized world generally.

Some Lessons of Recent Experience

Experience over the first half of 1926 underscored the

difficulty -- 1 would say the impossibility -~ of conducting

monatary policy in current circumstances according to one or

two simple, pre-set criteria. For instance, the rapid growth

of debt and Ml clearly bear watching because of the potential

for aggravating the vulmerability of the fimancial structure to

adversity and because of the inflationary potential. However,

the weight of the evidence strongly suggests that M1 alope during

this pericd of economic and institutional transition is not today

a reliable measure of future price pressures (or indeed a gecod

short-term "leading indicatcr™ of business activity). The

more restrained performance of the broader aggregates, as

well as the performance of the economy and prices themselves,

point in a different direction.

-31-

At the same time pressures on the oil industry.,

agriculture, and parts of manufacturing and the more general

disinflationary process are reflected in strains on some

depository institutions, Those strains emphasize the

importance of dealing with factors meore directly under the

control of landers themselves: excessive leveraging of

borrowers and loose credit standards., A broad array of

approaches by the supervisory and regulatory authorities has

been necessary to deal with the particular points of pressure

in a manner consistent with the stabillity of the entire fabric

of financial imstitutlions and markets.

The present situaticon certainly makes all the more

pointed the need to provide a stronger sense of legislative

direction about the evolution of the firancial aystem over

time. There are also urgent specific pieces of legislation

LE
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before you to permit the FDIC and the Federal Reserve to institutions. ©On an international scale, achieving consensus

Facilitate interstate acguisitions of failed or failing on appropriate action can be still more difficult.

banks and to supplement the resources of the FSLIC, We have nonetheless come a long way toward restoring
The difficulties of some financial insgtitutions are growth and stability in this decade. PBut my sense is that

one gpecific example of economic problema that cannot be all that progress is in growing jeopardy unlass we act --

effectively dealt with by monetary poiicy alone. It is we in the United States, we Iin the industrialized world,

indeed a strength of monetary policy that it can respond and we in the world as a whole -- in mutually supportive ways.

flexibly to changing circumstances, But it is egually true The main directions of that affort seam to me clear [~

that that single, broad-brush pelicy instrument cannot, at enough. The Gramm-Rudman-Hollings legislation is an expression

cone and the same time, be called upon to Stimulate the of the sense of urgency surrcunding our budgetary effort in

economy, protect the dollar, réstrain excessive debt creatiocn, the Upited States, The rest of the industrial world needs

and shift respurces awpy from consumption and back into to achieve and maintain a momentum of "home—grown™ expansion.

investment, manufacturing and &xports -- as desirable and With strong national and international leadership -- and with

important ag all those goals may be. the cooperation of private and public lenders -- a constructive
Events of recent years have also heavily underscored resolution of the economic crisis in Mexico cen peint the way

how cumbersome fiscal policy can be, and the difficulties of to a wider resoluticn of the debt problem in a context of

achieving political consensus on such matters as tax reform growth,

and the appropriate legislative framework for financial
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Hard as it may be to carry through on those efforts,

that is what needs to be done if the imbalances in the

economy are to be effectively addressed. Then we will

have a really solid base for sustaining the momentum of

growtn and the progress toward stabilicy in the years anesada,

Certainly, the Federal Reserve will play its part in that

effort.

Awhk
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POSSIBLE LOAN LOSS RESERVE DEDUCTIBILITY

The CHAIRMAN. Thank you, Mr. Chairman.

Mr. Chairman, as I'm sure you are well aware, the House version
of the tax bill would repeal the deduction of contributions to loan
loss reserves by banks. Previously this year you have been opposed
to that provision. I am opposed to it. It makes no sense to me at all,
whatever else we're doing with tax reform, not at a time when we
are constantly talking about safety and soundness and the domestic
as well as international problems of many financial institutions in
this country and talking about encouraging them to increase cap-
ital and loan loss reserves.

Do you still feel that it would not make a great deal of sense to
take away that incentive to increase loan loss reserves for safety
and soundness at this time?

Mr. VoLckier. Yes, I do, Mr. Chairman. I have expressed my
opinion on that earlier to the Senate committee. I think on that
point, and on the somewhat related point of the foreign tax credit
provisions where a long transition is provided for loans to the heav-
ily indebted countries, I think the Senate bill dealt with those
areas in a responsible way, particularly given existing problems to
which you refer.

The CHAIRMAN. I'm sure before we get through with all the ques-
tions you will be asked every facet of your opinions on monetary
policy and the discount rate in particular, so I will not go into that.
I am interested, however, in your feelings on what the uncertain-
ties of our current tax legislation are doing in contributing to the
problems of the economy.

I am not asking for your opinions on various parts of the tax
reform bill, but it seems to me that, since I have been in the
Senate, it has been very difficult for people to make business deci-
sions because we have changed the tax laws so often and it is so
difficult to forecast what Congress is going to do. We have gone
through nearly a year now of hearings in both the House and the
Senate and, at least in my opinion, it has caused a lot of disruption
in the market, not because of what we ultimately may do but be-
cause of the lack of understanding of what we may do and, of
course, the conference will probably continue for several weeks.

Do you feel that getting away from the M’s and the discount
rates and all of that, that merely the uncertainty that Congress is
projecting on tax legislation has a part in the difficulties in the
economy right now?

Mr. VoLcker. Well, you asked a question that is obviously impos-
sible to identify statistically or quantitatively, but I share the feel-
ing that you expressed. In talking with businessmen and others,
you do see evidence that the uncertainty itself has led to some de-
ferral of ordering, simply on the basis that we might as well see
what the shape of the bill is when it comes out in the end before
ordering things that don’t necessarily have to be ordered and put
in place immediately.

So I think it has had an effect. Whether there is also an effect, or
the extent to which there is an additional effect, from the stand-
point of both bills to different degrees removing some investment
incentives is also impossible to identify. But I agree with you that
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the uncertainty alone appears to have led to some deferral and has
probably been an identifiable influence on the rather weak order-
ing figures that we had for investment over the past 4, 5, or 6
months.

The CHAIRMAN. It's interesting in the time I've been in the
Senate I've never seen such a steamroller or train brushing every
obstacle aside without regard to some of the merits or demerits of
the bill itself.

One thing that I think has been overlooked that I've heard sever-
al people comment on is the fact that doing away with so-called
loopholes or preferences potentially occurs on January 1, 1987, but
the lower rates don’t occur until July, and that has not been widely
discussed. In fact, a lot of people may not understand that that is
the case, precipitating considerably higher taxes for a lot of people
and businesses next year.

Do you also feel that that possibly has an impact on the economy
and the perceptions of what is taking place?

Mr. VoLckeR. Perhaps less so, because I take the view that a re-
duction in the deficit is important in achieving a better-balanced
economy. Those transitional revenue increases, 1 suppose, would
call for——

The CHAlRMAN. Well, but we're not using them. Senator Dole
suggested that at the beginning and was immediately jumped on by
everybody arguing that we don't play that game, don’t take that
$22 billion and use it as a credit.

CREDITS FROM TAX REFORM

Mr. VoLcker. Well, I understand the argument about using it as
a credit or not using it as a credit against Gramm-Rudman, but if
it passes that way it's there and will have the effect presumably of
reducing the deficit somewhat in the short run, not in the long
run. It’s a very temporary effect, but I think it does push in the
direction of moving the deficit lower.

Now if you've got sufficient progress on the deficit without count-
ing that, then obviously that could be changed without taking into
account the deficit implications. But that’s a big if, I guess.

The CHAaiRMAN. Well, you and I know, as we've discussed many
times in this committee the importance of perceptions. We play
scoring games with OMB and what we're going to find out is that
neither OMB nor CBO, none of them, the Congress, the President,
are going to be right on their estimates.

Mr. VoLcxer. I think that’s a fair assumption.

The CrHarMaN. That's a very fair assessment. But nevertheless,
it does have an impact if we do not score it. If we don’t show it as a
reduction, I frankly would be more pragmatic and say, look, we
play l-year games at a time anyway, 80 why not take credit for the
$22 billion and help solve our problem because this ridiculousness
of 5-year projections in this body is so absurd that we play the 1-
year game at a time anyway, so why not be honest about it and
take credit for it and worry about the 1988 budget when it comes.

I think we should take a longer look but we never have in the 12
years that I've been here.
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Mr. VorLceer. Well, I think I would get very worried if you took
credit for it and didn’t take the longer look. That, of course, is a
question of presentation. But as I understand it, the implication of
that bill in raising revenues in the first year is that it loses reve-
nues thereafter. That would have to be taken account of too. You
can’t play it one way.

The CHAIRMAN. But at least it is there and it is real compared to
the mirrors and smoke that we are playing with the current budget
resolution and you wait and see, that thing is not going to be $144
billion; that is going to be $10 or §15 billion more than that. We
are playing with a sham in that budget resclution.

Mr. VoLcker. Whether it’s there or not, of course, depends on
how it comes out of the conference committee, too.

The CHAIRMAN. A great deal of interest has focused on the fact
that the Fed pointed to the low level of commodity prices in ex-
plaining the July 10 reduction in the discount rate. Doesn't focus-
ing on the level of commodity prices risk confusing relative prices
with the overall price level?

Mr. VoLcker. Well, I'm glad you raised that question. I saw some
attention directed toward the fact that commodity prices were
mentioned in that announcement, so I went back and looked at a
little history.

And commedity prices, I think, have been mentioned in the last
four out of five announcements of the discount rate change and
were mentioned back in 1979 in one of the first discount rate
changes after I took office. So it’s not exactly a new departure to
take account of commodity prices in those announcements.

But I would answer your question yes and no. Commeodity
prices—as the frequency with which we mentioned them suggests—
is one sensitive indicator of the condition of the economy, and the
world economy, and to some degree price trends more generally.
But certainly commodity prices fluctuate much more than the
basic trend of consumer or wholesale prices and I think you could
be misled by assuming that commodity prices give you the whole
picture in terms of inflationary or deflationary forces in the econo-
my.

COOPERATION OF TRADING PARTNERS

The CHAIRMAN. You have emphasized not only today but in pre-
vious weeks and when the second discount rate cut of the year oc-
curred the need for cooperation by some of our friends and allies,
particularly West Germany and Japan. They appear to be again re-
sisting any reductions.

Can you give us any reasons why they are not willing to attempt
to solve some of the problems in their own economies?

Mr. VoLcKER. Well, I suppose they would see it somewhat differ-
ently than failing to solve the problems in their own economies and
there may be different perspectives. But I think in both of those
countries, in a general way, they have worked hard to achieve sta-
bility in the inflationary sector. In varying degrees, they have had
some optimism about the strength of their economies. In both
cases, monetary aggregates have been rising somewhat faster than
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they had announced or intended early in the year, although the de-
viation is not very large.

And when they look at their internal situations, they reach the
judgment that they reached. It is also true that the economic
growth rate in Europe generally, and in Germany and Japan in the
early part of the year, was not up to expectations. In fact, it was
negative in those two countries. As I indicate in my statement,
there is some early indications anyway of a considerable rebound
in Germany during the current quarter.

The CHAIRMAN. Senator Proxmire,

Senator Proxmire. Mr. Chairman, you have appeared before this
committee testifying on this particular subject 14 times in the last
7 years, is that about right?

Mr. Vorcker. I don't know; 7 years, twice a year, that must
make 14 times.

CONTROL OF INFLATION

Senator PROXMIRE. Well, that’s the way I count. At any rate, it
seems to me that there’s been somewhat less emphasis by you than
usual on inflation. And as I tried to point out in my opening re-
marks, we have deficits now that have gone on for 5 years at an
enormous rate. In spite of Senator Mattingly’s statement, the fact
is the 1986 deficit is going to be the biggest ever. The first year
Gramm-Rudman is in effect, obviously that's not deing much about
it. In my judgment, we’ll have another $200 billion deficit in 1987
in all likelihood.

Furthermore, the money supply is increasing more rapidly than I
can ever remember it increasing. The decline in the value of the
dollar and the likely end of the oil price drop, which you cite as a
matter of fact in your statement, will have an inflationary effect.
Have you really stopped worrying about inflation?

Mr. Vorcker. I never stop worrying about inflation. I think
when you stop worrying about inflation is when you get it. It had
better be a constant worry.

Senator ProxmirRe. Well, I'm glad to hear you say that, but when
I look at your monetary policies it seems to me that there’s less
concern and, of course, in the short run the situation looks terrific.
Here we have a situation where we have an excess of labor still.
We have high unemployment, as you said, a big increase in jobs.
We have 8.4 million people out of work. We have a surfeit of oil, a
surfeit of food. We have all kinds of reasons to argue that inflation
is under control.

On the other hand, we have that monetary component—and as
you know better than anybody in the world, the fact is that infla-
tion is too much money chasing too few goods, there's no question
about it, and we may be moving in that direction.

Mr. VoLcker. Well, I think it’s legitimate to raise concern about
that and we look at it all the time. I expressed some concern in my
statement, but you have to take it in the context of what else is
going on in the economy at the moment. [ suppose I want to look
at that increase in the money supply pretty closely from that point
of view and make whatever judgment seems appropriate. But
looked at in a kind of medium-term perspective, it is that continu-
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ing pressure of the budget deficit. When we get through this period
where we are immensely favored in inflationary terms by the oil
price decline, when we look to the adjustment that we have to
make in our external position, when we look to the consequences of
a depreciating dollar down the road, there obviously are reasons to
be concerned that the inflationary rate could speed up once again.
And I think the best single piece of protection that we can have
against that, in a kind of structural way, is to work to reduce the
budgetary deficit and the demands that that places upon financial
markets and the economy, as the trade situation gets better.

In fact, I would argue more fundamentally that the chances of
the trade deficit getting better—and the chances of us dealing in
that context with financial market problems—are not very good
unless the budgetary deficit is reduced more or less in line with the
reduction in the trade deficit.

INCREASED DEBT IN ALL SECTORS

Senator PROXMIRE. Now you properly are concerned and express
your concern very strongly about too little savings and too much
debt and the debt is particularly conspicuous. We have the highest
personal debt ever. We have the highest corporate debt ever. We
have the highest Federal debt, heaven knows, ever. As a matter of
fact, corporate debt is even bigger than the Federal debt. Our sav-
ings are at an all-time low in relationship to income.

And yet the policy now of lower interest rates which all of us
would like for many reasons tend to go in exactly the wrong direc-
tion as far as this is concerned.

Mr. VOLCKER. | agree with that.

Senator ProxMIRE. They discourage savings. They encourage
debt. The one element that’s keeping growth in the economy now is
increased housing—increased government too, but increased hous-
ing.

Mr. VoLckER. Increased consumption, too.

Senator Proxmire, Well, increased consumption expressed in
housing starts primarily.

Mr. VorckER. Not just in housing starts. Consumption is pretty
strong across the board.

Senator ProxmIRe. And that's because interest rates are low. So
that we're following policies it seems to me that are going to con-
tinue to aggravate the situation, increase corporate, Federal, and
personal debt, and discourage savings.

Mr. VOLCKER. It is one of those dilemmas that we face right now
and it is a perfect illustration how monetary policy can’t solve ev-
erything at the same time.

If you simply look at the factors that you were looking at, then I
think the implication would be one thing. If you look at it in the
context of total economic performance and other problems in the
United States and around the world, you reach a different conclu-
sion. And we have to balance those off.

Senator PROXMIRE. Now let me look at it from a different stand-
point right away and meet myself coming the other way, but I
think it's an immediate question for all of us.
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Suppose the economy continues to slow further and we stagger
along at a l-percent or close to 1-percent level of growth or maybe
even less, and we follow your prescription of reducing the deficit
and somehow Gramm-Rudman comes out right and we do in fact
cut spending.

Won't that have a direct predictable adverse effect on economic
growth? Won't that tend to push us into a recession? It seems to
me that we're in a position that’s extraordinarily difficult now for
that reason.

Mr. Vorcker. I think the answer to that question—and what I
try to say maybe too opaquely in my statement—is that the impli-
cations of that kind of a situation depend very much on what kind
of a world economy we're living in. If we’re living in an economy
where we have a good economic expansion going in the rest of the
world, I think that kind of a situation will be reflected in a rather
pronounced and important change in our trade balance, which
would be the best thing that could happen for us in terms of restor-
ing a basic equilibrium in the world economy.

Senator ProxMIRE. That's a nice dream but we're not living in
that kind of world and we probably won’t be.

Mr. VoLcker. Well, I'm not s0 sure about that. We can’t solve all
these problems by curselves and there are very mixed indications
abroad. But the indications are mixed and obviously there’s always
the opportunity for policy actions abroad.

But given a starting point of a $135 billion deficit in our current
account and the importance of that in terms of progress in our
manufacturing industry and in our investment, I simply do not
think you can deal with, and project with any reasonability, the
performance of our economy and the various risks that are in-
volved without considering what kind of world environment we're
living in. And that is the world we're living in.

DIFFERENCES IN TWO STATEMENTS

Senator Proxmire. Now you gave us two statements. One state-
ment we got 24 hours in advance. The other statement we got just
before we came in. And you made some interesting changes in
them, particularly on page 31. On page 31 you made a statement in
your original text that you deleted. You said:

There i8 no escape from the fact that straing on depository institutions are not
simply a possible threat for the future but a present reality.

And you deleted that.

And further down you made one other deletion. You said:

Developments under control of the lenders themselves, even abused by some fed-
erally insured and protected depository institutions of their responsibility to employ
their funds prudently free of conflicts of interest.

Was that deletion made at the request of the Treasury?

Mr. Vorcker. No. I read it last night and I wanted to make sure
that I had it in the proper perspective. The phrase that I took out
was about “even abuse of the regponsibility to lend funds prudently
by federally insured depository institutions.” We certainly see that,
but I think it's relatively few institutions. I was afraid that state-
ment was a little out of context. It was entirely at my own initia-
tive in rereading the statement last night.

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



46

Senator Proxmire. Well, what did you have in mind by that?

Mr. Vorcker. I'll give you two prime examples of what I had in
mind—what went on in the States of Ohio and Maryland, and I
think we are not entirely free of those same kinds of symptoms,
particularly in some areas in the savings and loan industry.

Senator ProxMIRE. Now over the last 12 months the money
supply as measured by M1 has grown by 12.8 percent, well in
excess of the Fed’s targets. That explosion in money growth is
sometimes blamed on financial deregulation and lower interest
rates. That is, as interest rates come down people shift their money
from short-term liquid investments into NOW accounts. However,
the demand deposit component of M1 has grown by nearly 10 per-
cent over the last year. Of course, demand deposits pay zero inter-
est,

As a result, why wouldn't it be just as accurate to conclude that
the explosion in money growth is due to the Fed's decision to
supply more money rather than an increase in the public demand
for money?

Mr. VoLcker. Well, it’s always a chicken and an egg. You have
supply and demand, and we certainly satisfied the demand. That is
the sense in which our policy was accommodative. We satisfied
that increase in demand that took place as interest rates declined
based on the considerations 1 discussed in my statement. And you
can say that the money supply would not have increased so much
if we had been more restrictive in the provision of reserves. I agree
with that. But we chose to be less restrictive in the overall context
in which we were operating.

THIRD WORLD DERBT

Senator ProxmIRE. Now Senator Bradley has proposed a far-
reaching alternative to the Baker plan for Third World debt relief,
as I'm sure you know. Senator Bradley calls for a substantial write-
down and rate reductions in the Third World debt on the part of
U.S. banks. He argues that's the only way these debt-ridden coun-
tries are going to get back on their feet and resume normal eco-
nomic growth,

What's your reaction to the Bradley proposal?

Mr. Vorcker. Well, I'm obviously concerned about the same set
of circumstances, broadly, that Senator Bradley is concerned with,
and his approach in some of its elements is directly on point with
the approach we have been taking. In the element of interest rate
subsidies and writedowns, it obviously differs.

I do believe that that approach would be counterproductive, look-
ing over a period of time in terms of restoring these countries to
creditworthiness into the marketplace.

I would alse point out that if you take the case of Mexico, for
instance, and lock at the relief that they would get in actual cash
terms for their external position, from his plan it wouldn’t be
encugh. Reducing the interest rates by 3 percent on bank debt in
the case of Mexico would produce something under $2 billion a
year. That's significantly less money than the banks are being
asked to provide in the program that the Mexicans announced this
week. Moreover, under a Bradley-type plan, it would be unreason-
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able to expect banks to lend additional money and he didn’t call for
that. So in that sense, I don’t think it would work.

I think his kind of approach would necessarily lead to a quick
generalization. However much he might want to shape it case by
case, the politics simply wouldn’t permit that.

Senator ProxmMiRE. My time is up, Mr. Chairman.

The CHarMAN. Senator D’ Amato.

TRADE IMBALANCES

Senator D’AMATO. Thank you, Mr. Chairman.

Chairman Volcker, in your remarks that you prepared for the
committee today, the second set of remarks received only this
morning, you allude to the problems we are experiencing due to
our trade imbalances. My question is, looking at the history, look-
ing at our efforts to reduce the value of the dollar, and the limited
success, if any success, in bringing that balance of payments down,
how realistic do you believe it is that our trading partners will
change their policies without any legislative action or other execu-
tive action?

Mr. VoLcker. Well, you're talking about trade policies, a trading
practices question rather than the size of an imbalance. They're
not unrelated. But I think the best chance of addressing those prob-
lems does lie in multilateral trade negotiations. I know that’s a dif-
ficult, anguishing process, but we shouldn't forget they have com-
plaints about us, too.

Senator D’AmATo. The Japanese should complain about us?

Mr. VoLCKER. | think——

Senator D’AmaTo. They steal our patents, intellectual property
rights, systematically are adjudged guilty in the courts, say we're
sorry, pay back penalties, continue the same thing, 1nfr1nge on pat-
ents and then send the products here into the United States. Fur-
ther, those harmed have limited recourse under the current legal
system. At present, ever though your copyright may have been in-
fringed or your patent stolen you must then demonstrate that
there is substantial danger to the particular industry, before dam-
ages can be awarded. Despite the failure of the laws and trade poli-
cies pursued to date we hear, oh, yes, we're going to make changes.
We've been waiting a long time for negotiations or other bilateral
approaches to work. We wait in vain. It seems to me, absent any
legislative action or some very real enforcement of present trade
practices, the policies of the Japanese and others will not change
because they lack any incentive to change.

And then you say, well, our best hope is bilateral—-

Mr. VoLcker. I was not suggesting the situation with respect to
Japan either in policy or results was in balance. It obviously isn't.

Senator D’AmArTo. It isn’t in balance?

Mr. VoLckEr. It's not in balance.

Senator D’Amarto. OK. We agree.

Mr. VoLcker. It clearly is widely out of balance, however you
look at it. The question is how you best approach this problem in
some of the very areas that you're talking about in copyrights and
patents and so forth. It may be—and I don’t want to get too deeply
into an area that’s outside my expertise—the kind of area that the
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best prospect for getting results is when you can bring a world con-
sensus 0 bear on the problem.

Senator D’AMAT0. Let me suggest that, absent possibly some
strong legislation or other actions requiring reciprocity, the trade
imbalance will continue unabated.

Mr. VoLckEr. Well, we do have laws and they ought to be en-
forced. 1 don’t disagree with that. But you asked me where the em-
phasis should be at this point. I don’t think we have exhausted all
the other routes and as a matter of emphasis I think that’s where
it should be.

But let me not leave this questiorn without reiterating something
1 said in the statement, that if one looks at our trade balance—1I
mean the actual quantitative results rather than the kinds of
things that you're talking about that are important in their own
right—I don’t think there’s any doubt that our total trade imbal-
ance is more a matter of inconsistencies, lack of complementarity,
imbalances in other policies. The contribution that trading prac-
tices themselves can make are not insignificant, but they don’t ac-
count for a $135 billion trade deficit or anything like it.

AREA OF INTEREST RATES

Senator D’AMaTo. Let me shift if I might, Chairman Volcker, to
one other area, and that is the area of the interest rates and how
you determine real and artificial rate cuts.

A hindsight question. The last cut it was a reduction of one-half
of 1 percent. Now let me ask you, if you were to have perceived
that the economic growth would have come in at the 1.2-percent
level, might you have opted to make that cut in the discount rate
an additional one-half percent?

Mr. VoLcker. Well, we always debate those things. That figure
was not terribly surprising and I don't want to overly emphasize
one quarter’s figure. While announcing 1.1 percent in the second
quarter, the Commerce Department revised the first quarter
upward by almost 1 percent. That second quarter figure was heavi-
ly influenced by two always volatile factors—inventories and the
trade situation. These components are purely estimates, almost
guesses at this point, because the Department doesn’t have the
data for the whole quarter. And what data they have is subject to
revision.

WORSENING TRADE BALANCE

The reduction was in those two volatile items, where final de-
mands were pretty well maintained during the quarter. One of
those areas where the number was so adverse—the trade area—is
an illustration of the underlying problem. That is an area that's
been getting worse quarter after quarter by and large. It is an area
that explains in very large degree the sluggishness of manufactur-
ing business, the sluggishness of business investment.

So in that sense, I think that quarter’s figure was very sympto-
matic of the underlying problem of the economy.

Senator D’AMaTr0. Do you see anything on the horizon that
would give you reason for hope that the future will be any differ-

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



49

ent than that which we have experienced in the past 6 months
with regard to trade inbalances?

Mr. VorLckzr. We do have a big change in exchange rates vis-a-
vis our industrial competitors and you would certainly expect that
to have an effect but that takes time. That effect works all the
more slowly if you don't have a buoyant world economy. So again
to deal with your question, I think it is a question of what is the
buoyancy of the rest of the world economy. If that's going to be
very sluggish, it’s going to be a tough process to see our trade bal-
ance improve, and particularly to see it improve in the context of
world growth and prosperity. We don't want to see the trade bal-
ance improve in the midst of a recession here and abroad. We want
to see it improve in the context of growth. And that depends on the
strength of economic activity elsewhere in the world. That is our
market.

Senator D’AMmarto. Mr. Chairman, I am particularly pleased with
the candor in which you address the questions on trade and trade
policy because I couldn’t agree with you more as it relates to the
total problem in terms of economic growth, or more precisely, the
recent lack of growth.

Having said that, I believe it is incumbent on this Congress to
demonstrate more than its concern, but also put forth for debate
and possible legislative enactment proposals that will deal with the
kinds of practices that are totally unfair, that are predatory, that
in some cases involve actual larceny. Recent judicial rulings that
fail to redress the wrongs suffered by American manufacturers
from the actions of our “trading partners” must be addressed by
this Congress. Thieves must not escape with impugnity. The actual
taking of people’s property rights that they've invested millions
and millions of dollars in, is not an offense that will not be de-
terred by paying, in many cases, only a relatively small fine. And
that’s what’s been taking place and many Americans have been
losing their jobs as a result.

I think it's time to say, because I see a lack of determination of
this administration to deal with some of these difficult problems
and say to so-called friends, “We're going to insist that there be
fair trade, free trade has got to work both ways,” and I don’t be-
lieve that the American people have been dealt with fairly by
many of our trading partners.

I would like to conclude with one other observation and that
would be, Chairman Volcker, that I do believe, given the sluggish-
ness of the economy at the very least, and given the trade problems
that you have touched on, that I do think that a further discount
rate reduction is needed to stimulate the economy. And I know
that more than just this Senator will be anxiously watching the ac-
tions of the Fed and I hope they act sooner rather than later. I
don’t want to see the situation deteriorate more, nor do I suggest
that a further interest reduction in and of itself is going to cure the
problem. 1 think it might ease the situation for some and stimulate
some economic growth.

I thank the Chairman for sharing his thoughts with us in as
candid a manner as I've ever heard you express them. Thank you.

The CHAIRMAN. Senator Riegle.
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Senator RiecLE. Chairman Volcker, in your statement on page 6
and in fact in all your remarks, you speak of massive international
disequilibrium and your concern about it. A little further down you
talk about imbalances and clearly showing strains,

WORLD ECONOMIC INTERDEFENDENCE

It seems to me, as I listened carefully to what you said, and the
emphasis you gave it orally, as well as reading it beforehand, that
it is your view that world economic interdependence has really
grown dramatically in say the last 10 years for a lot of reasons. Is
that a fair judgment?

Mr. VorLcker. Well, 1 think it's been growing for a long time and
it’s certainly reached a high level and never before has the trade
balance and changes in the trade balance loomed so large in terms
of our own domestic performance.

Senator RieGLE. Well, as a measure of that, the latest estimates
of the trade balance that I've seen indicate that it may be up in the
range of $165 billion. I'm just talking about the merchandise trade
deficit. The current account deficit might be in the range of $135
billion. The $135 billion figure is what’s taken us up to the No. 1
debtor nation in the world, and in a way it means that we go
deeper in debt to the rest of the world about $1 billion every 2%
days. I don’t think the public is yet accustomed to thinking in
those terms because it's a dramatic change in circumstance.

Mr. VoLcker. I think your arithmetic is correct, unfortunately.

Senator RiggLE. I find to be a worrisome reality the meaning of
that fact, having gone from a creditor nation consistently every
year from 1914 until about 1% year ago, to now having gone to the
top of the debtor nation list and adding to it to the tune of $1 bhil-
lion every 2% days.

Now I got the clear sense from what you're saying now that the
nature and the mix of these problems is such that we can’t solve
them by ourselves even if we take the right policy steps. In other
words, we've got to coordinate those right policy steps particularly
our Western allies. Is that right?

Mr. Vorcker. Coordinate in the sense of broadly complementary
policies, yes.

Senator RiecLE. Now I know you feel strongly about that. You've
said so and that's been your pattern of action. We've had two dis-
count rate cuts this year that were coordinated but the most recent
one was not, and that really sticks out to me. I want to understand
why the Fed, given the need for that kind of international coordi-
nation would have gone ahead with the last discount rate cut with-
out our allies coming along with us.

Mr. VoLCKER. Let me make a general point first of all. I think
the kind of broad coordination or complementary action that I'm
talking about doesn’t require close coordination or precise timing of
every discount rate or monetary policy change. I think the issue is
broader than that.

But we obviousiy arrived at the judgment, with this last discount
rate change, that, given conditions in the economy and indeed
given conditions in the exchange markets, a cut of one-half percent
was appropriate and not likely to be unduly disturbing internation-
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ally in the context of events at that particular time. That was a
judgment reached on the basis, in part, that while the dollar has
been generally declining this year, it's been declining at a slower
rate of speed, and in the last few months by and large has not been
declining in the same one-way direction that it was earlier.

Senator RIEGLE. Did we ask the Germans and the Japanese to
come along with us?

Mr. Vorcker. Well, they were aware of our intentions anyway.

Senator RiEGLE. Well, I'm sure they might have been, but I'm
asking a more direct question than that. I want to understand
whether we're running into a difference of opinion internationally.

In other words, did we urge them to match that cut or to move
at the same time or not?

ROOM FOR SEPARATE JUDGMENTS

Mr. VoLcker. Well, 1 don’t think 1 want to go into great detail.
There are different judgments on these things. As I say, I don’t
think we should expect that they will move precisely the same day
or the next day every time we move, or vice versa. But they
reached a judgment clearly that whether or not we moved they
didn't want to move this time,

Senator RiecLE. Well, let me ask then this question. Does that
mean that we still have the flexibility to maybe move again with-
out them? Could we take another discount rate step if they are not
willing to do so?

Mr. VorLcker. Sure. I think that’s implicit in everything I've said.
We did it this time. It depends upon the setting. I don’t think we're
frozen into making every move precisely when others are ready nor
are they frozen into making moves precisely when we think it's ap-
propriate.

Senator RiecLE. Well, if we can continue to make discount rate
cuts now and not coordinate them—and I'm reading between the
lines that we had given them signals that we hoped that they
might come along with us—that leaves the impression that we in
effect can move on an uncoordinated basis, that we can go ahead
and lower the discount rate once, twice, maybe other times, with-
01}111: them, and the whole rest of your testimony argues against
that.

Mr. VoLcker. Well, I think I would make a distinction. Certainly
much of my testimony argues and emphasizes that policy and de-
velopments need to be broadly complementary. There’s no doubt
about that.

But what’s important, for instance, is that we get a fair amount
of growth abroad in their own interest and the interest of the rest
of the world. That may or may not require easier monetary poli-
cies. They have the question of fiscal policy. Growth may develop
without further policy actions.

What's important is that the growth be there, and that is a ques-
tion different from a much more technical and limited question as
to how or whether or in what circumstances it’s important, in a
very narrow sense, to coordinate a particular discount rate or other
changes. Sometimes that’s very important in my mind. Other times
it may not be.
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Senator RieGLE. Well, I want to get to the growth issue because I
agree with you that that’s critical and I think we need to discuss
that at some additional length. What I'm concerned about now is
that if we are so dependent on foreign capital to finance these huge
budget deficits and trade deficits that we have, if we continue to
‘make unilateral drops in the discount rate and bring down our own
interest rates, and the other countries don’t follow, what guarantee
is there that we can continue to attract all this foreign capital that
we're hooked on?

Mr. Vorcker. Clearly, that is one of the risks that one has to
take into account. The risk of excessive reaction in the exchange
markets. The risk of—which is the same thing—losing the willing-
ness to invest as eagerly in the United States. And that is why
some coordination of these moves at some times is very important.

Senator RiecrLE. Well, 1 gather, though, that that's not a great
co}xl'xcern of yours at the moment, that we may be reaching the point
where——

Mr. VoLckeR. It is a continuing concern. The degree of concern
waxes and wanes depending upon other circumstances.

Senator RIEGLE. Well, I guess that’s what I'm getting at. I'd like
to get a sense for the level of your concern in that area and I just
have to tell you that my own concern is high and it relates precise-
ly to the growth issue. Most of the economists today feel that the
Western growth rate has to be about 3 percent if we're going to
maintain stability and not have the Third World countries slip into
a deeper adverse situation. I gather you agree with that.

Mr. VOLCEER. As a broad judgment, yes.

Senator RieGLE. If we look at the picture currently, you men-
tioned that there is some pickup in Germany in the second quarter.
You did not say anything about Japan. I assume that we’re not
seeing the same thing in Japan.

IMPROVEMENT IN GERMAN ECONOMY

Mr. VoLcker. I do not see it to the same degree certainly. I'm
not right on top of it, but I think the signs are rather clear in Ger-
many. I don’t see them so clearly elsewhere.

Senator RIEGLE. So the German pickup in the second quarter is
something of an improvement, but do you see it on a broader base
in the Western economies or not?

Mr. VoLcker. I would point out, too, in looking at that improve-
ment in Germany in the second quarter, that they had a decline.
We're talking about a 1.1-percent increase at an annual rate in the
gross national product in the United States, according to a prelimi-
nary estimate right now. Germany had a decline of 6.5 percent in
gross national product in the first quarter, following a decline in
the fourth quarter of last year.

Senator RIEGLE. That's right. But I'm saying——

Mr. VoLcker. So they are getting a rebound from that decline
quite clearly.

Senator RieGLE. I guess what I'm concerned about here, is that
we're in a very ticklish situation in the sense that we don’t have a
lot of maneuvering room left unilaterally. It seems to me if we're
going to lower the discount rate much more, we're going to have to
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hl;av% a coordinated response from that. Now do you disagree with
that?

Mr. VoLcker. We haven’t got a lot of maneuvering room, in a
broader sense and sometimes in the narrower sense, on the dis-
count rate. But that depends upon particular circumstances at the
time.

Senator RiecrLe. I want to draw attention also to one other
change in your testimony that was submitted yesterday versus the
version today. In your text yesterday on page 4 on this very sub-
ject, you start with a sentence that says, “A major fauitline runs
through the economies of the industrialized world” and then you
go on to discuss this problem in terms of how we work out these
imbalances.

I noticed that you chose not to go with that language today and
it seems to be softened. It seems to me we do have a major fault-
line running through here in terms of some structural disequilibri-
um we're going to have to manage our way out of. Isn’t that really
what you're saying?

Mr. VorLcker. That is what [ am trying to say. We have a struc-
tural disequilibrium and we have to work our way out of it. I decid-
ed that word was overly cute when I looked at it and might be
taken out of context. It did not really convey what I wanted to
corfgvey, that this is something that we can repair. It didn’t pass the
wife test.

WITHDRAWAL OF INTERNATIONAL LENDERS

Senator RiEGLE. Can international lenders withdraw their money
as a practical matter? Some people say that even if the foreigners
who are loaning all this capital wanted to get out they really have
no place to go. I don’t tend to buy that thinking.

Mr. Vorcker. Well, there is a logic to that thinking in the sense
that for the United States as a whole, we are going to import cap-
ital because we must depend upon the current account deficit.
You've got to pay for it.

Senator RIEGLE. Right.

Mr. VoLcger. And the only way we can avoid importing capital
is to reduce the current account deficit.

Senator RiEGLE. Right.

Mr. VorLcker. But the terms and conditions upon which you
borrow that money can change. If people are trying to get out—
let's say at current interest rates and exchange rates—what would
happen is that interest rates would go up and the exchange rate
would go down. And that may not be what the doctor ordered in
terms of a healthy U.S. economy. It is, in that sense, that we are in
jeopardy.

Senator RiEGLE. Yes, but I'm saying from their vantage point,
are they able to withdraw and put their money elsewhere? If for-
eigners want to-——

Mr. Vorcker. Only individuals are. Individual investors are
always free to do that. On balance, if they do it—if somebody does
it—we've got to replace that with somebody else’s money and that
i3 where the issue arises of what do you have to pay to do it.
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Senator RIEGLE. Exactly. And that’s what could produce higher
interest rates.

Mr. Vorcker. That is what could produce higher interest rates.
And, on balance, they can’t get out. Parts of that whole sum can
get out, but then it would have to be replaced by other parts and
the question is at what interest rate and what exchange rate would
that happen?

Senator RieGLE. My time is up.

The CHAIRMAN. Senator Heinz.

Senator Heinz. Mr. Chairman, thank you very much.

Chairman Volcker, first I noted that you did something that I, in
my recollection, hadn’t seen you do for quite a while and that is
you delivered your entire 34-page statement. Obviously, you attach
a lot of weight to what you have told us today and I do, too. I think
it's a very comprehensive statement, probably as good as or maybe
even better than any you've ever given and you maintain a very
high standard.

GNP RATE

On page 26 of your testimony you make the following statement
in part,
We want to ensure maintenance of the remarkable progress toward stability as

the economy grows more strongly and as a large amount of resources are shifted
back to manufacturing industries as our trade imbalance improves.

So in your estimation, you're saying things should get better.

Then you go on to say,

In looking toward growth in the 3- to 3.5-percent range next year, considerable
emphasis was placed by Committee members on the potential contribution to that
growth of a stronger trade balance.

Senator D’Amato explored with you te a certain extent what
might or might not happen there; however, I've got a different
question for you.

Would you consider growth, if it didn’t come in at 3 to 3.5 per-
cent, but averaged approximately 2.5 percent—which is, in fact,
what it has averaged for the first half of this year—would you con-
sider that strong growth?

Mr. Vorcker. I would not consider 2.5 percent strong growth, no.

Senator HEinz. Mr, Chairman, I would agree with you.

Now you have expressed concern several times in recent months
about the possible negative effect on the value of the dollar if there
was unilateral U.S. action taken by the United States. I assume
you're referring to unilateral cuts in the discount rate. You have
also said this may trigger a free fall that if we cut the discount
rate and interest rates too precipitously and that that would limit
the U.S. ability to attract the capital necessary to finance our cur-
rent account deficit.

Now obviously if a rapid devaluation of the dollar did, in fact,
limit our ability to do that, that could be a problem. But in cutting
the discount rate as you did a few weeks ago, the dollar has only
marginally fallen. The price of gold has remained relatively stable.
It went up a little bit in dollar denominated terms.
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POSSIBLE LOWER INTEREST RATES

My question to you is: Doesn't the absence of panic or the ab-
sence of any instability in currency markets in the wake of your
action—which was unilateral—indicate that those markets are ca-
pable of coping with U.S. policy changes, additional ones of that
kind, and that further steps to lower high real interest rates can be
undertaken if appropriate conditions exist in the U.S. economy?

Mr. VoLckER. It all depends upon what the surrounding circum-
stances are. When that change was made, I didn’t anticipate it
would have a major effect upon the variables you mentioned. Al-
though the dollar has gone down since then, it’s gone down partly
because of the weaker economic news itself, which is one consider-
ation and an important consideration that affects exchange market
behavior. So other factors are at work here. It all depends upon the
surrounding circumstances.

Senator HEinz. Well, my followup question is, don’t you think
that if you did cut the discount rate ancther half a point or a point
and that was followed as it usually is by other cuts in interest rates
in this country, that that would be a sign to the world that the
United States is serious about addressing the weakness of 2.5-per-
cent growth, that it would signal that we anticipated taking the
necessary steps to have a stronger economy, and that view of the
U.S. determination to have a stronger economy in fact, would cause
our currency to strengthen or remain stable rather than to
weaken? Isn't that a reasonable point of view?

Mr. VoLcker. I think in some circumstances that could happen.

Senator Heinz. In 1979 or 1980, the Fed quite properly applied
the brakes to an inflationary situation and I don’t criticize the Fed
for doing what they did then. But I think the Fed does deserve
some criticism for not fully appreciating the economic circum-
stances that we were in by the time we got to 1982. We were into a
recession and the Fed maintained the discount rate, as I recollect,
certainly above 10 percent until July 22, 1982. There were no cuts
for the first 6 months and even halfway through the seventh
month of 1982, The economy was really in very difficult shape. 1
think there is no doubt that the Fed misjudged the economic prob-
lems we had and, although obviously this wasn’t your intent, as a
result, we ended up with a recession that was longer and deeper
than we should have had, needed to have, and which still has been
exacting some costs on us.

Now my question to you is this: Isn’t it possible that just as in
1982 the Fed didn’t wake up to the problems early enough that we
are repeating history; and that the Fed is taking too benign and
optimistic a view, is seeing the possibility through rose-colored
glasses when indeed there’s very little assurance that those possi-
bilities are going to be as rosy and optimistic as you think?

Mr. VoLckeR. I'm inclined to say anything is possible, Senator.

Senator Heinz. Well, you can do better than that, Mr. Chairman.

Mr. Vorcker. But I don't want te associate myself with your
Monday morning quarterbacking of 1982.

Senator HeInzZ. It's Wednesday.

Mr. VoLcker. I'm not sure. Anytime the economy deviates from
what you would like to see, it's always easy to say that if you had
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only done something differently at the time maybe it would have
been better.

I don’t know whether if we had eased policy all that much sooner
in 1982 whether we would have had anything like the progress we
have had toward dealing with inflation, anything like the strength
of the recovery we had, anything like the base we now have for
future growth.

Senator HEinz. Chairman Volcker, I understand that. No one
has a perfect model and can predict with certainty what's what.
I'm trying to determine in my own mind and for the record wheth-
er there is a bias that the Fed has had for the last 5 or 6 years that
might have a major impact upon us as we once again seem to have
entered into a period of economic weakness.

FOMC REPORTS INDICATE A STRONGER SECOND HALF

Now let me come down to what I've really been leading up to
with these questions. There have been some recent reports indicat-
ing that at the May 20 Federal Open Market Committee meeting
the Fed actually leaned toward tightening rather than expanding
credit. The reports say that part of its inclination to maintaining
pressure on credit seemed to have stemmed from a staff forecast
that a stronger economic expansion could be expected for the
second half of this year without further prodding from the Fed and
any cut in the discount rate. Now is that correct?

Mr. VoLcker. 1 would have to modify your description of that
meeting a little bit. We did not lean toward tightening. What we
said is we might lean toward tightening depending upon develop-
ments during that period. That is an accurate statement. It wasn’t
much of a leaning, but it said we might. We never did.

Senator HEiNz. Did not the staff forecast a fairly healthy econo-
my in the seccnd half?

Mr. VoLCKER. As that report probably indicated the staff was
projecting increased activity in the second half of the year, along
with about 90 percent of the other economists.

Senator Heinz. Chairman Volcker, that’s what I'd like to focus
on, not the press release, but the staff report, because you rely, as
do many of us, on analytical work done by very competent staff.
But if they are wrong, if they misjudge something, at least—and
you're quite right, you can accuse me of Monday morning quarter-
backing, but I'm not a member of the Federal Reserve Board and
maybe I would and maybe I wouldn’t have been guilty of what 1
have intimated the Fed may have been guilty of in 1982. But in
any event, not to put too fine a point on that, the question is: Why
did the staff think that we were going to have a healthy economy
in the second half of 19867

Mr. VoLcker. Well, let me distinguish between rate of growth
and a healthy economy in terms of the imbalancee in the economy.
I think the staff forecast was outlined in that report, as it often is,
in very general terms. I don’t think, in terms of direction, it dif-
fered much from the garden variety forecast prevalent at the
time—that the trade balance was going to improve; that you were
going to get sustained consumption in the light of the decline in oil
prices, among other things; that interest rates were down, the stock
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market was up. Those factors entered into a judgment that the
economy was more likely to grow more rapidly rather than more
slowly in the second half of the year.

I might say, too, that the responsibility for those judgments lies
with the committee, not with the staff, which presents one point of
view.

Senator HeiNz. I understand that but I would hate to think that
you would simply ignore the analytical work and the data present-
ed by the staff. It clearly has a great influence on your decision-
making process. I don’t think you would deny that.

SITUATION IN MEXICO

Let me just ask you this concluding question. You spent several
pages in your statement singling out and discussing the situation
in Mexico and appropriately so. They are a massive debtor. Their
economy is in desperate straits. And you said that with the restruc-
turing that Mexico has agreed to, Mexico expects to grow in 1987
and 1988 and to permit or complement that growth, it's going to
need new bank loans over and above what it already has.

Mr. VoLckER. Correct.

Senator Heinz. Now if the United States economy should weaken
or, God forbid, go into a recession, what will happen to Mexico's
ability to grow and, for that matter, to service their already back-
breaking debt?

Mr. VoLCKER. It would be impaired. Certainly their ability to
grow would be impaired. Extension of lower interest rates would
cause something of an offset to the financing problem, but I have
no doubt that the American economy in a recession would make
life still more difficult for the Mexicans and for others.

Senator Heinz. More difficult even than now?

Mr. VoLcker. More difficult than now, assuming the price of cil
remains at current levels. Of course, if the price of oil went up, the
Mezxican current position would look quite different.

Senator HEINZ. Well, Chairman Volcker, you've given very good
answers to my questions and the purpose of this line of inquiry has
been to illustrate, I hope, that first, there’s room for fallibility in
economic forecasts, that the consequences of fallibility as we
learned in 1982 and as might be the case as you've just suggested
in the case of Mexico could be, in concrete terms, unusually severe
and world-shaking. I think perhaps among other things, it alsc un-
derscores what you've called for today, which is for other countries
to cooperate with us.

But I've got to tell you that if they don’t cooperate with us, I
regret to say I don’t think you’re going to have many options left. I
think you're going to have to cut and I think you will cut the dis-
count rate—and you don’t have to agree or disagree with that.
Knowing you, you're so cautious and you're so prudent, and what-
ever it 1s you say you N1 fuzz it up. [Laughter]. But nonetheless, 1
think you're going to be forced to do that, with or without help
from our trading partners. I also think that the concerns that have
been expressed about the dollar going into a free fall are rather pro
forma. Speaking for myself, I don’t really think that that would
happen, but you're an imminent economist or practitioner of eco-
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nomics and I'm not going to get into an argument with you about
that, but I thank you for your testimony.

Mr. VoLcker. Let me comment just briefly on your rather sum-
mary statement. I don’t want you to have the impression that
there is some answer to all these problems by reducing the dis-
count rate or easing policy or tightening it, without that move
being part of a particular environment in the world economy.

Our domestic demand, which is what presumably you affect most
directly by monetary policy and discount rate changes, has been
quite strong. That is not the weak area of the economy. Consump-
tion has been doing quite well. Housing is having one of its best
vears on record. You could presumably pump up that part of the
economy for a little while longer and a little more strongly.

But that does not deal with the underlying imbalance that
sooner or later we will have to deal with. It could aggravate it. So
it’s just not a simple either/or question, that if this other thing
doesn’t work we've got another policy instrument. You've got an
inadequate policy instrument.

Senator Heinz, Well, I could agree with you except for one thing.
And that is, that if the United States does further lower its inter-
est rates, other countries will have to do the same and that will
bring about the stimulation of their economies, whether it be
Japan or West Germany.

So I really can’t quite agree with the conclusion you've come to.
It’s good as far as it goes, but it doesn’t go far enough.

Mr. VoLcker. Well, that’s certainly right. There is nothing incon-
sistent about reducing the discount rate and other actions being
taken that help the other problems.

Senator HEINz. It’s a little bit like who goes first, Gaston or Wa-
kanobe. Thank you, Mr. Chairman.

The CHAIRMAN. Senator Sasser.

Senator SasseR. Thank you, Mr. Chairman.

RELATIONSHIP OF BANK AND PRIME RATES

Mr. Chairman, since the beginning of March, the Fed has low-
ered the discount rate three times from 7.5 percent on March 7 to
its current 6-percent level. Now without regard to the advisability
of dropping interest rates much lower—and we won't get into the
merits of that—is there technically a point at which the discount
rate cut is not going to cause banks to respond by lowering their
interest rates? Are we getting close to that point?

Mr. VoLcker. Well, the bank prime rate tends to bear a rough
relationship with short-terma market rates. The discount rate also
bears a relationship typically to short-term market rates although
the relationship can vary. So normally you would expect some rela-
tionship between the two.

I think a lot of bank lending these days is done at unpublished
rates more closely related to market rates and if the market rates
go down, those rates go down. That is the pattern you see on busi-
ness lending.

Now when you're talking about mortgages, they tend to move in
roughly the same direction but that’s a longer term instrument
and has other influences.
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When you're talking about consumer rates, they are very sticky,
particularly some types of consumer credit like credit card rates
which haven’t moved very much at all.

Senator SassEr. They haven’t varied much in the last 5 to 8
years.

Mr. Vorceer. That is correct.

Senator Sassgr. They're still operating as if we had 20-percent
interest rates.

Mr. VoLcker. Well, on credit cards, they tend to be close to 20
percent.

Senator Sasser. Well, at what point, Mr. Chairman, do you think
a further cut in the discount rate would reach a point of diminish-
ing return as far as forcing further cuts in interest rates charged
by banks?

Mr. VorLcker. Charges by banks would tend to follow short-term
rates in the market which tend to get pretty well integrated with
the discount rate. ,

If you're talking about longer term rates—corporate bond rates,
mortgage rates, that kind of thing—there is no necessary correla-
tion and the limiting point in that area would be the minute the
market began thinking that the cuts were clearly inflationary.
Then, you might get a counterproductive action in the long-term
markets with rates going up instead of down.

Senator Sasser. Do you think we might be reaching a point of
diminishing return with regard to cutting the discount rate? Some
economists are saying that you won’t get much of a kick from a
further cut.

Mr. VoLcker. Well, I think that’s sometimes said, not just be-
cause of the technical reaction of bank rates. Some might say that
even if bank rates went down you wouldn’t get much stimulus to
the economy. I'm repeating myself, but I think so much of the mal-
aise—if [ may use that word—in the industrial side of the economy
is related to the trade position. And I don’t think you're going to
see a dramatic change in the economy without some prospects of
improvement on the trade side.

Another big element in the recent picture has been the decline
in oil prices and investment in that area. Production of investment
goods in that area have been cut to shreds—very sharp cutbacks in
the number of rigs at work, the pipes that they take, and the work
ghat goes into the exploration and development side of the oil in-

ustry.

Now maybe a decline in interest rates to some degree moderates
that, but compared to the force of the oil price dropping from $25
to $10, it obviously has a minor impact on that particular industry
which has been quite an important factor in this sluggishness in
business investment.

So you get those kinds of distortions in some areas of the econo-
my which are not going to be very responsive to a decline in inter-
est rates.

Senator Sasser. They're just not going to respond sometimes, I
think, because of the underlying structural problems that we have
in this economy that have not been dealt with.

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



60

LOWER GROWTH RATE IN MANY CATEGORIES

With regard to this much balleyhoo’d—this “remarkable”’—I put
“remarkable” in quotation marks—recovery that we've experi-
enced over the past few years. But when you compare this recovery
to recoveries from recessions over the past 25 years, what we find
in this recovery is the lowest growth rate of real GNP of all four
recoveries in that period, the lowest growth rate of industrial pro-
duction, the lowest growth rate of real after-tax income, the lowest
growth rate of productivity, and the second lowest growth rate of
employment.

Now superimposed on that, Mr. Chairman, we've been hearing
some very disturbing reports about the state of this so-called eco-
nomic recovery. People are beginning to wonder if this recovery is
more public relations in some areas than it is reality.

In the first 6 months of this year, for example, the industrial pro-
duction index dropped by 2.1 percent. That wiped out more than 80
percent of the production gains of 1985. And as of June of this
year, we had more than 22 percent of our industrial capacity stand-
ing idle, more than at any time in the last 2% years, as I'm sure
you know.

Now we are seeing at the same time banks failing at a rate
faster than last year when we set a record of 120 banks failing,
capped by the failure a couple weeks ago of the First National
Bank and Trust of Oklahoma City—which I understand was the
second largest bank failure in the history of the country.

Now, Mr. Chairman, I realize that the Fed can’t do everything,
and perhaps I'm coming reluctantly to the conclusion we expect too
much out of the Fed. But are we in the middle of a sustained eco-
nomic stagnation as opposed to a much balleyhoo'd recovery?
Which is it?

Mr. Vorcker. First of all, let me just reserve the right to go back
and lock at some of those figures on that list that you reeled off
because I am surprised at some of them. I am not surprised about
industrial production. As we have emphasized collectively again
and again this morning, industrial production has not been doing
well over the past 2 years or so.

I might also mention that one of those figures explains the real
income question that you touched upon and that Senator Heinz
touched upon earlier. Productivity has not been doing brilliantly,
to say the least. Overall productivity has been rather restrained for
almost 10 years and that is the key to rising real income. You're
not going to get average real income rising very fast if you don’t
have rising productivity.,

Senator Sasser. Let me interrupt you there and just ask you
this, Mr. Chairman. Did the recession of 1982, which was the deep-
est recession we've had since the Great Depression years of the
1930’s, did that shake out any of our problems of productivity or
are those productivity problems as pronounced as they were prior
to the recession?

Mr. VoLckir. Well, Senator, there’s a certain mystery here to
me—and ] think to many other people—because you do get con-
tinuing reports that manufacturing productivity—if you talk to
businessmen—is improving rapidly. They've done a lot of things to
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improve productivity and actually you see some evidence of that in
the manufacturing sector of the economy.

It is really the rest of the economy—that broad and growing
service area—where the productivity is so poor.

Now having said that, you have real statistical problems in meas-
uring it when you get out in the service area. In these last revi-
sions of GNF hgures, the growth rate was raised largely because
more services, so to speak, and output were found, and that, I pre-
sume, is going to make the productivity figures look a little better.

But in manufacturing you see some signs, and you would see
more signs if you hadn’t had this leveling that we both have been
talking about. In the rest of the economy, no.

MERRILL LYNCH FORECAST OF ECONOMY

Senator Sasser. Well, last week, Merrill Lynch’s chief economist,
from Don Regan’s old firm, predicted that there would be little or
no growth in the second half of this year, much less any accelera-
tion from the slow pace of the first 6 months of this year. This
economist said business spending on new plant and equipment is
likely to be weak over next year and the hoped-for lift to U.S. man-
ufacturing from the dollar’s decline in foreign markets remains
way off.

I would ask you, Mr. Chairman, if you disagree with this econom-
ic forecaster and others who predict that there's not going to be
any growth for the rest of this year and, if you do disagree, princi-
pally why?

Mr. VoLckeR. That does not seem to me a likely outlook for the
various reasons that have been touched upon already. I was look-
ing at my briefing bock last night and I saw a Merrill Lynch fore-
cast that must be a little out of date. It was 2 weeks old. It didn’t
show that. The papers said they've made a big revision in their
forecast, which is perhaps a commentary on the volatility of these
forecasts and one's inability t¢ put tco much weight on any fore-
cast, including our own staff’s forecast.

Senator Sasser. Mr. Chairman, I had an old law school professor
who said one time the reason the dinosaur is extinct is that it
couldn’t turn around fast enough. That's not going to happen to
Merrill Lynch's economist, apparently.

Mr. VoLckeR. That may be go. But this all comes back, I think,
to the basic point I'm trying to make this morning—that these
gquestions about the outlook are really inextricably tied up in this
question of the trade Picture. And once you begin looking at trade,
it's tied up with what’s happening in the rest of the world. So you
really not only have to forecast the United States as best you can,
but also you have to have some sense of what the prospects are in
the rest of the world. And that's a new kind of world for us to be
living in.

Senator Sasser. My time is up but I will just end with this state-
ment. One of my principal concerns is that our economy may be
coming noncompetitive in a world economy, and if we're depending
on world trade to pull us out, it may be a long wait.

Mr. Vorcker. Well, let me just respond to that comment, too. I
think certainly with the change in the exchange rates that we've
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had we're a lot more competitive against our major industrial
country competitors, but you also see some longer term trends that
bear out your concerns. I don’t think you can always repair that by
changes in the exchange rate.

Senator Sasser. No.

Mr. Vorcker. I think we have had some problems in the area of
productivity. But I think that can change and it must change.
When you look ahead in this economy for the next 5, 6, 7 years, it
seems to me you must arrive at the unambiguous conclusion that
our manufacturing industries are going to have to do a lot better
relative to what they have been doing because that’s the only way
we can get the trade balance in to better shape. The only other as-
sumption you can make is that it’s not going to get in better shape
and I just simply do not think that is possible over that kind of
timeframe. What’s at issue is how it gets in to better shape. Does it
get into better shape in the context of a growing economy or do you
have a much more difficult time of unsatisfactory adjustment
effort? But it's going to have to get better sometime. It's got to
start moving in that direction and that means we have to have a
much more competitive—one way or another—manufacturing in-
dustry.

Senator Sasser. Thank you.

The CuairMaN. Senator Gorton.

BUDGET DEFICIT GOALS

Senator GorToN. Mr. Volcker, how important is it to both the
short- and long-range future of our economy that Congress meet
the Gramm-Rudman budget deficit goals for 1987 either at the §144
billion figure or within $10 billion of that figure?

Mr. Vorcker. Well, I think it has been and remains crucially im-
portant that you make very substantial progress in that direction. I
don’t think that depends upon reaching any particular figure. I
would emphasize substantial progress. You have a political target
to be met and you have to have a certain amount of discipline, but
I'm not good enough to answer your question within $10 billion. I
do think substantial progress over time is going to be necessary as
part of correcting this trade situation we have.

Senator GorTON. What would be the likely consequences of an
abject failure to meet those goals or to make strong progress
toward them?

Mr. VoLcker. Well, I think the good news would be—and nobody
can project this—that you go on for another year or go more or less
the way we have been going on, with a trade balance not getting
better, maybe getting worse, but the rest of the economy doing
pretty well. The bad news would be when you run cut of steam on
that approach and part of the threat is not just a protectionist re-
action to the trade imbalance, but economically there’s a loss of
confidence in the prospects in the United States. The capital
doesn’t flow in from abroad so easily, and you've still got to finance
that same budget deficit. You have a mess.

Senator GorToN. Let’s assume that we meet or come very close
to meeting those deficit reduction goals. We will then have in place
a fiscal policy aimed at reducing the deficit decisively. And let's
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assume for the time being no additional substantial stimulus from
monetary policy.

Under those two sets of circumstances, what factors will cause
growth in 1987 to be any larger than it is so far in 1986?

Mr. VoLcker. Without improvement in the trade balance?

Senator GorTon. Pardon?

Mr. VoLckEeR. You're assuming no improvement in the trade bal-
ance?

Senator GorTtoN. No, I'm not making any such assumption. I'm
allowing you to state if we have a deficit reduction fiscal policy and
no additional stimulus from monetary policy, why and under what
circumstances will the economy go?

Mr. VorLcker. Under those circumstances, I would think you've
got a big force in there moving toward lower interest rates. But
your major improvement—again, an improvement that is consist-
ent with the direction we have to go over time-—would be on the
trade side which would feed back into business investment. But 1
think the important stimulating factor would be on the trade side
feeding back into business investment and therefore into manufac-
turing activity generally.

Senator GorToN. Is it your view that at this point we have not
yet seen much, if any, of the impact from previous discount rate
reductions and the rather dramatic drop in the value of the dollar
as respects our international trade deficit?

EFFECTS OF INTEREST RATE REDUCTIONS

Mr. Vorcker. Well, I think you have seen the effects of the sub-
stantial reductions in interest rates that we’ve had for about a year
now, whether or not they are directly tied to changes in the dis-
count rate. I think housing is doing well and parts of consumption
are doing well. So I think you see those effects rather directly. I
don’t think you've necessarily seen all those effecta.

On the trade side, you have not seen it in a pronounced turna-
round in trade flows or even an absolute leveling off so far. I think
you can see evidence of an improved competitive position and at
least maybe scattered evidence of the order situation changing a
bit. There are fewer orders for exporters apparently in Japan and
Germany. There are other factors at work but that’s one factor.
There are reports of more orders by some of our industries that are
heavy in the international area, but it’s still in the beginning turn
around stage in orders and expectations than in actual trade flows.
You do not see it in actual trade flows.

Senator GorToN. Is it your view that the decline in the dollar as
against the yen and the mark has—I can’t say it's run its course—
but a further substantial decline of the value of the dollar against
the yen or the mark would be likely to have more adverse than
positive consequences?

Mr. VoLCKER. Again, it depends. Given the circumstances that
exist, [ think the most important and constructive way that we can
get an improvement in our trade balance—given the substantial
depregiation we've already had—is through expanding markets
abroad.
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Relying entirely upon exchange rate changes certainly does help
our competitive position and in concept will improve the trade bal-
ance and our economy. If nothing else is done, however, it may
weaken the foreign economies. So again, you don’t have the mar-
kets for your goods. It depends upon whether they have other
things going on that help to push their economies forward and
that’s what’s been in some question.

In some European countries and in Japan, as they've faced a
tougher competitive position internationally, there has not been a
thrust of internal growth to replace it. They either have a very
sluggish situation or no growth at all. If we're going to improve our
trade balance and they reduce theirs, they've got to have more in-
ternal growth. It’s just almost arithmetic. And if that’s not there,
there will be a sluggish picture, one that’s not very good for our
exports.

Senator GorToN. On another but related subject, a great deal of
your written and oral testimony relates to the international debt
situation. I think it's appropriate to describe your views on some
nonoil producing countries as relatively positive. Declines in inter-
est rates and growth in productivity and the like has been very
helpful to Brazil.

Mr. VoLcker. Precisely. I think there’s more progress in that
area than is generally realized.

Senator GorToN. But, of course, that's not true with respect to
oil-producing countries, especially the Latin American oil-produc-
ing countries.

RESTRUCTURING DERT OF OIL-PRODUCING COUNTRIES

Mr. VoLcker. Even some of the oil-producing countries—take a
small one like Ecuador—a great deal has been done fo restructure
the economy and to open it up and improve its competitivenss.
They were in the midst of doing that in a rather aggressive way
and then were hit by the oil situation proportionately as much as
Mexico. The numbers, of course are smaller for Ecuador.

Senator GorTON. Focusing on Mexico, is it your view that with-
cut a real increase in il prices over the period of the next 2 or 3
years that its debt is in any way manageable or sustainable with-
out a cut in interest rates or some kind of forgiveness of principal.

Mr. VoLckir. Well, 1 think it could be manageable even under
those circumstances, but it obviously would be a lot easier should
the oil price go up some. I wouldn’t particularly forecast this, but if
the oil price in real terms stayed down, the Mexican economy is
going to have to reorient itself more quickly and more heavily
around nonoil business, and that requires a lot of structural change
consistent with the directions they've announced in the last few
days. They want to go in that direction anyway. But certainly
there is an additional burden upon them. Every time the oil price
goes down by $1, it's another $500 million to Mexico on the minus
side. When it goes up, it’s on the plus side.

Senator GorToN. If you were a private banker—TI'll give you two
examples—either without much investment in Mezxico or with a
large amount of investment in Mexico, would you be willing to
follow up with more now as a result of this IMF agreement?
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Mr. VoLcker. I think that obviously has to depend upon what
you think the prospects are, and that gets back intc some evalua-
tion of their program. But if I had a large exposure to Mexico,
knew that they were very hard hit by the oil situation and trying
to cope with it, and I had a large stake in preserving the stability
of what I've got, I would loek at what is necessary to help Mexico
do what will retain and improve its creditworthiness over time.
And that is the issue.

Senator Gorton. Thank you, Chairman Volcker.

The CHAIRMAN, Senator Sarbanes.

Senator SARBANES. Mr. Chairman, I join with my colleagues in
welcoming you,

I want to diverge for just a moment. I've been chairing some
hearings in the Joint Economic Committee on our statistical base,
our information base, and in the course of those hearings as
they've progressed I think there’s a growing concern that lack of
accurate information may in fact be becoming an increasing im-
pediment to our economic growth and to important policymaking,
both public and private.

LACK OF ADEQUATE DATA FROM AGENCIES

I'm prompted to ask the question by your reference on the GNP
growth figure and the point you made that while the second quar-
ter figures were anemic the first quarter figures have been revised
upward. That reflected that the trade figures in particular are in-
adequate and, of course, that's quite true. What we have is actually
the Customs Bureau still doing it by hand. They don’t even have it
computerized and the Commerce Department now in effect ap-
pends a consumer warning on each monthly package of trade num-
bers that it issues by talking about the carryover rate. In effect,
they say we can’t really vouch for anything that’s in here.

You also have this problem on accounting accurately for the
service sector of the economy. We've not updated those statistics.

How much of a concern do you have about the deterioration of
our ability to collect accurate statistics for the purpose of economie
decisionmaking?

Mr. VoLcker. Well, I have no great expertise in statistical collec-
tion, but I share the view that you infer that the amount of money
and effort spent on dealing with these statistics is not up to the job
currently, given the attention that we give to these figures.

But I also have the feeling—take that service side of the econo-
my—that there’s just inherently very difficult conceptual problems
that suggest that nobody is going to have perfect figures. Take the
housing price figures where the method of collection changed. Both
the old method and the new method had their own kind of purely
statistical imperfections of some size. Depending on the method
used you get a widely different result over the past 3 or 4 years. I
think if the old method were still being used, the consumer price
index would have shown a decline in housing costs over this period.
Using the current method, housing is one of the fastest rising ele-
ments in the Consumer Price Index.

I would conclude from that that some of these problems are
pretty insoluble. We are all tempted to put too much weight on
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these figures. They all should be taken pretty much, in varying de-

grees, with that warning that you noted for the Customs figures—

iziooalxﬁuch reliance on these figures may be dangerous to your
ealth.

I also think that some figures are inherently more reliable than
others and among the more reliable are some of the employment
figures. It’s interesting that they have shown a consistently strong-
et economic picture over the last couple of years than the GNP fig-
ures, and now the GNP figures have been revised upwards. Revi-
sions for last year and the first quarter of this year put the GNP a
little more in line with its historical relationship with the employ-
ment figures.

So we have those problems which I don’t think we can solve com-
pletely. You can deal with them to a degree with more money and
more effort, but I think there are some problems that just lead to a
certain caution in using any of these figures.

The trade figures are a classic case in point. They jump way up
and down month by month and then you find out that the figures
may not even refer to the month that they are reported for.

Senator SARBANES. Recognizing that you have to be careful in
your use of them, at least I would submit that the quality of our
gtatistical data—the quality of it—is the vital factor in making
sound judgments possible. Good statistics will not guarantee geod
policies but they are part of a framework of decisionmaking which
makes good policies more likely.

Mr. VoLckeR. I could hardly disagree with that and I think my
gut feeling is there may have been some slippage. The effort put
into this has not kept up with the increasing complexity of the
economy.

Senator SArBanES. I might note that the Japanese today have a
national statistics law and they have a month-long national cele-
bration in honor of statistics and the theme of that month-long
ig}_eb,fation last year was “Statistics are the Beacon for a Happy

ife.

Mr. Vorcker. Well, we could have a national statistics day.

COMPLEMENTARY ECONOMIC POLICIES

Senator SARBANES. Let me turn to your statement. First of all, T
want to address this point on the coordination of economic policy
among the industrial countries. On page 11 you say, “Those under-
lying imbalances can only be dealt with by complementary econom-
ic policies.”

What are the factors, in your judgment, that have prevented or
precluded the development of complementary economic policies?
Why aren’t the countries able to get together?

Mr. VoLckeEr. Well, one of those areas where I think we need
complementary policies deals with our own budget deficit, and you
are one of the world’'s leading experts on the difficulty of dealing
with cur internal budgetary deficit.

I think clearly other countries have similar difficulties. We used
to think that fiscal policy could be conducted with some flexibility.
I think any hopes on that have been reduced over the years. When
one looks at this in an international context, cne of the things you

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



67

run into ig that there are very firm and fixed long-ran fiscal objec-
tives—budgetary objectives I suppose I should call them rather
than fiscal objectives—in some of these countries. They don't want
to deviate from those very fixed objectives in terms of reducing—or
eliminating—what were once very high budget deficits.

So that’s a clear problem nationally and internationally.

Senator SARBANES. Do you think the effort on the part of the
major industrial countries to coordinate their policies has dimin-
ished? There used to be a time when the meetings of the OECD
were regarded as extremely important.

Major efforts were made to develop a coordinated economic ap-
proach. Now my perception is that Secretary Baker has tried to
revive that, at least to some extent. Would you agree with that?

Mr. Vorcker. Well, I've been watching this process for many
years now and it’s never been easy. It's always fallen far short of
what one considers the ideal. I don’t really think it is all that much
different in recent years than it was earlier. Certainly Secretary
Baker has made some particular procedural proposals which' are
aimed at creating an environment and a kind of discipline that
would produce more substantive results. The first stage is a proce-
dural one and that’s difficult enough, but he's certainly working on
that problem.

Senator SARBANES. Would you say the Treasury under his leader-
ship is showing a greater sensitivity and concern for this coordina-
tion than has previously been the case before he took over?

Mr. Vorcker. Well, I'm not going to make comparisons but he is
certainly concerned with this problem and I think he’s demonstrat-
ed that in the initiatives he’s taken.

Senator SARBANES. Now on the Baker plan for the international
debt situation which you discuss at some length in your statement,
do you think that reasonably assured financing by international in-
stitutions has been given sufficient weight in the Baker approach?

Mr. VoLcker. I think it’s been given sufficient weight in the ap-
proach. Whether it’s been given sufficient weight in practice is an-
other question.

Essentially, since he made that speech in Seoul last year—which
was kind of a codification of what had developed case by case, with
some further emphasis on growth—we have not had a big test case,
s0 to speak. So this is really the first that we have had. There has
been progress in some directions on a more piecemeal basis or with
much smaller countries, but the amounts invoilved are so much
smaller it hasn’t been a real test. So we are going to see whether
we have adequate progress in that direction in the Mexican case.

Senator SArRBANES. Wouldn't it be a positive path to follow to try
to shift some of the Third World debt or the ratios at least of the
Third World debt from the private sector, the private banks, to the
international institutions?

Mr. VOLCKRER. Actually shift the debt, the outstanding debt or
new debt?

Senator SArBaNEsS. Well, shift the ratio which of course could be
done by shifting the new debt.

Mr. VoLcker. Well, as part of this process, I think yes.
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Senator SARBANES. Because you make the point that the private
exposure is diminishing in a number of these countries and if that
happens where are the countries going to find the growth?

Mr. VoLCcKER. As a matter of emphasis, I think that is shifting
and should shift through relative amounts of new debt. I'm not
sure the banks should just walk away from this problem. I think
the%r1 s}lllould be involved. But as a matter of emphasis, yes, 1 agree
with that.

DEALING WITH DETERIORATING FRAMEWORK

Senator SARBANES. And my final question is—and it follows
along the line of questioning of Senator Sasser—earlier this week
the former Chairman of the Council of Economic Advisers, Alan
Greenspan, was quoted in the Washington Post as saying,

We have had all the elements which now should be affecting the American econo-
my in a positive way. The fact that they are not raises some very serious questions
about whether we are looking at the fundamental forces that are driving the econo-

my. It's too early to say we're on the edge of a recession but there is no question
that the underlying framework is deteriorating.

T'd appreciate your comments on that Greenspan quote.

Mr. Voicker. All I can do is repeat, I suppose the theme of much
of what I am saying this morning—that international imbalances
are large and they have been growing. And in that sense the
framework has been deteriorating. It should be of first priority in
terms of our own development of policies here and abroad to deal
with that, in his words, “deteriorating framework.”

Senator SARBANES. Thank you, Mr. Chairman.

The CHAIRMAN. Mr. Chairman, there are some additional ques-
tions that some of the members of the committee wish to ask you
in writing. Senator Proxmire and possibly Senator Riegle have ad-
ditional questions. I do have another meeting that I have to go to,
so I leave you to the tender mercies of Senator Proxmire.

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

Chairman Volcker, I have just a few questions. First, I'd like to
say I couldn’t agree with you more on your concern about our sta-
tistical figures that you and Senator Sarbanes brought out so well.

EMPLOYMENT FIGURES

You referred to our employment figures as being among the
more reliable. We're very proud of our employment figures and
people say they're the best in the world and the most exhaustive.
On the other hand, just last week there was a detailed article in
the New York Times going into considerable lengths in document-
ing the weaknesses of our employment figures.

Mr. Vorcker. Of the employment figures?

Senator PROXMIRE. Yes, indeed, especially the household survey.
The establishment survey is much more reliable,

Mr. VoLckeR. I was thinking particularly of the establishment
survey. They've got some deficiencies also. 'm no expert in these
figures, but my comment was really directed toward the establish-
ment figures.

Senator Proxmire. Of course, one of the problems is that we
count anybody employed who has worked at least an hour in the
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preceding week so that people who are working part time for eco-
nomic reasons are considered employed.

Mr. Vorcker. But you also have hours figures, and some of that
shows up in the hours figures.

Senator Proxmire. Well, to some extent they do. And then we
don't count discouraged workers. If somebody has looked for a job
and looked for a job and can’t find one and stops looking, they're
not considered to be unemployed. In fact, it was estimated by the
experts they interviewed that if our unemployment figures were
accurately kept, they would be about twice as high as shown, as
much as 14 percent instead of 7 percent.

Mr. VorcgeR. On the other hand, unemployment in those terms
is a state of mind. We do have more people employed relative to
the working age population than ever before.

Senator Proxmige. No question about it, and that’s an important
figure. It's something over 60 percent now. It's higher than it's ever

n.

I'd like to ask you about the banking bill introduced by the
chairman of this committee, Senator Garn, 5. 2592. As you know, it
makes a number of major changes in our banking laws. Although
the nonbank bank loophole would be closed, S. 25692 also makes it
far easier for diversified firms to buy and operate savings and loan
associations as a unitary thrift holding company.

Now I'm concerned that the character of the thrift industry
could be profoundly changed over the years if we allowed that to
happen.

Moreover, it will become increasingly more difficult to supervise
thrifts when they come under diversified corporate ownership.

Is that the direction you think we should be going or not?

Mr. VorLcker. You're commenting on the draft bill that I under-
stand is in the process of revision. But I do not think the approach
that earlier bill took toward the thrift industry—or the possibility
of banks buying thrifts and through that avenue acquiring what
powers might be provided by the Home Loan Bank Board—was sat-
1sfactory. With the liberalization of the powers of thrifts to provide
demand deposits and all the rest, it purports to close the nonbank
bank loophele but opens up another loophole that could be larger
and produce a real mixture of commerce and banking.

Senator PROXMIRE. Well, I share that view and I'm very grateful
to you for stating it so clearly and explicitly.

Now because of the lateness of the session, it’s been suggested
the only way to get a banking bill through the Congress is to drop
all controversial items and deal only with essential matters. Some
contend that only two items are really essential—the FSLIC recapi-
talization and the regulators’ bill on the interstate sale of failing
banks.

CLOSING NONBANK BANK LOOPHOLE

To that list, I'd add a third—the closing of the nonbank bank
loophole along the lines of the bill passed by the Senate in 1984.

What are your views on this? How essential is it that Congress
close the nonbank bank loophole this year?
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Mr. VoLcker. Well, I think it's quite essential that the Congress
really resolve this issue. With each year that it doesn’t resolve the
issue, the market obviously does move and the difficulties of press-
ing a congressional view on the direction the banking system
should take gets worse. I think that’s illustrated by the fact that
Senator Garn has made very firm statements in the past about
grandfather dates and that kind of thing but they seem to be up in
the air again.

So I think it's important that we act in this area. I don't see any
inconsistency between acting and going at least a bit beyond what
you describe. This issue of so-called powers has been thrashed out
again and again and I think it’s time to act.

Senator Proxmire. Well, do you agree that that kind of a
stripped-down bill may be the most practical in view of the fact
that we have only a few days left in this Congress?

Mr. VoLcker. Well, that’s a matter of legislative judgment. I
think those items are essential items. Whether it's best to strip
them down or not is a matter of legislative judgment but I think
they are very important.

PROBLEMS WITH THE THRIFTS

Senator Proxmire. Now my next question is, how sick is the
thrift industry? We're getting conflicting opinions on the condition
of thrifts and FSLIC. The Reagan administration has recommended
that FSLIC borrow $10 to $15 billion to liquidate insolvent thrifts.
However, a recent article in the Wall Street Journal argued the ad-
ministration’s plan was woefully inadequate and that at least twice
as much money would be needed. At the same time, the US.
league hag contended that the problem can be solved without any
borrowing.

What are your views on the problem of the FSLIC and the ade-
quacy of the administration program?

Mr. VoLcker. I have not looked at that in great detail. The thrift
industry is currently made up of a great many extremes. A large
number of thrifts that have stuck to their knitting and put good
loans on the books are doing quite well now. With interest rates
down, their margins have improved, even dramatically, and they
are in quite healthy condition. Some of them had gravely weak-
ened capital positions earlier, but in many cases those capital posi-
tions are being recovered.

On the other hand, there are a sizable number of thrifts that
have increasing asset problems arising from less conventional
areas of lending and activity. I think that has become an increas-
ing problem and that's what puts the burden on FSLIC. The
quicker some of those problems can be taken care of, the smaller
the problems will be over a period of time.

It also highlights the supervisory problems that have existed in
that industry. I think Mr. Gray, through enormous difficulties, has
moved quite forceably in this direction, given the problems he has
to cope with. But there has obviously been a lot of room needed for
improvements. So I think that side is relevant as well.
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But some enhancement of the resources of the FSLIC would
enab}e them to take care of some of these problems more expedi-
tiously.

Senator ProxMiRE. Is there any reason to believe that the admin-
istration’s plan on thrifts is inadequate, the $10 to $15 billion?

Mr. VoLckeR. I have no analysis that would suggest that. Obvi-
ously it is an area of estimates here, but it does provide a large
supplement and certainly provides what would appear to be a rea-
sonable sum at present.

OWNERSHIP OF CONSUMER BANKS BY DIVERSIFIED CORPORATIONS

Senator ProxmMire. I have one other question. Those who favor
nonbank bank or a consumer bank concept argue there's nothing
wrong with a bank being owned and operated by a diversified cor-
poration as long as the bank is a separately organized subsidiary
that is examined and superviged by the bank regulatory authori-
ties.

Do you see any potential problem if we open up the opportunities
for owning limited-service banks that only make consumer loans?

Mr. VoLckir. Well, if they only make consumer loans it would
be less of a problem. There's enormous possibilities for a tie-in even
in consumer loans. You see it in the automobile companies where
they choose to provide a competitive edge apparently through sub-
sidized credit rather than through other pricing opportunities. And
somebody who is able to do that—which is an effective marketing
tool-—has an advantage over other competitors. So there are prob-
lems in that area.

More generally, as you say, the concept was put forward that if
these institutions were regulated and supervised like other banks—
if they are insulated from their corporate parent it's OK. Maybe so.
But I think the corporate parent would have limited interest in
running these nonbank banks if they were really insulated from
the rest of their business. Why are they interested in getting them
in the first place?

Senator PRoXMIRE. What about the ability of the regulators to ef-
fectively supervise the thrift if they can’t regulate the corporation
that owns it.

Mr. VoLcker. Well, there are two ways of doing it. One is to su-
pervise the parent, which is neither possible nor feasible. Nobody
wants to extend banking supervision into that area. Or you could
draw a very, very tight line around the banking subsidiary. And as
I said, if you drew that tight a line, I don’t think anybody would be
much interested in buying them. They would then have to buy
them as a bhank, not because they fed into their commercial oper-
ations. You have examples of that historically in the thrift indus-
try and I don’t think there’s anything particularly the matter with
it, if you maintain that distinction. But if you maintain that dis-
tinction, as a practical matter it also involves the supervisors of the
bank to0 make sure that tandem relationships don’t develop be-
tween the bank and its parent.

Senator ProxMire, Senator Riegle.

Senator RiegLE. Mr. Chairman, just as a follow-on to what Sena-
tor Proxmire was asking, the three items that you thought, along
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with Senator Proxmire, are key items in my view as well. They in-
clude getting a banking bill tﬁrough thig year that takes care of
the emergency acquisition authorities which you and other regula-
tors need, taking care of the FSLIC recapitalization, and doing
something on the nonbank bank issue. Are there any cther key
items that have not been mentioned that you think have a suffi-
cient degree of urgency that you would put them into the same cat-
egory as those three?

Mr. Vorcker. You have this whole contested area of what I will
call powers. When you say nonbank bank, if you take the very re-
stricted view of a nonbank bank I would say you have to take care
of nonthrift thrifts, too. It's a parallel problem.

I think those cover a large part of the areas that require early
attention. There are a lot of questions dealing with the insurance
system that I think are very relevant but may be less ripe for deci-
sion. In fact, in my view, many of those are not ripe for decision.

Senator Rigcre. You mean the Federal Deposit Insurance
System?

Mr. Voicker. The Federal Deposit Insurance System, although 1
think there are very important questions that ought to be looked
at. Changes are necessary there, but it’s only a question of timing,
not of relevance to the subject.

Senator RieGLE. Economists are now divided on the economic
outlock. Several members have mentioned forecasts by certain
economists that are quite pessimistic.

Mr. Vorcker. If I might go back to your earlier question in the
area of more emergency areas, I know the FDIC has a strong inter-
est and I think it makes good sense—this transitional bank idea in
hlandling a failed or failing institution. So that might be another
element.

POSSIBLE RECESSION

Senator RIEGLE. All right. I appreciate that elaboration.

As we've been discussing here this morning, economists general-
ly are quite divided on the economic cutlook. You can find people
}:’hati) are very pessimistic and some that are more optimistic and so
orth.

Against that backdrop, we do have all these serious structural
problems which I think you've laid out chapter and verse in your
statement and I think they are very sobering and very worrisome.

And my question is this. As we try to formulate these policies
and try to get the international cooperation and coordination and
so forth, and as we go along here over the next few months, if de-
spite our best efforts, for whatever the reasons—the ocil price goes
too low for economic reasons and stays there or other events—we
begin to slide into a recession in this country and presumably more
broadly, how serious from the point of view of timing, if we were to
find ourselves moving into a recession over the next 6 or 12
months, does that come at a particularly worrisome time in terms
of all these structural problems? Is it something we think we could
pretty much just take a deep breath and deal with, or should we
view that prospect if it were to start to loom as one that would
cause us to say we’d better figure out how to avoid it?

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



73

Mr. VoLcker. Well, it's obviously desirable to avoid it in any
event and it would complicate our problems under any circum-
stances. But I would have to emphasize again that the seriousness
of that situation would depend a great deal upon whether the rest
of the world, at the same time, was moving ahead with some buoy-
ancy, or whether there was also a threat of recession in the rest of
the world. That would greatly aggravate the circumstances and the
difficulties of dealing with it.

That is the thing you don’t want. You don’t want that coordina-
tion—you don’t want a coordinated recession. That's for sure.

Senator RIEGLE. Well, that gets right to my point. If we started
to see ourselves working our way into a recession that was world-
wide and the other Western countries were involved in it as well as
ourselves, what I'm really asking is if this backdrop of structural
problems which have been piling up over a long period of time are
now of such a magnitude and difficulty that this would pose some
exceptional dangers for us.

Mr. VoLcker.Yes, because that problem is aggravated by these
underlying structural problems which is why I emphasize them
and the need to deal with them. That is precisely the point.

Senator RiecLE. Well, I conclude from that in listening to evelt’iv-
thing you’ve said today, every word, that we really need to coordi-
nate these policies, take the tough medicine that we must take as a
nation, and in conjunction with our allies work out a common plan
and carry it out. Ig we don't—if we were to fail in that effort, either
in taking our own steps or working with them to take the steps
that they need to take, and we would go into a worldwide recession
at this point, a particularly dangerous situation. It's something
that ought to be avoided, I gather, pretty much at all costs.

Mr. VoLcker. I think the premium on nonconstructive action is
very high and I would just put a footnote on that. It doesn’t neces-
sarily mean a need for new action in all cases. In some countries
abroad, we may be building up the momentum that’s necessary,
but that’s a rather critical judgment to make.

Se}elnator RiecLE. The evidence by and large isn’t there yet to tell
us that.

Mr. VoLckeRr. The evidence is mixed, I think, to put it neutrally.

Senator RIEGLE. Well, that may be more generous. Maybe it is
mixed. When I look for the bright spots, —

Mr. VoLcker. It is mixed in a technical sense. Canada has a
record quite similar to our own. Their domestic demand has been
expanding quite rapidly but their trade surplus is very high. Their
current account has been deteriorating. They haven't got the big
deficit we have, but it's been deteriorating and they’ve had a pretty
good rate of growth.

Italy currently, for instance, has had quite vigorous growth and a
lot of domestic demand over the past year or so. Other countries,
obviously there are a good many, where you can’t make that state-
ment.

Senator RieGLE. Right. No one quite knows then, just to carry
through this macroeconomic analysis, where we may be headed
here, because of this divided opinion and these high risks that are
there because of all the structural problems. If we actually carry
out the Gramm-Rudman cuts which are more than just a political
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requirement—they are now the law of the land in terms of trying
to hit this $144 billion deficit next year—we're going to come in
this year somewhere over $220 billion in the deficit. That’s the
latest estimate from OMB, as you know. I think it could be maybe
$225. Who knows? But it’s going to be in that range.

REDUCTION OF $76 BILLION IN THE DEFICIT

If we manage to go from $220 this year down to $144 next year,
it seems to me that is a very dramatic reduction in the deficit. To
go down $76 billion at one time, which is what the law now man-
dates us to do, may be precisely what we've been struggling to do
for a long period of time, but it may happen at a fime where for
some kind of cyclical reasons we may want a good part of that defi-
cit reduction or we may not want that much simply because it may
be too much contrary to the softness in the economy. Does that
give you any particular concern?

Mr. VoLckeR. I think it’s obvious—with the current estimated
deficit going up and with growth of the economy somewhat slower
even through the first quarter—that you would have a much
bigger cut than was anticipated. This raises a question from a
purely economic standpoint whether that bigger cut is feasible.

As I said earlier, I'm at least not good enough to tell you down to
the lagt $10 billion where success in this effort rests. I would
simply say, as I've said so many times before, that a very signi-
ficant move in the direction of getting the deficit on a declining
path is what’s called for.

Senator RieGLE. Is it likely to imagine, if we were to do that in
what is a relatively short timeframe. You've got to go from a
spending pattern that’s giving you a $220 billion annual deficit
within literally 1 month’s time as you click inté the new fiscal
year. On the average you've got to a spending pattern that takes
you down to $144 billion if you're going to get this reduction in def-
icit that Gramm-Rudman requires—if you take that much stimulus
out of the economy. If you argue that Government overspending, if
you will, nevertheless stimulates the economy, if you take that
amount of stimulation out that abruptly, is it likely that anything
else in equal amount could materialize to come in and fill that gap
that you would see?

Mr. VoLCKER. I do think we have to take that stimulus—it's got
pluses and minuses—out of the economy over a period of time if
the trade balance is going to improve, but we can’t be unrealistic
about how fast that can take place. What's really important is a
clear sense of direction on both of those fronts which are related
and not just a sense of direction for some trivial amount, but a
sense of direction that reflects some real quantities.

Senator RIEGLE. A significant change in direction.

Mr. Voicker. I don’t know whether that's a good word er not. A
substantial change.

Senator RIEGLE. Substantial or whatever. I mean, it’s got to fun-
damentally change the trend line. You've got to sharply decline
deficits rather than incline deficits.

Just a couple of other areas. In an article in today’s Washington
Post about the latest tentative agreement here between Mexico and
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the IMF on the new loan program, it says that commercial banks
might be called upon to put up $5 or $6 billion in new money over
the next 2 years. It went on to say that the banks are under pres-
sure from Secretary Baker and from yourself to get involved in this
in terms of coming up with the money, and that many were reluc-
tant to do so because they felt that even they would reduce some of
their exposure and they may still feel overexposed and not have
much appetite for that additional lending.

FURTHER LOANS TO MEXICO BY BANKS

My question really is along these lines: Are we intending to put
pressure on the major or even the smaller banks to put money into
Mexico? Are they absolutely free not to do it if they wish? And
also, I'm wondering if we're doing this as a matter of national
policy? Clearly we are. Your whole statement about interdepend-
ence today I think really underscores that.

If we really need as a matter of national policy to extend addi-
tional credit to these countries, why shouldn’t the Government, our
Government, do it directly rather than force the banks either
grudgingly—some maybe willingly and some by gunpoint—to have
to come up with the money when they don't want to? Why run the
risk of impairing the balance sheets of the banks when we've got so
many in trouble anyway? If this is a matter of enormous national
self-interest, why don’t we just face that and do it directly?

Mr. VoLckger. Well, we do do some.

Senator RiEGLE. I'm talking about the increment here, though,
that apparently they're going to do.

Mr. VorLcker. This whole program assumes-—and this is not a
change in policy—some significant lending by the CCC for the pur-
chase of our agricultural crops to Mexico, perhaps the Paris Club
agreement, and other lending by the U.S. Export-Import Bank as
well as other countries’ export financing agencies to provide some
very significant assistance to Mexico in financing their exports. So
there is some direct assistance by the U.S. Government and by
other governments.

I think it's fair to say that those countries with great big surplus-
es now and a lot of capital to export, might want to look particular-
ly carefully at that area.

Beyond that, all of us officially in the developed world, of course,
ultimately provide the support for the World Bank and for the
IMF. This larger role that the World Bank in particular is assum-
ing is supported by the collectivity of governments in the industri-
alized world.

Finally, I don’t think it's inappropriate that banks be asked by
Merxico to participate as part of this program. They have the loans,
They have a large stake. If the program is an effective one and
they think it's adequate, they cught to take some risks and partici-
pate in the program, given the amount of risk they already have
and their involvement in those countries and their eager lending in
the past. There is a common responsibility there. I don’t interpret
that as putting pressure on those banks.

Senator RIEGLE. Are they free not to do it if they want to? I
mean, they're not going to hear from you or from Baker?
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Mr. VoLckER. In the end, it's their decision. I think what tends
to put the pressure on, to use that word, is that if banks are going
to respond there is a strong sense of pressure or discipline to re-
spond jointly, because there’s cbviously a problem if some banks
are asked to lend disproportionately more in relation to their expo-
sure than another bank. So there’s a certain discipline that works
through the system which is not unique. What'’s unique here is the
scale. But it’s not unique with the situation they face with troubled
borrowers in an ordinary situation with a variety of creditors. You
don't solve those problems unless the creditors hang together and
take proportionate shares in whatever risks are involved. So you
have that problem here in spades, with hundreds of banks involved
all over the world, not just in the United States. That is the real
pressure on this situation.

Senator RIEGLE. Just one final thing. 1 raised this at the outset.
Your term runs for another 12 months. It ends in July of next
year. Is it your intention to remain through the end of the term?

Mr. Vorcker. Well, I left myself some flexibility on that score
and I think I'll just leave it.

Senator RieGLE. Well, everybody pays attention to what you say
egpecially in thig setting, and [ think the world economic people
are very much interested in that question and you may have to
leave it that way for your own reasons. I just want to say again
that I hope you will finish the term. In fact, I would hope the ad-
ministration would think about asking you to stay beyond that,
which you might or might not be willing to do. I think the continu-
ity and the stability and the sense of confidence that we need to
maintain here is a very high and critically important level, and I
think is rising because of all the problems that we’ve been discuss-
ing this morning, I think to get through this problem it’s going to
take extraordinary skill, management, good judgment, and leader-
ship—and that'’s in short supply.

So that’s my thought on it.

Mr. Vorcker. Well, I appreciate that confidence, Senator, and
I'm still here.

Senator RiEGLE. Good.

Senator Proxmire. Well, I want to add to that. I think you
should by all means accept another term and a term after that if
at all possible. If Don Riegle is President of the United States,
maybe you’ll get that, but I think the prospects are not great, but
anything is possible.

Mr. VoLckEer. Well, I have no greater ambitions.

Senator PROXMIRE. Regardless of that, I want to say that I've lis-
tened to a lot of witnesses in 30 years, that you're frank, you're
direct, you don’t duck, you don’t dodge, you don’t double-talk; you
answer frankly, and yet you don't get in trouble. That I can't un-
derstand. I have yet to hear any Diamond Don remarks from you
at all.

What I can’t figure out, however, is how you can sit there smok-
ing a cigar which undoubtedly is carcinogenic. You don’t get
cancer. You don’t have heart disease and you seem to go on and on
and thrive on it.

Mr. VoLckeRr. I hope all those comments are justified.
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Senator Proxmire. Maybe we should find out what brand you
smoke.

Mr. VoLckeR. [ just have faith that all those comments are justi-
fied. Sometimes I wonder, but I find these sessions useful in trying
to clarify my own thinking and understanding what’s on your mind
and I appreciate your attention.

Senator ProxMire. Well, you certainly clarify our thinking.
Thank you very, very much.

The committee will stand in recess.

[Whereupon, at 12:40 p.m., the hearing was adjourned.]

[Response to written questions of Chairman Garn, Senators
D’Amato, Mattingly, Proxmire, Riegle, and Dixon follow:]
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RESPONSE TO WRITTEN QUESTIONS OF CHAIRMAN GARN FROM
PAUL A. VOLCKER

Question: WNominal interest rates have declined since
last fall.

For real interest rates to fall, however, nominal
interest rates must fall faster than inflationary expectations.

While it is impossible to measure inflationary expecta-
tions directly, the sharp decline in commodity prices since last
year together with low measured rates of inflation this year
suggest that inflationary expectations may have declined even
faster than interest rates since last year.

In spite of the decline in ncminal interest rates since
last fall, do you believe it possible that teal interest rates
may have actually risen and, if so, given the relatively weak
economy thus far this year, shouldn't the Fed be pushing harder
to lower interest rates?

Answer: Given the difficulties you note with respect
to the measurement of inflation expectations, one cannot state
with certainty what has happened to real interest rates. There
is survey evidence, however, that indicates that expected rates
of inflaticn have fallen less than nominal interest rates over
the past year; moreover, the behavior of exchange rates, of
stock prices, and such interest-sensitive areas of spending as
housing is consistent with falling real rates.

Be that as it may, the question remains whether the
Federal Reserve should be "pushing harder to lower interest
rates.” As I indicated to your Committee, we are endeavoring to
pursue a policy that is conducive to noninflationary growth of
the economy. But it is important to remember that monetary
policy is far from the only determinant of the ccourse of eco-
romic developments, and there are limits to what we can do to
encourage growth without sowing the seeds of future difficul-
ties. OQur economy is suffering from serious imbalances that
canmot be overcome through monetary expansion; sound U.S. fiscal

policy and adequate growth of demand abroad clearly are two

critical ingredients to rectifying those imbalances.
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2
GARN--VOLCKER

Question: In recent years, M1 has been growing much
faster than nominal GNP and, as a result, M1 velocity has been
falling.

The Federal Reserve has sought to explain these
developments In terms of factors, such as the availability of
NOW accounts and lower interest rates, that have caused people
te want to hold larger money balances relative to their
spending.

An alternative explanation is that transactions (such
as the purchase and sale of financial instruments) which are not
included in CGHP have grown faster than GNP. Transactions bal-
ances must be held against these non-GNP transactions, and when
velocity is measured as the quotient of GNP divided by M1,
velocity appears to have fallen.

If this alternative explanation is correct, monetary
policy has not been as expansionary as would be suggested by the
rapid growth in Ml relative to GNP.

What is your view of this altermative explanation of
the decline in M1 velocity and its implications for monetary
policy?

Answer: In principle, an increase in financial trans-
actions relative to GNP should add to the public's need for Ml
balances relative to GNP, thereby tending to reduce velocity.
The evidence suggests that in practice, however, a strong rise
in financial transactions probably has played only a minor role
in the recent strength of M. A major reason may be that the
vast bulk of these transactions are undertaken by dealers,
institutional investors, and other agents that are quite effi-
cient in their use of M1 balances. One type of financial
transaction that likely had some impact--in part because it
involves the retail market--is mortgage financings. The surge
in activity in this market probably boosted M1 growth to some
extent this year. However, the decline in M1 velocity appears
largely to reflect other factors--especially the decline inr
iuterest rates, which has reduced the income sacrificed ir
nolding such highly liquid assets. The Federal Reserve has

considered all of these influences on M1 in evaluating its

behavior.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR D'AMATO FROM
PAUL A. VOLCKER

Question: Do you anticipate interest rate reductions
in Cermany or Japan?

Answer: Interest rates have declined in Germany and
Japan over the past year, although not as much as in the United
States. The decline in interest rates in Germany and Japan, and
to some extent elsewhere, have occurred in an environment of
greater price stabillity and relatively weak economic growth in
these countries, particularly growth arising domestically.
While I and others have indicated that it is in these countries'
interests, as well as the interest of the global economy, to
pursue economic policies that would generate adequate and sus—
tained "home grown" economic growth, it remains the responsi-
bility of the national authorities to decide how to achieve it.
Whether or not interest rates will decline further in the
near-term in Germany and Japan depends upon developments in
these economies more generally as well as upon policy choices

open to the authorities.
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%uestion: If Japan and Germany won't agree to follow
the U.S. lead and reduce their interest rates, how will the

coordination of economic pelicies as outlined in the Tokyo
Summit communique be achieved?

Answer: The question of coordination of economic
policies among industrial countries extends beyond whether other
countries follow the lead of the United States. Such policy
coordination in the end depends on an ongoing dialogue among
officfals of the major industrial countries concerning their
assessments of economic performance and prospects in thelr
respective countries and a policy environment conducive to
achieving sustainable, non-inflationary growth in industrial
countries and narrowing imbalances among them. Institutions and
fora for such coordination have existed and have been reasonably
effective for decades; with the political impetus derived from
the Tokyo Summit, efforts are being made to render them more
effective.

Given the increasing interdependence of the major
industrial countries, the effects of the zctions or inactions by
one country on others are becoming increasingly important.
Authorities of the major industrial countries must take into
account the effects on their own economies of economic condi-
tions in thelr major trading partners and must similarly
tecognize that their economic performence affects others.

Mutual awareness of this increasing interdependence over time
could lead to a better coordination of economic peolicies among

the industrial countries.

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



82

3
D' AMATO--VOLCKER

Question: If interest rate reductions, combined with
the drop in the dollar, don't stimulate growth in the U.S., what
policy changes would you recommend?

Answer: This is a very difficult, hypothetical ques-
tion. It seems to me doubtful that declining interest rates and
the lower dollar would not have some stimulative effect, all
other things being equal. At the same time, I have repeatedly
emphasized the limitations on “easy money" and exchange rate
changes as a solvent for our economic difficulties. We already
have clearly excessive debt creation in the United States and we
remain highly dependent on capital inflows from abroad. Your
question does underscore the limitations of domestic demand
stimulus in addressing satisfactorily the major problems we
face. For example, a healthy sclution to the problem of the
uneven pattern of economic activity associated with our trade
imbalance will require, in my judgment, healthy "home grown"
growth in other major Industrialized countries. At the same
time, it is essential that we move forward with actions to re-
duce outsized federal deficits that have been intertwined with
our foreign imbalances. Clearly, there are other problems of a
structural nature, such as the Third World debt difficulties,
that require continued efforts on many fronts to assure their

satisfactory resolution.
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Question: The U.5., its allies, and the multilateral
development banks just agreed to an emergency lean for Mexico.
Given the size of this commitment:

A. Do yeu anticipate similar agreements for other oll-exporting
debtor nations?

B. Are there enough funds to assist the other oil-exporters
such as Venezuela, Ecuador, Nigeria, TIndonesia, et al?

C. Do you see the oil price drop as temporary? Shouldn't these
debtor nations be forced to adjust (as the oil-producing
states in the U.S. are being forced to do) instead of
increasing already heavy debt burdens?

D. Won't increased commitments to these large debtors restrict
the flow of funds (particularly concessional funds) to the
least-developed debtor nations?

Answer: The bulk of the funds of the financial package
for Mexico is to come from international financial institutions
(the International Menetary Fund and the World Bank) and commer-
cial banks. The international institutions are currently suffi-
ciently liquid to provide the new lending for Mexico, while at
the same time remain able to meet calls on them by other poten-
tial borrowers, including other oil-exporting countries. The
flow of nonconcessional funds to the least-developed debtor
nations is relatively small and will not be restricted because
of new lending to Mexico. The concessicnal lending for these
countries 1s provided by other international institutions and by
bilateral donors.

All oil-exporting countries are belng adversely
affected by the decline in world oil prices. However, the
impact on Mexico was particularly acute because of Mexico's
heavy rellance on oil revenue and its limited international

Teserves.

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



5
D’ AMATO--VOLCKER

The objective of the new financial arvangements for
Mexico is to support Mexican efforts to adjust to the reality of
lower cil prices. In particular, the Mexican Government has
agreed to restructure its economy and, thereby, develop its
non-oil export sector and become less dependent on oil, and at
the seme time, to continue to pursue complementary macroeconomic
policies, including reducing the budget deficit and curbing the
growth of consumption. The increased borrowing on a moderate
scale is intended to limit somewhat the size of the immediate
adjustment for the Mexican economy without reducing its longer-
run magnitude.

The outlock for oil prices is, of course, highly

conjectural.
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RESPONSE TO WRITTEN QUESTIQONS OF SENATOR MATTINGLY FROM
PAUL A. VOLCKER

Question: Assuming there is not sufficient time
remaining in the current session to pass comprehensive banking
legislation, would the Fed prefer a moratorium on the approval
of new "nonbank bank" charters as opposed to not addressing the
issue in any fashicn before adjournment?

Answer: The Board on numerous occasions has urged
Congress to adopt comprehensive legislation to deal with the
serious and urgent problems facing the depository institutions
industry, including the provision of new products and services
and the closing of loopholes that undermine the fundamental
structure and basic safety and soundness of the banking system.
The Board believes that these issues have been the subject of
extensive public hearings, testimony, and debate, and that a
sufficient record exists for Congressional action this year.
However, with the understanding that a short moratorium on new
nonbank banks {and with some limitations on the activities of
existing nonbank banks) cannot be an effective substitute for
more comprehensive action, such a moratorium would be clearly
useful as a prelude to the needed larger effort. I would hope,
of course, that a more comprehensive bill will be enacted at the

earliest possible time.
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Question: At a time when many financial institutions
are in severe financial straits, would the safety and soundness
of the country's financial system be threatened or adversely
affected by Congressional elimination or restriction of the
deduction for loan less reserves?

Answer: The taxation of loan loss reserves could have
a negative effect on the safety and soundness of the country's
banking system. Banks might be discouraged from maintaining
loan loss reserves as large as they otherwise might have done
under current tax law. The elimination or restriction of the
deduction of loan loss reserve provisions could increase the
costs banks incur in establishing and maintaining such reserves.
In particular, the ability of banks to retain and attract capi-
tal would be affected adversely by the five-year recapture
provision, which would subject 1985 reserve balances to
taxation.

I have stated to the Senate Banking Committee that, as
a regulator, I am in favor of measures that will encourage banks
to build up and maintain adequate lvan loss reserves because I
believe this will promote their safety and soundness. The in-
creased taxation of loan loss reserves is inconsistent with this
objective. As you know, however, the conference report does

change existing provisions in this respect.
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?uestion: Some financial publications have speculated
that the Federal Reserve has tentatively agreed to approve the

controversial Citicorp application interpreting the phrase
"principally engaged" in the Glass-Steagall Act. Moreover, they
allege the Fed will delay a formal decision until Congress ad-
journs to avoid incurring the wrath of the legislative branch.
What is the status of the Citicorp application? Will you pro-
vide the Committee with the minutes of any discussions on the
issue? How many other bank holding companies have submitted
similar applications?

Answer: The Board has discussed Citicorp's current
application to underwrite and deal in certaln securities on the
basis that it would not be "engaged principally™ in that
activity under Section 20 of the Glass-Steagall Act on three
occasions: May 13 and December 4, 1985, and March 28, 1986.

The Board has not, however, reached a decision on the
application. While the application has not yet been rescheduled
for Board consideration, the Board has also made no decision to
delay reaching a determination until after Congress adjourms.

In addition to Citicorp's applicatien, J.P. Morgan &
Co., Incorporated, and Bankers Trust New York Corporation have
filed applications to underwrite and deal in certain securities
on the basis that they would not be "engaged principally” in
that activity within the meaning of Section 20 of the Glass-
Steagall Act.

With regard to the minutes of those meetings, the
Board's practice has been not to release minutes prior to final

Board action on an application, because such release could

prejudice the Board's decisionmaking process on the application.
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Question: Last November I introduced legislation,
along with Sen. Bill Bradley, to establish U.S. policy on ex-
change rates and developing countiy debt. This legislation was
also incerporated into the bipartisan Trade Enhancement Act, S.
1860. Sen. Bradley, in the meantime, has criticized the in-
effectiveness of the sc-called "Baker Plan" on Third World debt
and has proposed a plan to cut interest rates as well as for-
giveness of a certain percentage of the debt. Mr. Volcker, you
have in the past rejected proposals that call for cancellation
of Third World debt; would you please, for the record, comment
on Sen, Bradley's proposal?

Answer: The "Bradley Plan" entails no new bank
lending, although it does provide substantial amounts (some $3
billion per yesr) in increased multilateral development bank
lending. Senator Bradley is opposed to solutions that involve
new bank debts. Instead, his plan calls for interest rate
relief (3 percentage points for three years) and principal for-
giveness (3 percent of outstandings for three years] from beth
commetrcial bank and official creditoxrs. These fipures, however,
are targets to be negotiated each year and are to be conditional
on the debtors making certain structural adjustments.

The "Bgker Plan" involves a significant amount of new
bank lending and in that respect appears tc be the opposite of
what Senator Bradley wants. However, it should be pointed out
that both the Baker Plan and the Bradley Pian have muth in com-
mon, including the objectives of structural adjustment and
growth in the debtor countries and more support from the
multilateral development banks.

Taking the recently announced Mexican program as an
example of the Baker Plan approach, banks are expected to pro-
vide some $6 billion in net new lending to the public sector

over a two-year period. In contrast, the interest rate relief

granted to Mexico under the Bradley Plan, that is, external
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interest payments that would not have to be made, would amount
only to $2 billion per year, assuming all Mexican public sector
and publicly guaranteed bank debts were affected. From the
point of view of balance-of-payments financing, the forgiveness
of principal involved in the Bradlev Plan is irrelevant--other
than the extra boost to interest relief that it contributes,
which 1s included in the above figure--since no amortization of
bank debts is included in the Mexican program.

Quite sside from the amount of external finance
provided by the two approaches, there is the fundamental ques-
tion of how Senator Bradley's proposal could be implemented.
How would consensus be reached at the "summit" among the repre-
sentatives of the banks, the official creditors, and the World
Bank? What mechanism could be used to induce or force the banks
to provide the concessions? What would be the implications for
the debtors' future access to credit markets? How would the
summit effectively discriminate among the deserving and less
deserving borrowers?

In my opinion, Senator Bradley's plan does not appear
to be a practical or even desirable approach. It provides less
immediate help on balance-of-payments financing than does the
approach outlined in the Baker Plan. Moreover, the help that
the Bradley Plan does provide--assuming that somehow the parties
involved could agree on how to {implement it for specific
countries--would come in a way that affects adversely banks'

financial health and probably would hamper the debtor countries'
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access to commercial bank credits in the future. Restricted
access to bank finance--including trade credits and interbank
lines--would be a high price for the middle-income developing
countries covered by the Baker Plan to pay for the amount of
debt relief envisioned by Senator Bradley. Finally, I believe
it would be very difficult, in rthe framework proposed, to in
fact discriminate among borrowing countries as to the amount and
nature of interest rate relief, raising a question about the

efficacy of the approach in achieving its reform objectives.

Question: We are seeing some signals that perhaps the
U.S. economic recovery is not as robust ot sustainable as we had
predicted. What steps is the Fed prepared to take or endorse to
encourage, for instance, business growth? How real a threat is
inflation if adjustment "policies" are adopted?

Answer: The economic expansion has been somewhat weakerv
this year than many had hoped or expected. It is apainst this
backdrop, including favorable price performance, that the
Federal Reserve has pursued an accommodative monetary policy.

Although we believe that many ingredients of stronger
business expansion are in place, theve are obvious strains and
uncertainties in the economy today, and we shall have to con-
tinmie monitoring developments closely to judge what further
steps, if any, are needed. 1 believe that your question
correctly calls atteantion to the fact that, while price pres-
sures seem on the whole well-contained at present, we must be
careful to avold reinvigerating inflation down the road through
monetary excesses. This underscores the importance of bringing
a comprehensive approach to the achievement of our economic
goals, including sound U.S, fiscal pelicy and policies abroad
that promote satisfactory growth in the other industrialized

economies.
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Question: Yesterday's agreement between Mexico and the
International Monetary Fund is being hailed as the first suc-
cessful application of the "Baker Injitiative'", You were, I
believe, instrumental in crafting the loan package. There are
estimates that Mexico will now need as much as $6 billion in new
commercial bank loans over the next twoe years for the package to
succeed. Commercial banking interests have been, and I believe
rightly so, reluctant to expand in any way their exposure among
the developing debtors. With regard to Mexico specifically,
commercial banks are owed over $75 billion. Can the banks
reasonably expect to recover the majority of this debt and, if
not, what incentive is there for them to follow the lead of the
IMF and the Treasury Department and make new loans? Wouldn't it
make better sense for commercial banks to resign themselves to
writing off a certain portion of this debt? It seems like we
are left to make the decision which is the lesser of two evils.

Answer: There are circumstances under which some
additional new lending can preserve the value of existing loans
This seems particularly to be the case for the new money that
Mexico's commercial bank creditors are expected to lend to
Mexico in the next two years as part of the recently announced
package. The new leoans will be used to support a comprehensive
program of policy measures aimed at achieving macroeconomic
stability, structural adjustment, and sustainable economic
growth in Mexico. Assuming they are successful, these measures
will protect the value (and ultimate collectibility) of Mexico's
existing bank debts. Thus, it seems to me reasonzble that a
bank reach the judgment that it is in its own self-interest to
support Mexico's economic and financial program by some new
lending. The key is, of course, the prospects for the Mexican

econony, given the reform measures undertaken.
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RESPONSE TO WRITTEN QUESTICNS OF SENATOR PROXMIRE FROM
PAUL A. VOLCKER

Question: In July of 1984 when you testified before
this Committee you said that high interest rates in the United
States, which were partly the result of the big federal budget
deficit, had raised the value of the U.85. dollar, thereby
hurting our exporters and boosting foreign imports to this
country. I agree with you.

In the last year the dollar has fallen dramatically
against the yen, Deutschmark, franc and pound. Yet the U.S.
still has massive budget deficits. Were we wrong in 1984 in
attributing the over-valued dollar to our irresponsible budget
deficits? Are such budget deficits still a major cause of our
still growing trade deficit and if so how? '

Answer: I do not think we were wrong to attribute much
of the rise in the exchange value of the dollar to our massive
federal budget deficits. These deficits contributed signifi-
cantly to the strong growth of demand in this country and to a
level of domestic interest rates higher than they would other-
wise have been. Essentially, these interest rates attracted
savings from abroad that helped to finance our budget deficits,
but in the process the exchange rate for the dollar was bid up.
The high value of the dollar and the strong growth of dowestic
demand resulted in the high trade and current account deficits
we have been experiencing.

while our budget deficit persists at a high level, the
economic environment has changed, Inflation rates have come
down markedly from rates earlier in the 1980s, real economic
growth has slowed, and interest rates have declined substan-
tially. The exchange rate for the dellar, toc, has declined, by

about 30 percent from lts peak in early 1985 (as measured on a

multilateral-trade weighted basis).
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The decline in the dollar’'s value will tend to reduce
our trade deficit, but the lags in that process are considerable
and somewhat uncertain. The trade deficit will come down faster
and further if growth of domestic demand in other majotr Coun-
tries were to strengthen, I might note, however, that as long
as our budget deficits persist, the inflow of capital from
abroad that is the counterpart to our current account deficits

is to some extent welcome.
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%uestion: On pages 14 and 15 of your prepared state-
ment you discuss the internaticnal debt problem. On June 25 our

Committee had a hearing on that problem and it became clear that
there are major differences of opinion between the more exposed
and the less exposed banks about how each should deal with their
exposure in varicus LDC countries. A witness from one large
bank noted, for example, that the less exposed banks might well
prefer to write the debt off while those with more exposure
could not afford to do that. A witness for a smaller bank noted
that "many smaller banks might prefer to drastically lower in-
terest rates trather than contribute new funds." Is there such =
split between the larger and smaller banks on how to deal with
the debt problem?

Answer: I belleve there is an underlying community of
views on the kinds of responses to international lending prob-
lems that are in the long~term interests of lending banks and
majoy international borrowers. The lending institutions as well
as borrowing countries have a large stake in returning to an
environment in which the creditworthiness of borrowers can be
maintained.

Given the large number of banks holding claims on major
international borrowers facing debt-servicing problems, however,
it is not surprising that there exist specific differences of
views among creditors on how to deal with debt problems. These
differences of views cut across the size of banks and reflect
their exposure to particular debtor countries and also reflect
the financial condition and management position of the banks.
Despite such differences, however, it is noteworthy that over
the past four years the commercial banks as a group have found
it in their overall interest to formulate financial arrangements
that provide net new money and restructuring of outstanding debt

for a wide range of borrowing countries.
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Moreover, widespread expressions of support for the
Initiative announced by Secretary Baker last fall have come from
banks of all sizes and countries. There seems to be general
agreement on the need for Secretary Baker's plan for dealing
with debt problems through a program for sustained growth
involving new loans to borrowing countries over a three-year
period from multilateral institutjons and commercial banks. The
Baker Initiative continues to offer the best approach for im-
proving the ability of debtor ccountries to meet their inter-
national obligations while at the same time satisfying their

domestic needs for economic growth.
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Question: Has the Fed discarded M-17

Your statement and report indicate that M-1 will be
given less attention than the other monetary aggregates.
Indeed, some observers have concliuded the Fed has decided to
virtually igrore M-1 as a relevant monetary target.

For example, in the first week of July, M-1 increased
by a whopping $7.4 billion or more than 1 percent. This would
produce an annual growth rate of over 50 percent if continued.

Would it be correct to conclude that the Fed is no
longer paying any attention te M-1 as a monetary target?

Answer: The Federal Reserve is placing less emphasis
on M1 as & guide for monetary policy, but the growth of this
aggregate continues to be evaluated in the conduct of policy.
The episcdes of surprisingly rapid growth of Ml relative to
nominal GNP--that is, unusual declines in velocity--that have
occurred in the 1580s have raised the degree of uncertainty
surrounding the interpretation of this menetary aggregate's
behavior. As a rtesult, the behavior of M1 is being judged in
light of movements in the other monetary aggregates, and against
the background of developments in the economy and financial
markets more generally.

Concerning the Ml increase in the week of July 7, the
Federal Reserve statistical release in which such data are
published has indicated for some time that “special caution
should be taken in interpreting week-to-week changes in money
supply data, which are highly volatile and subject to revision."
In the subsequent week, for example, Ml fell nearly $1 billion,
highlighting the range of week-to-week changes and the pitfalls

of extrapolating weekly M1 growth.
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Question: There are times when I think the concept of
velocity is a magic wand that covers up a multitude of sins by
the Federal Reserve. You refer to changes in velocity as re-
flecting changes in the public's demand for money balances. But
it also reflects changes in the willingness of the Federal
Reserve to supply more money balances. Indeed, a supply-side
focus on velocity leads to the conclusion that the Federal
Reserve is pursuing a dangerous and highly inflationary policy.

After all, the change in velocity is nothing more than
the difference between the growth rate of rhe money supply and
nominal GNP. If the Fed decides to supply a lot of new dollars
in excess of nominal GNP growth, we will see a sharp decline in
velocity as happened ¢ver the last 12 months.

How can we be sure the decline in velocity really stems
from the public's demand for more dollar balances and not to the
Fed's excessive supply?

Answer: This is really a rather central question in
terms of the conduct of monetary policy. Clearly, the implica-
tions for the economy are quite different if we are, in essence,
causing the supply of money to expand faster than the demand
rather than meeting a rapidly expanding demand for money asso-
ciated with a falling return on money balances in an environment
of moderate growth and diminishing inflation. Obviously, as
discussion of the events and our economic forecasts indicate, we
helieve that what has been going on Is more the latter than the
former. In arriving at that judgment, we look at many bits of
information, including the patterns of money behavior. But
prudence dictates that such a judgment must be regarded as only
tentative, and we shall remain vigilant as additional evidence

accunulates about the effects of our actions.
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Question: In your statement, you mentioned that the
real economic growth rates of West Germany and other major coun-
tries have lagged behind U.S, growth rates, contributing to our
massive trade deficit. And yet, no amount of persuasion by us
seems to have been able to get these countries to pursue more
stimulative economic policies,

If that is the case, it raises serious questions about
the ability of the major countries to manage exchange rates. As
you know, a reasonable amount of economic policy coordination is
an essential precondition for reducing exchange rate fluctua-
tions.

What is being done in the Federal Reserve and the
Treasury to strengthen the machinery for economic coerdination
among the major trading nations?

Answer: I believe the machinery for economic coordina-
tion ameng the major trading nations is not lacking. U.S.
officials, both from the Treasury and the Federal Reserve, have
had for decades ongoing contact with their counterparts in the
ma jor industrial countries, both in bilateral weetings and in
multilateral fora where ways to achieve disciplined and comple-
mentary domestic policies among the leading nations are
discussed. While at times the direct results of these discus-
sions are not apparent, over time the awareness of the effect of
the ecopomic performance and economic policies of each country
on others 1ls taken into account in the formulation of policies.

What seems to be lacking now is a common judgment about
what policy actlons are necessary abroad or, indeed, whether any
policy actions are necessary to yield a satisfactory growth of
domestic demand. WNo policymaker can be expected to pursue poli-
cies that he or she does not deem to be in the country's own
best interest. The further question, for the United States and
others, is whether those judgments properly take into account
the indirect influences on the world economic eavironment, which
in turn influence the sustainability of domestic policies. 1t

is in this area that methods for achieving an International

consensus are important.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR RIEGLE FROM
PAUL A. VOLCKER

Question: It is widely considered that a western
economic growth rate of at least 3 percent is necessary to pre-
vent an aggravation of the Third World's debt problems and to
head off a further rise in western unemployment,

Economists at the Organization for Ecoromic Cooperation
and Development in Parls now doubt whether their bellwether
prediction that the world will just reach the magic 3 percent
threshold this year can now be tealized. Certainly the economic
picture in Japan, Germany and the United States is not encourag-
ing at the moment.

* What happens to the Third World's debt problems--and how much
is that problem aggravated--if the western economic growth

rate does not reach at least 3 percent?

* How much of a rise can we eXpect in western world umnemploy-
ment?

Answer: The debtor countries need a global economic
environment that will provide them the assurance that they could
earn enough export revenue with which to meet import require-
ments and to service their debt obligations. I do not think 3
percent is a magical figure that must necessarily be met every
year to provide such an environment, but it is entirely true
that sustained and reasonably vigorous economic expansion in the
industrial countries over time is a key ingredient in dealing
with the debt problem. The expansion in the major industrial
countries in the first half of the year has been disappeinting,
and has made it more difficult for developing countries to earn
foreign exchange. However, most debtor countries, with the
nctable exception of the large oil exporters, have continued to

make progress in dealing with their debt problems. That effort
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will need to be supported by more adequate growth in the
industrialized world.

Because of the relatively slow growth in foreign
industrial countries, they have made only limited progress in
reducing the high rates of unemployment that have been recorded
in recent years, and in some cases unemployment rvates have
actually increased slightly. Without an acceleration of growth
in these countries, the prospects for a significant reduction in

unemployment rates is not favorable.

Question: What happens to the UniFed States economy it
we do not get the faster growth in key foreign economies that
you say is desirable?

Answer: Sooner or later the U.S. external position
will have to improve. Heavily indebted developing countries
also need to avold large external deficits. The other side of
the coin is that very large surpluses of some countries cannot
reasonably continue to grow and thus provide suppert to their
economic expansion. Consequently, adjustments in these extermnal
positions must be made. It is preferable that these adjustments
‘take place by increasing our exports and those of the developing
countries in the context of a healthy and growing world econony.
The alternative might well mean that external imbalances will be

reduced in an environment of a relatively weak U.5. and world

economy, a self-defeating process.
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Question: In your statement you indicate that "there
is some concern over the transitional effects of tax reform
legislation."

What do you see as some of the short- and long-term
effects of the tax reform legislation we are currently consider-
ing and how is our economy likely to be affected in the short
and longer term by passage of this legislation?

Answer: As comprehensive a tax restructuring as is
currently being considered obviously will significantly alter
the context in which many economic decisions are made. I don't
think anyone can predict with precision all of the ramifications
of such action; certainly I don't feel I have the necessary
expertise. In the comment about "transitional effects" I had in
mind a number of phenomena, including the influence on business
decisions of the current uncertainty about the structure and
timing of the tax changes, and the possibilities that spending

may be shifted forward or delayed as a consequence of the

phasing in of the reform measures, among other things.

Question: There has been much concern expressed about
the impact of the Senate tax reform bill in existing real estate
partnerships, many of which have issued mortgages held by com-
mercial banks and savings and loan assoclations. Has the
Federal Reserve Board conducted any studies or otherwise con-
sidered how banks and savings and loan associations could be
affected by the retroactive application of the provisions of the
Senate tax bill, including the so-called passive rtule, particu-
larly as they would apply to those partmerships with staged
payments of the equity?

Answer: We are aware of the possibility that many
units in the economy will be affected--some positively, some
negatively--by changes in the tax laws that they did not antici-
pate when they made investment and financing decisioms. It is
unlikely that any set of transition rules is going to be able to
prevent all such effects. We do not have any specific "studies"

of the partnership rules to which you refer.

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



102

4
RIEGLE--VOLCKER

Question: A great deal of importance for your projec-
tions regarding future inflation and consumer spending seem to

be based on low energy prices.

Haven't we seen a bottoming out of energy prices and
aren't they far more likely te go up than down--and if they do
go up, what are the likely implications for the economy?

Answer: I can't tell you what will be happening to the
price of oil in the months ahead, although I would zgree that
the low prices reached a few weeks ago are not likely to be
sustainable over a long period of time, given the implicatiecns
for both consumption and exploration. If the price of crude
were to move back up moderately--as it has in recent weeks--
retail gasoline and fuel oil prices would presumably come under
upward pressure but the prices of natural gas and electricity--
competing energy sources--do not yet fully reflect the drop in
oil prices.

Obviously, Lf there were to be a major retracing of the
0il price decline, it would--as you suggest--sharply alter the
inflation outlook in an unfavorable direction. The effects on
spending and output are a more complex matter, as the experience
of the first half of 1986 amply demonstrated, and much would
depend in the short run on the degree of certainty people had

about the stability of any energy price level.
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Question: How concerned are you that “the personal
saving rate has remained at an historically low level" and what
will be the likely effects of such low savings rates during the
next recession, or downturn in the business cycle?

Answer: 1 am concerned about the low personal gaving
rate from a number of standpoints, including particularly the
implications for spending should income graw more slowly ov even
decline. The low saving rate has been mirrored in an encrmous
expansion of household indebtedness, which I believe is a point
of potential vulnerability for the economy generally. One can
question whether, in such circumstances, consumer spending would

show the kind of buoyancy that it has in past recessicnary

episodes.

Question: Do you expect activity in the housing market
and the strength of consumer spending to continue and possibly
accelerate In the second half of 19867

Answer: I think there are good reasons to expect con-
tinued strength in these areas of the economy in the near term,
Real income growth has been strong thus far this year, spending
attitudes are very favorable, judging by the survey evidence,
and interest rates have declined substantially. However,
healthy growth in the economy over time will require a firming

in business investment and an improvement in our trade position.
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Question: In the past you and other bank regulators
have expressed considerable concern about the adverse impact of
low energy prices on banks in the Texas, Oklahoma, Loulsiana and
Southwest region of the country.

* What ca. you tell us about the overall condition of the banks
in this area of the country since you last testified before
us on the subject on May 13th?

Answer: Banks in the Southwest are generally con-
tinuing to operate under conditions of considerable stress. The
problems at these banks stem primarily from the depressed condi-
tion of the energy industry. Given the sharp further decline in
energy prices that has occurred this year, asset quality prob-
lems in energy loan portfolios have intensified. Moreover, in
all too many cases, problems have spread increasingly to real
estate and other loans as well, reflecting in part the adverse
impact of the energy price decline on the entire economic
infrastructure of the Southwest.

Such problems have prompted many banks in the region to
add heavily to their provision for loan losses. 1In so doing,
they have suffered poor earnings. From the last quarter of 1985
through the second quarter of 1986, most of the largest institu-
tions in the region, and many of the smaller ones, have reported
at least one quarterly loss. In the second quarter alone, three
of the largest banking organizations Iin the Southwest posted
losses ranging from $29 million to $281 million.

Economic problems in the Southwest are also manffested
in the number of bank failures. Through July 25, 1986, twenty-
three banks had failed this year in Texas, Oklahoma, and

Louisiana. These accounted feor some 29 percent of total bank
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failures and 56 percent of the assets of all failed banks
throughout the nation. The recent failure (July 14, 1986) of
First National Bank and Trust Co., Oklahoma City, Oklahoma, a
$1.6 billien subsidiary of First Oklahoma Bancorp, was the
largest failure this year and the second largest in U.S.
history.

The road ahead poses serious challenges for banks in
the Southwest. The organizations have been facing up to these
challenges, by building loan loss reserves and by taking other
measures, but adjustment to the sharply changed economic cir-
cumstances will continue to be quite difficult. As you know, a
strong federal support apparatus is available to cushion and
contain these strains, to protect depositors, and to avoid
secondary repercussions. At the same time, I hepe the Congress
acts this year to deal with emergency interstate bank acquisi-

tions to help reinforce the tools available to us.

Question: Venezuela recently approved a law that weuld
convert inte government issued bonds about $7 billion owed to
foreign creditors by private Venezuelan borrowers. The bonds
would bear a fixed annual interest rate of 5 percent, well below
the banks' cost of funds.

* Venezuela in the past has been one of the more reliable

debter countries and I am wondering if this is the beginning
of a pattern on the part of the debtor countries to pay off
less of their debt?

Answer: The recent action by the Venezuelan Congress
converting debt into bonds is currently being reexamined in
Venezuela. 1 am very hopeful that Venezuelan authorities will
find ways to redesign this legislation to meet the Venezuelan
objective of spreading out the debt-servicing obligations of

private Venezuelan borrowers while at the same time respecting

the rights of Venezuelan creditors in a responsible manner,
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Question: What, if anything, do you believe should be
the obligation of the Japanese, in light of their huge trade

surplus with the United States, and their limited spending for
defense, to increase thelr capital contributions to the lesser
developed indebted countries?

Answer: By definition, a country that runs a current
account surplus also runs as a counterpart a capital account
deficit. Thus, the huge current account surpluses that Japan
has been recording ate matched by equally large net capital
outflows, to both industrial and develeping countries.

Private Japanese investors, like investors everyvhere,
base their investment decisions primarily on expectations of
yields and other financial and safety considerations. The
amount of Japanese capital flows to the developing debtor coun-
tries on the whole is determined by similar considerations.
However, Japanese banks have recognized their responsibility to
help support appropriate adjustment efforts in financially
strained developing countries, and have participated in the
various financial packages that have been arranged for indi-
vidual debtor countries. Moreover, the Japanese Government,
including entities such as Japan's Export-Import Bank, have
negotiated speéial lending programs to particular borrowing
countties. Those and further efforts by a country with an
enormous current account surplus appear entirely appropriate in
reducing the disturbing effects of that surplues on the world

economy and helping to deal with particular peints of strain.
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Question: In the past monetarists have been quick to
point out the relationship between growth of the economy and
growth of the money supply, but that relationship no longer
seems to be theve,

* How do you account for rhe confused readings we are now
getting and what are the implicatiens for future monetary
policy of the economy's listless performance on the one hand
and the money supply's explosive growth on the other?

In terms of setting monetary policy, it seems to me
that spotting and monitoring the money that matters the most has
become increasingly difficult.

* How would you define the money that matters the most? Is it
M-17 M-27 M-37 Or some new variation?

Answer: A major factor boosting the growth of M1
relative to income has been sizable declines in market interest
rates, which make it less costly--in terms of interest fore-
gone--for the public to hold such liquid assets. The sen-
sitivity of Ml to interest rate movements in recent years
probably has bheen heightened by deposit deregulation and the
spread of corperate cash management techniques. Consequently,
the relationship of M1 to economic activity, prices, and in-
terest rates remains quite uncertain at this time, and a firm
conclusion regarding the properties of the behavior of this
aggregate in an evolving institutional and economic setting
probably will require considerably more experience.

The broader monetary aggregates, which encompass many
of the shifts between liquid and less liquid assets, have be-
haved more in line with their historical patterns, although they
are currently also growing somewhat faster than nominal GNP.
Both M2 and M3 are within their current target ranges, and

maintenance of growth within their ranges for 1986 and 1987 is
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believed to be consistent with a pickup in the pace of economic
activity from that of the first half of this year.

The behavier of all the traditional wmeasures of money,
though, at times has been substantially affected by financial
innovations and deposit deregulation. And, while research con-
tinues eon alternative measures of the money stock, even with
refinements, they too probably will be subject to many of the
same influences. In this environment, the implementation of
monetary policy has involved continuing appraisal of the rela-
tionships among all the various measures of money and credit,
thelr velocity trends, indicators of economic activity and
prices, as well as conditions in domestic credit and foreign
exchange markets. So, in a sense, what "matters the most” is
not a single measure of money, but rather the monetary aggre-

gates collectively viewed in a broader context.
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Question: Recently one of your fellow Board members
(Rice) gave a well-publicized speech entitled "Is Inflation
Licked?". He concluded that the answer was "No" and warned that
continued attention should be paid to this issue. He noted
among other things that apart from energy, actual inflation
rates still are in a range that, only a decade and a half ago,
were viewed as being so intolerable that they led to a program
of extensive wage and price controls.

* What are your views on whether inflation is likely to be a
problem within the next 1 to 2 years?

Answer: It clearly is the case that our recent, highly
favorable price performance has owed much to the extraordinary
drop in oil prices. As those prices level off or rebound, and
as we absorb the impact of the lower dollar, some pickup in
recorded inflation is highly likely, as is suggested by the
forecasts of the Board members and Reserve Bank presidents in
our report. Looked at another way, a broad range of impertant
prices, particularly irn the service area, have continued to rise
persistently, lending an underlying inflationary momentum to the
economy.

I do believe that we have made solid progress in the
fight to achieve and maintain reasonable price stability, but
recent trends provide no grounds for complacency. Certainly the
need to build on past progress in keeping the underiying trend
of inflation down must remain a prime objective in considering
appropriate monetary policy. By its nature, the inflationary
process tends to perpetuate itself. The price increases antici-
pated over the next year or two as we absorb higher impoit costs
and o0il prices level off or rebound may be moderate and
temporary, but that will be true only if policy remains alert to

the danger.
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR DIXON FROM
PAUL A. VOLCKER

g%gggigg: Mr. Chairman, the conference on the tax
reform bi is now underway. FEarlier this year, you expressed
your concern over efforts to tax bank loan loss reserves. Do
you continue to be opposed to taxing loan loss reserves?

Bank failures are at a record rate. The rate of return
for banks is falling, and banks are under increasing pressure to
raise more capital. Can you tell the Committee what the impact
on the banking system would be if loan loss reserves were taxed?

Answer: As I responded to the question posed by
Senator Mattingly, the taxation of lcan loss reserves could have
a negative effect on the safety and soundness of the country's
banking system., Banks might be discouraged from maintaining
lean less reserves as large as they otherwise might have done
under current tax law. The elimination or restriction of the
deduction of loan loss reserve provisions could increase the
costs banks incur in establishing and maintaining such reserves.
In particular, the ability of banks to retain and attract capi-
tal would be affected adversely by the five-year recapture
provision, which would subject 1985 reserve balances to
taxation.

I have stated to the Senate Banking Committee that, as
a regulator, T am in favor of measures that will encourage banks
to build up and maintain adequate loan loss reserves because I
believe this will promote their safety and soundness. The in-
creased taxation of loan loss reserves is inconsistent with this

objective. As you know, however, the conference report does

change existing provisions in this respect.
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