Digitized for FRASER

PLEASE CREDIT ANY QUOTES OR EXCERPTS FRCM THIS ABC NEWS RADILO
AND TELEVISION PROGRAM TO "ABC NEWS' ISSUES AND ANSWERS."

I S3UES AND ANSWERS

SUNDAY, OCTOBER 29, 1979

GUEST:
PAUL A. VOLCKER ~ Chairman,

Federal Reserve Board

INTERVILWED BY:
Bob Clarxl - ISSUES AND ANSWERS Chief Correspondant

Dan Cordtz - ABC News Econcomics Editor

This is a rush transcript for
the press. Any questions re-
garding accuracy should be re-

ferred to ISSUES AND ANSWERS

oy

hﬁﬁ" (£ otlaniafad

Federal Reserve Bank of St. Louis



- ‘ _ 2

MR. CLARK: Mr, Volcker, welcome t¢ ISSUES AND ANSWERS.

You and the Federal Reserve Board began drawing some heavy
political flre this week as banks raised their prime interest
rates on to 15 parcent and beyond. Your criticé say that you
are ovushing too hard in trying to stop inflaticn, that you could
push the country into a very serious recession.

Are you worrxied either by recession or by the political
£ive? |

MR. VOLCKZR: Well, let me say, first of all, Mr. Clark,
that 1 think the actions we took on Cctoner € are far from
grea£ political fire. We generally accept it as a responsible
and necessary set of actions; and I was very gratified by the
amount of supp>rt that was indicated at the time.

We are in a vexry difficult ecogamic situation, but I would
not, in terms of a possible recession, wihich has been discussed
for months, trace that to cur pariticular actions. The situation
we had was rising inflation, speculation, a wealk dollar.

We are in a bettexr position to deal with the adjustments
that lie ahead, and some difficult adjustients may lie ahead,
with the kind of acticns we took. I certeinly believe that.

MR. CLARX: Tomorrxow is the 50th anniversary of the stock
‘market crash cf 1929 that began tﬁe Creat Depression. We built
ailot of fail-safe systews into the ecornomy since then, to assurz
that it cvan't happen again; but with all of the countries' aad

the world's current economic problems, dn you ever worry that
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maybe it could happen again?

MR. VOLCKER: I don't worry about a repeat of the 1929
kind of thing. We have ~-- you know, it is wonderful for the
media to have a 50th anniversary, but that kind of thing izn’'t
going to happen again. We have protections in our financial
system; we have protections in our economic policy. Situations
are different. We have a difficult situation and I don': waat
to underestimate that, but the coincidence of 1929 is not
really relavant.

MR, CORDTZ: When you talk about that, most people woild
égree, I think, that the stock market couldn't crash the way
it did back then, but a lot of people do seem to be conceried
that we may be headed for a long pericd of ~- if not recession
or depression, at least such slow econonic growth that we are
going to have unemployment problems and the like. Does thiat
concern you?

MR, VOLCZKER: A lot of things about the econonmy concern
me, and very basically. Loock, in this country we are used to
having a three percent productivity growth, and that is what
really brings a higher standard of living in the end. But that
productivity growth has slowed down in the last 10 or 1% years,
In the last year we have had ﬂo growth in productivity at
all. We have actually had a decline. That is a serious
underlyving problem for this economy. It is nothing that is

directly susceptible to monetary policy.

hilnfraser.stlouisfed.org
Federal Reserve Bank of

St. Louis i i T 7 = e e w



But as we move ahead, we want to create conditions in this
country where we can grow again, and I think we can. But we
have had a decade of moving in the wrong direction.

MR. CORDTZ: You.recently made a public appearaﬂce aﬁlwhich
yoﬁ spoke the unspeakable and said that the American people,
the averzge American has to look forward to a pexriod of decline
in his living standards? |

MR. VOLCKER: That is corrected;I never said look forward
to. The point I was making is the one I just made: when va
have declining productivity, and now we have the additional
complication of higher oil prices which are in effect a tax
coming from abroad, and indeed just in the past year that tax
armounts to something like one percent of our GNP; but we are
producing less. 1In fact, producing less per capita. We have
more people at work than ever before, but we are producing liess
per capita. That means the average worker has less income,
inevitably.

Now we look ahead. We want to correct that. Now, it is
not geoing to‘be easy over a period of time, and I think péople
do have to recognize that when productivity is declining,
when ensrgy prices are increasing so rapidly, there is no way
you can increase your standard of living in the nation as a
whole, just by asking for higher wagés or higher prices. You can
try to cut raise pno other fellow, but collectively we cannot

congsume more than we are producing.
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MR. CLARK: You séid~a-couplé*of minutes ago that you got
sone strong political support. Now, some three weeks ago when
the Fed initiated its g=st-tough pollc1es - and you did get a
lot of support at hat tlme -- but this last weak that political
fire we spoke of began to intensify in Washington, and let me
cite some instances: The Demozratic leader of the MHouse, Jim
Wright, called your tight-money‘poli ies an cpen invitation to
disaster. The Chairwan of the House Banking Commitize, Henry
Reuss, warnéd that you have let interest rates go oo high in
this three-week span. Ané Labor Secretary Marshall warned that
interest rates are a very inefficient way to deal with inflation.

Is this gort of political pressure going to force tha
Fed to trim its sails?

MR, VOLCX=R: We axe set up, of course, deliberatelé, with
a certain amount of insulation from political pressure. Our
job is to make the best judgment we can and as to what is necessary
in the area of monetary policy, what is most desirable for the
econony. And I think that the reason that Congress in its
wisdom for 50 vears has maintained this certain degree of
insulation or indepsndence is that we just can’t look at what
‘happens next month or the next twé months, or three months;
we are lcoking at what makes the best conditions, the best
probability of getting a base for growth and a productivity
back in this economy over a period of time: and that is always

the problem. looking with a little perspeciive ahead, because
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sometimes what appears éo be best for the next month or two
really, quite clearly, is not best when one enlarges his
horizons.

MR. CLARK: But are you really confident of what you
refer to as that degree of insulation from policital pressures?
And I ask that because of some of the confrontations yvour
predecessors as Chairman of the FPed have had with Congress.

MR. VOLCKER: Yes, I feel coniident in that. The question
seems to imply that all the political comments will be on one
side, and I don‘*t think that is true at all.

MR, CLARX: Let me ask this: Do vou accept the view that
the Fedesral Ragerve Board i3 a creature of Congress and has o .
bow to the will of Congress?

MR. VOLCKER: WWell, it is a creature of Congress, quité
deliberately set up by the Congress with this insulation of
which I spoke. |

Now,Congress can change the law,. Tﬁey haven't chosen to
change that basilc arrangement ever since the Federal Reserve
was established, and I don’t think they are going to.

MR. CORDTZ: Last week the Fed had to make the somewhat
embarrassing admission that there -had be=n a $3 billion error in
the estimate of the growth of the nation's ﬁoney supply and,
of coursze, at a time like this those figures are -- great
attention is being devoted to them because of what they mean

for policy. Now, ‘tomorrow, your colleagues are going to be called

down to Capitol Hill to appear before the House Banking Commities,
and the chairman has already called that mistake inelicusable.
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MR. VOLCKER: Well, mistakes happen, and I am not very
happy about it. I point out the mistake was not really the
Federal Reserve's. We compile figures that are reported to us
every week by various banks. We, wnfortunately, had a bank
in that particular week that reported a sizable error. We wore
suspicious about the figure. The bank was quizzed, some adj.st-
ments were made, we were assured the figure was correct, it
was published. We later found'out it to be incorrect. A ve:y
large error in that particular week. But let me make two po:nts
in that connection. I have said, my predecessors have said,
othér members of the Federal Reserve Board have repeatedly
said, don't pay too much attention to theée weekly figures.
They are erratic at best, and we don;t form policy on the
basis of any pafticular &eek's:figure. You have to look to “he
extent the wmoney supplj is important, at developments over &
period of time. Certainly this pafticular misreporting which
the Federal Reserve did catch =-- unﬁortunately, after the
preliminéry figure was published -- and they are always revi:ad
a week later -- that particular figure did not affect ~~ had
nothing to do with the measures on October 6‘and didn't really
affect our subsequent actions.

MR. CLARK: To carry this qﬁestion of your political
independence on to your relations with President Carter, would
you back down if President Carter made it clear that-your

policies, as Chairman of the Fed, were in conflict with his
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basic economic views and policies?

MR. VOLCKER: I am not going to do that. President Carter
made a statement right after our program was introduced. I
was in close contact with the administration on thls. It so happens
the kind of problems we saw, the kind of priorities we had about
inflation, and have, have been stated.repeatedly to be the
administration's priorities.

MR. CLARK: Let me throw a little historical perspective
on this, go back about fifteen years, when William licChesney
Martin, who was then head of the Fed, went eyeball-to-eyeball
with Lyndon Johnson because the Federal Reserve Board at that
point had raisethhe digscount rate higher than Johnson thought it
should be raised. The point that Johnson made was that the
policies of the Fed should be coordinated with the overall
econcmic and budget pclicies of the administration. Do you

~agree with that view?

MR, VOLCKER: Well, I think the answer Chairman Martih gave
at that time ~- I happened to see an old article a few menths
ag6 about that -~ there was no basic disagreement about the
objectives. The Federal Reserve is charged with the responsi-
bility of making particular actions on the monetary side. They
discharged those responsibilities. I think in retrospect; in
fact, nobody would question the appropriateness of that Federal
Reserve action at that time. I would hope that that wculd be

the case in the President's =--
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MR. CLARK: Well, the interesting thing, to compiete the
historical view here, was that Mr. Martin stood up to Lyndon
Johnson and did not back down. Do you expect’to do the same
in similar circumstances?

| MR. VOLCKER: We are charged by law, Mr. Clark, with making
the best judgment we can make, taking into consideration all

the factors about monetary policy, and we iptend to continue to
discharge that responsibility.

MR. CORDTZ: Whatever the political support‘or non-support,
obviously there has been somé criticism by some economists of
the Fed's policy ~-

MR. VOLCKER: Remarkably few.

MR. CORDTZ: Ome of the charges, obviously, is that highter
interest rates add toAinflation rather than solve it, How de
you expect to bring prices down by raising the cost of money*

MR. VOLCKER: Well, you know, this is always one of the
most difficult things to explain to many people because it it
true that interest rates enter into costs in the economy. But
more baslcally interest rates are related té the inflationarv
process, itself. When inflation is going up, thirteen or
fourteen percent 4 year as it is, if interest rates don't re:pond,
vaiously there is én enormous incentive to borrow, and ther.
is no incentive to lend, if you are going to lose money in
the lending‘process.

So the market, itself -- forget about the Federal Reserve --

the market, itself, pulls up interest rates in those circumstances.
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If you look at the course of history in the United States, o:-

in any country, when inflation moves over a big cycle, intercst

rates inevitably move over the same kind of cycle, because
in a general way, they must be related to the inflation rate.

Now, what we are tyrying to do, and what we must do, is
maintain restraint on money and credit creation, and I think
history demonstrates pretty clearly that you can't have a lof
of inflation with restraint on the money supply.-

As inflation comes down, which is the whole object of
our policy, that is, the only fundamentaliway_to get interect
rates down, and I have no hesitation in saying that the kindec
of policies that we are following will bring interest rates
down quicker and lower than if we took any other approach.

(Announcements)

MR. CORDTZ: Mr. Volcker, the Fed has to make policy on
the basis of what it sees ghead. What do you see as the outlook
for the economy over the next year or so, and how long is it
‘going tb take us to really get back to good health?

MR. VOLCKER: Well, as you know, virtually all economisis,
I think, in or outside of govermment, have been anticipating
an adjustment process. They have been anticipating it, I
must say, for some months, and tﬁe characteristic 5f the ecoiromy
recently has been to maintain quite a lot of strength. But L
don't, myself, take excepticn to the probability that some kind
of adjustment lies ahead. Real incomes have been declining,
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the savings rate is very low, inventorieszin a few areas, at
least, may need to go through some period of adjustment. Home-
building hes held up extremely well so far, relative to previ-
ous periods of expansion, but undoubtedly the mortgage mar-
ket is tightening, szud it could feel some effects, so there
could be a combination of influences here to give us a

period of adjustment. What we h&pe, of course, is to lay the
basis during this period for a moderation of inflationary
forces in the relatively short run and lay a base for dealing
with inflation over a longer period of time, and it is going
to take some time. That will be then a healthy situation for

2 continuing and resumed economic adwvance subsequently.
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MR, CORDTZ: Charles Schultze, the Chairman of the
Council of Economic Rdvisers, was quoted the othex day as
saying that the underlying fundamental inflation rate in %the
country is now probably eight to nine percent.’ Can we 1liva
with that kind of inflation rate over long period ¢ time?

MR, VOLCKER: I don't think so, because the trouble with
those kinds of inflation rates is that: they don't remair
stable. If you get uséd to an eight or nine percent infleition
rate, the tendehcy is to speed above that, and then expec-
tations begin running ahead of the actual price lébel. it
Qas what was happenring, in my judgment, in recent months,
that expectations of inflation began accelerating and the
expectations affect behavior and can themselves bring akou:

a higher rate of inflation.

We began getting speculative activity in commodity
maxrkets, not iust gold that was led by the gcld market, the‘
silver market, began spreading into the copper market,
the zinc market. Some of thé.consumer spending which has
been quite strong recently appears to be motivated by an ‘ lea
of spending now, rather than later. bgcause prices are goiag
up. That bééically ié an unhealthy situation that creatss
the risk of a bigger recession later, rather than a smalle:
recession,

‘So I am not one of those who thinks we can live with «
high rate of inflation, because I think it is inherently an

unstable condition.
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wWhat we have to work toward over a period of time is
getting back to a noninflationary situation, and that is
what we intend to do,

MR. CLARK: You have pledged in the last few weeks that
you wouldn't shut off the flew of cradit, but isa't the flow
of credit effectively being shut off for a small businessman
who simply can't afford to pay interest rates of 17 or 18
percent, or for a small builder of hcomes who can't afford a con-
struction loan of 20 percent on homes that he may not be able
to sell because of high mortgage rates after hes builds them?

MR. VOLCKER: The price at the moment is high, Mr., Clark,
but we are not shutting off the flow of credit. We expect a
continuing credit expansion. Credit has beentexpanding at an
exceedingly high rate.

Now, we want to moderate that, and it must be moderated
to deal with the inflationary problem. But, again, the point
I would make is that these interest rates you rafer %o
are a symptom of economic difficulties we are in; they are
a symptom of the inflationary process. As we cvet a hold of
that process, that is the best assurance we c¢an have that the
interest rates will decline, that the flow of credit can move
much more swmoothly than it is at present. You can't deal with
that situation without dealing with the inflationary process and
the kind of speculative psycholoéy that has existed in the

economny .
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MR. CLARK: Chairman Reuss of the House Banking Cormiti.e
seemg to think the Fed needs some help in this areé, and
this week in warning that interest rates are too high he
urged the Board to enforce its efforts to get banks to provi-e
credit for housing for small businessmen and for farming, Hao
offered to supply legislation from Congress if necessary --
presumably some form of credit controls.

Do you need legislation from Congress to back up your o'm
jawboning?

MR. VOLCKER: Definitely not, in my judgment. We are
not capable in Washington in the Federal! Reserve cr elsewher: to

make the kind of detailed judgnents about what loan is a goo!

loan or what loar is a bad loan. The attempt would only
create entirely unnecessary and unfortunate uncertainty on the
part of porrowers,

It is the job of banks and savings and lcans and other
lending institutions to make that kind of judgment as to wlhat
the need is of their individual customers; and I have indeec
reminded them that in this process we hope that they will give
particular attention to the needs of small business, the
homebuildexr and all the rest, and resist any temptation to o
out in some loan that may look profitable at the moment but
it is not making ﬁuch contribution to the economic

adjustment.
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MR,vCLARK:~‘That'iS all a voluntary effort. Aren't
you almost assuriné tha€;Congressgwili launch some rescue
efforts of its}own if, for instapce, you let the housing
industry to slide into serious recession?

MR; VOLCKER: Well, it depends upon what you mean by
"rescue effort.” L}hbXAAJL\///

MR, CLARK: Mandatory n:ise conzzola?

MR. VOLCKER: I wouid suggést that that is noﬁ a rescue
effort, hut that would only sevarelvy compiicate the situation

a1 lead to less certainty about credit availahility.

Now, dther actions are possible. The Home Loan Bank
Board took somé actions this wesk to relax the liquidity require-
ments on savings and loans. They, of course, have borrowing
facilities for savings and loans. There are actions that can
be taken to meet some of the particular points of strain that
might otherwise be unduly burdened.

Now, that is not a questiod of credit controls or credit
allocation. There is a marked difference between those types
of actions.

MR. CORDTZ: Well, to approach this from the other side,
your letter to the banks and President Carter's statements
recently have suggested that we are going to make sure that
hbusing isn't too badly affected by this; but isn't housing
exactly one of the very speculative sections of the economy
tﬁat needs to be déflated? ,

~
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MR, VOLCKER: Housing is an area that is inherently wvul-
nerable to this kind of process and, General, I am not just
speaking of the Federal Reserve actions. The kind of infla-
tionary situation we have. You probably saw reports that
savings and loans are losing deposits in September, and savinzis
banks have been losing deposits. That is before we took thes:
actions. Because, as market rates rise in response to inflatiom,
those institutions tend to be in a more vulnerable position
than others. They have not been as vulnerable in this expan-
sion as in earlier expansions, because of a variety of actioxs
that have been takasn to improve their competitive position.

Those actions have been fairly succassful. They can not work
perfectly in a highly inflationary situation of the kind that
we have had. fhose institutions will again thrive as we begin
to get the inflationary situation under control.

I know when 1 talk to savings and loan executives, quite
generally they say, ''My God, we are going through a tough
gituation now, but we recognize the only thing that is really
going to make us healthy is gettiné this inflation under cont:rol." .

MR. CLARK: One of the reasons, Mr. Volcker, that saving:
and loan associations have been losing money is because of the
Federal Reserve Board's, we might say, notorious regulation Q
which limits interest rates on regular passbook accounts to
five and a half percent, and you have to have at least $10,00"

to buy one of those special 6-months' certificates. The inte:rrest
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rates oun those certificates this last week rose rather in-
credibly to 12.6 percent, but isn't it grossly unfair to small
savers who have only a feyw thousand dollars to 1imit their
interest to five and a half pexrcernt?

MR. VOLCKER: Well, there have been a lot of modifica-
tions in Regulation Q, as you know, over the past couple
of years, so that savers do have access to higher rate instru-
ments. This is under current discussion within the Congress,
aard I am sure that those matters are going to continue to
be reviewad,

The other side of the coin is the problems that some of
these institutions have in paying higher rates at this particu-
lar point in time. .

MR. CLARK: But why should that problem be heaped on the
small savers?

MR. VCLCKER: It should not, in a fundamental sense. There
is a question of what can ke done at a particular point in
time,

MR. CLARK: And the answer seems to be that nothing can
be done now.

MR. VOLCKER: A lot has been done.

MR, CLARX: A half percent or a quarter increase, from
five and a quarter --

MR. VOLCKER: On the passbook savings accomnt, but a

lot has been done in terms of other forms of sav1nps certificates
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and money market certificates.

MR. CLARK: Smaller denomination Treésury bills, but mos:
people don't know anything about those. They den‘t have th:
sophistication --

MR. VOLCKER: Well, we have not got a perfect situation
in this respect, but small savers have found a lot more oppo:-
tunities in this particular episode than they found in earliar
episodes, and we want to work away from those restrictions,
and we want to work away from them as fast as we reasonably :an.

MR. CLARK: Thank you very much, Mr. Volcker, for being

with us on ISSUES AND ANSWERS.
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