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THE FUTURE OF MONETARY POLICY

WEDNESDAY, JUNE 2, 1982

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.

The committee met, pursuant to notice, at 9:38 a.m., in room
2359, Rayburn House Office Building, Hon. Henry S. Reuss (chair-
man of the committee) presiding.

Present: Representative Reuss.
Also present: James K. Galbraith, executive director; and Wil-

liam R. Buechner and Chris Frenze, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative REUSS. Good morning.
The Joint Economic Committee will be in order for the first of a

series of hearings on the future of monetary policy. We meet at a
time when the Congress is busy discrediting the budgetary process
and the Federal Reserve is busy discrediting the monetary process,
with chaotic results.

The kingdom of monetary philosophers is in turmoil, and great
disenchantment exists over the conduct of monetary policy by the
Federal Reserve, firmly backed by the administration. The Con-
gress in its budgetary resolutions-for the moment derailed, but, I
would hope, capable of getting back on-the tracks again-is pre-
pared to instruct the Federal Reserve to, in the words of a congres-
sional resolution, reevaluate its present monetary targets as defi-
cits are reduced.

CORRESPONDENCE WITH CHAIRMAN VOLCKER ON CONGRESSIONAL
DIRECTIVE

Our hearings will serve a dual purpose. First, with respect to the
congressional directive to the Federal Reserve, which I have just al-
luded to, a few words need to be said. Recently, on May 12, I ad-
dressed a letter to the Federal Reserve Open Market Committee in-
quiring into press accounts that the Open Market Committee
might be inclined to flout any guidance that Congress might give
it. I wrote the Open Market Committee and Chairman Volcker
saying if this is so, tell us now so that we may know of your pros-
pective intention to tell Congress to jump in the lake. Fortunately,
I received a letter dated May 24, 1982, from Chairman Volcker,
which I herewith include in the record at this point.

[The letter referred to follows:]
(1)
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BOARD OF GOVERNORS
OF THE FEDERAL RESERVE SYSTEM,

Washington, D.C., May 24, 1982.
Hon. HENRY S. REUSS,
Chairman, Joint Economic Committee,
Washington, D.C.

DEAR MR. CHAIRMAN: I am responding to your letter of May 12 regarding the atti-
tude of the Federal Open Market Committee toward a Congressional resolution re-
lating to monetary policy. I am, of course, aware of the language adopted by the
House and Senate Budget Committees in that respect. I might add, too, that I am
aware of no legal opinion requested or given to "justify a refusal to comply with a
Congresssional directive."

The Committee, at my request, did discuss the general question in the course of
its meeting on May 18. I was asked to confirm to you the full understanding of all
members that the Federal Reserve is a creation of Congress and responsible to it,
that the Congress plainly has the Constitutional authority and the right to deter-
mine the control of money, that the System is subject to Congressional oversight
and, of course, will follow the law. I and my predecessors have, as you note, consist-
ently expressed our views in that vein.

As you know, Congress has delegated the process of monetary policy formulation
and implementation to the Federal Reserve since the Federal Reserve Act was origi-
nally passed in 1913. The present institutional arrangements reflect, in my view,
the belief of the Congress that the public interest is served by an institutional set-
ting that can combine experienced judgment and regional representation in its gov-
erning bodies, and continuity in expert analysis, with a certain insulation from
transient political influences. A factor in that approach is recognition that mone-
tary policy manipulated toward short-term or partisan purposes could have poten-
tially adverse repercussions for our economy.

While I personally believe those considerations remain valid today, Congress, of
course, can at any time determine to change those arrangements.

I have also stressed repeatedly that the Federal Reserve cannot and does not
make or implement monetary policy with mechanical rigidity, or without considera-
tion of a wide variety of relevant factors. In selecting our targets for money growth
and in carrying out our operations from week to week or month to month, we are
mindful of the financial and economic environment, certainly including, among
other factors, the posture of fiscal policy. Thus, you may be assured that the Federal
Reserve will pay careful attention to the implications of any change in the budg-
etary outlook as it evolves. That, as I understand it, is the sense of the language in
the proposed resolution, and I can assure you the Federal Open Market Committee,
as always, will give full attention to any Congressional resolution concerning our
responsibilities. In the light of that general understanding, it seemed to me unneces-
sary and inappropriate to call a formal vote on a hypothetical resolution of the sort
you indicated.

In affirming our recognition of the ultimate authority of the Congress over the
Federal Reserve, I would also add that action by the Congress to indicate or direct a
specific course for monetary policy, such as a precise monetary target, would be a
decision of great moment, for the Congress and for the Federal Reserve. It would, in
effect, move toward shifting directly to the Congress the responsibility for decisions
overlaid with technical as well as substantive complexities, in the process clearly
implying a change in the institutional arrangements embodied in the Federal Re-
serve Act. In that connection, the emphasis in your letter on a single measure of
monetary policy-Mi, which is being affected, among other influences, by the
impact of financial innovations in the market place which require continuing analy-
sis and judgment-seems to me misplaced. In any event, I would hope that Congress
would refrain from adopting a specific target-setting bill or resolution without the
most careful consideration, through hearings in the appropriate Committees and
otherwise, taking account not only of the technical implications of the proposal but
the consequences of such a "directive" for institutional arrangements in place for
almost 70 years.

In closing, let me reiterate my conviction that forceful, definitive action by the
Congress to assure a downward trend in the Federal deficit as the economy recovers
is a key to greater confidence in financial markets and achieving and maintaining
the lower interest rates necessary to support sustained economic expansion.

Sincerely,
PAUL A. VOLCKER.
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Representative REUSS. I find the letter entirely satisfactory. It
states on the part of Chairman Volcker:

I was asked to confirm to you the full understanding of all members that the Fed-

eral Reserve is a creation of Congress and responsible to it, that the Congress plain-
ly has the constitutional authority and the right to determine the control of money,
that the system is subject to congressional oversight and, of course, will follow the
law.

He then goes on to say that he and the Open Market Committee
will fully follow that congressional guidance. He goes on to say
that, in speaking of the response of the Federal Reserve to congres-
sional directives:

A factor in that approach is recognition that monetary policy manipulated.toward
short-term or partisan purposes could have potentially adverse repercussions for our
economy.

The Chairman's fears are fortunately without foundation since
the congressional resolution, far from being partisan, was complete-
ly bipartisan. In fact, it was proposed by Chairman Domenici of the
Senate Budget Committee, and was unanimously approved on both
sides of the aisle, in the Senate and in the House, where the lan-
guage is identical to that of the Senate.

Chairman Volcker's reply of May 24 goes on to say:

I can assure you that the Federal Open Market Committee, as always will give
full attention to any congressional resolution concerning our responsibilities.

That, too, is an important point because while the Federal Re-
serve has, unfortunately for all of us, disregarded the admonition
of the House Banking Committee and has encased itself in a 2½2- to
51/2-percent monetary corset which has brought great difficulties to
the country, it is reassuring that the Federal Open Market Com-
mittee says that it will give full attention to a congressional resolu-
tion. That's precisely what it will be confronted with if Congress
pulls itself together and passes the budget resolution containing
the direction to the Federal Reserve.

Chairman Volcker goes on to say:
In affirming our recognition of the ultimate authority of the Congress over the

Federal Reserve, I would also add that action by the Congress to indicate or direct a
specific course for monetary policy, such as a precise monetary target, would be a
decision of great moment for the Congress and for the Federal Reserve.

WHY THE MONEY TARGETS SHOULD BE REEVALUATED

Fortunately, neither the Congress nor I think the Federal Re-
serve contemplates such a cataclysm. We aren't mandating the
Federal Reserve to achieve this or that monetary target. We are
simply, by our resolution, asking the Federal Reserve to shake off
the albatross which now perches upon it, the 2½/2- to 75/-percent
monetary target. The reason why this is an albatross for the Fed
and for the Nation is that the Fed has greatly exceeded its mone-
tary target, it is currently at something close to a 9-percent in-
crease in Ml this year, so that if the Fed persists, its monetary
credibility and that of its targets will be totally destroyed.

If, on the other hand, it now tries to get within- its target with
half the year almost gone, it will have to squeeze the money supply
to the same unconscionable degree that attended monetary policy
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in 1981 and brought on the recession. Either way, interest rateswill be unconscionably high and the recession will continue. .So, in essence, what Congress asks the Federal Reserve to do inthe budget resolution is to reevaluate its present monetary targetsand to devise new targets more in keeping with the goals ofmaxium employment, production, and purchasing power. It can, inour judgment, clearly do that without in any way disturbing themarkets.
Occasionally apologists for the Fed suggest that any change inthings is going to spook the money markets. This, of course, is purehogwash. If the Fed does it properly, admits error, as all of us mustfrom time to time, the markets, far from being spooked, should beencouraged by a display of frankness on the part of the centralbank-all too rare in monetary history. That is all the Congress isasking the Fed to do.
Now, what should the Fed, pursuant to its own sound discretion,do? Should it simply raise its targets so that it finds itself not kid-ding the public, while actually getting within the new targetrange? Should it rebase them, but without changing the growthrange? Or, should it simply relax the ceiling of its present targetranges without troubling to specify a new ceiling for the rest of1982? Each of these possible solutions might supply an adequate re-sponse.
It is necessary now to examine with an open mind the implica-tions and possible consequences of these so that the Federal OpenMarket Committee, in its deliberations in the days ahead and par-ticularly after Congress has given it its directive, can at least haveformal congressional input.

FRAMEWORK OF MONETARY POLICY SHOULD BE REEXAMINED

The second subject of these hearings, and beyond the immediateproblem of the Fed, will be a reexamination of the framework ofmonetary policy formulation as it has existed since 1975. Has thatframework been part of the problem or has it been part of the solu-tion? If it is part of the problem, should it be replaced, and if so,with what? Do we control interest rates? Do we control the growthof the total debt? Or, do we devise some other methodology underwhich the Fed can announce and subsequently correct or refine itspolicy objectives? In this connection one might well ask is monetar-ism dead and if so, what new phantom must be brought into placein its stead.
We are fortunate in having a distinguished group of students ofmonetary policy before us. Our first witness is an old friend of thiscommittee, Eliot Janeway, president of Janeway Publishing & Re-search Co. of New York. You are most welcome.
Please proceed in your own way.

STATEMENT OF ELIOT JANEWAY, PRESIDENT, JANEWAY
PUBLISHING & RESEARCH CO., NEW YORK, N.Y.

Mr. JANEWAY. Mr. Chairman, it is a great privilege and a highhonor to accept your invitation to testify before this committeetoday. Since its launching, I have respected it as the economic con-science of Congress and as the economic chaperon of successive ad-
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ministrations, each conspicuously in greater need of guidance than
its predecessor. I particularly cherish this invitation, Mr. Chair-
man, because of the warm memories it recalls of the tutelage you
and I shared during the last Depression under the uncommon guid-
ance of the late, great Sumner Slichter.

HIGH INTEREST RATES SUBVERT THE ANTITRUST LAWS

I submit that the present level of interest rates is subverting our
national commitment to enforce the antitrust laws more insidious-
ly than "the malefactors of great wealth," whose schemes original-
ly provoked the passage of the antitrust laws, ever dreamed of
doing. I believe that the time has come for this policy-formulating
watchdog committee of the Congress to scrutinize the subversive
impact of double-digit interest rates on the antitrust laws and on
the basic right of free competition they guarantee.

I suggest that the Congress is being confronted with the choice of
putting a limit on the authority it has granted the Federal Reserve
Board to manage monetary matters, giving the Federal Reserve
Board a license to nullify the antitrust laws.

"Subversion" has a sinister and deadly meaning. We are condi-
tioned to think of its target as our national security, and of its
agents in the conspiratorial atmosphere of a James Bond movie.
But the process of subversion is not necessarily limited to acts of
treason, perpetrated under cover of darkness. Public officials of un-
impeachable integrity are fully capable of sponsoring programs
dedicated to stabilizing the performance of the economy which, in-
stead, subvert the accepted rules of the marketplace to the echo of
complacement applause from their peers.

FED CAN'T CONTROL INTEREST RATES

In raising my voice in criticism of the Federal Reserve Board for
negating our commitment to the letter as well as to the spirit of
our antitrust laws, I am anxious to go on record in dissent against
the popular impression that the Federal Reserve Board actually
wields the power to fix interest rates or to control the money
supply. On the contrary, I observe its repeated embarrassments as
it scrambles to follow, not lead, the trend of interest rates, reveal-
ing its inability even to count the money supply.

BUT DOES BELIEVE HIGH RATES ARE GOOD FOR US

This said, however, the fact is that the Federal Reserve Board
has thrown the enormous authority of its opinion-making oper-
ations behind the dogma that the bad medicine of high interest
rates is good for us. Granting freely that the Federal Reserve
Board is not solely responsible for pushing interest rates higher
than they have ever been in a collapsed economy, one reason they
are this high reflects the unmistakable impression the Federal Re-
serve Board has given the markets that it wants them to be high.
Moreover, the Board has prevailed upon the White House and the
Treasury to endorse this preference.

Finally, the one interest rate over which the Board exerts the
most influence-the Fed funds rate at which banks borrow from
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each other-remains in double-digit territory. It is consistently
higher than the preferred rate at which liquid banks are offering
term money to liquid corporations or than the discount rate.

The popular perception of borrowing costs is distorted by an opti-
cal illusion which assumes that the cost of money is the same to all
borrowers. Not all borrowers are equal. Some do not need to
borrow to survive; others do. Some are free to borrow at incentive
rates guaranteeing profits on their borrowings; others are forced to
borrow at loanshark rates to survive.

The right to compete, however, is the fundamental law of our
economic society. It is the indispensible supplement to the Bill of
Rights. It is institutionalized in our legal system, specifically, in
the antitrust laws, whose acceptance and enforcement is biparti-
san. It was the revered Republican elder statesman, John Sherman
of Ohio, who sponsored our original antitrust law. A revered Demo-
crat elder statesman, Louis D. Brandeis-subsequently Mr. Justice
Brandeis-persuaded President Wilson to sponsor the Clayton Act.
The Sherman and Clayton Acts were put on the books to curb the
subversive encroachments of trusts upon the rights of individuals
to compete in markets deemed free.

TAX STATUS OF INTEREST

Nothwithstanding these competitive facts of financial life, only
one adjustment is usually made for the cost of money: the so-called
real rate of interest, adjusted for inflation, rises, too, for everybody.
But the popular discussion makes no allownace for the critical cal-
culation that separates those making a good thing out of the storm
from those drowning in it.

The different tax status of competing borrowers explains why the
interest rate burden is much lower than the actual rate paid by
borrowers buoyed by earnings, and why it is much higher for bor-
rowers drained by losses.

The prime rate is largely a fiction, more real in the media than
in the marketplace. Few commercial banks of consequence have
many prime rate borrowers on their books. Chances are that their
best-rated borrowers, who under one hat or another are apt to be
their biggest depositors, enjoy credit accommodation at significant
discounts under the prime rate, while their less fortunate competi-
tors at the credit window are obliged to pay substantial premiums
above the prime rate.

BANKS LEND CHEAPLY TO BUSINESSES THAT DON'T NEED MONEY

With the prime rate in the range of 16 percent, well-managed
commercial banks, with liquidity to spare and incentives to up-
grade the quality of their deposits as well as their loans, are offer-
ing term money to business borrowers who do not need it at 4
points under prime, that is, at 12 percent, with no time deposits re-
quested or required, nor any repayment schedules involved. The
banks are out looking for the loans; the prospective borrowers they
are soliciting are depositors comfortable for cash. The incentives to
the banks are to convert deposits, which increase costs, and loans,
which increase revenues.



7

Borrowings by these profit corporations are entirely discretion-
ary. They report earnings; therefore, they pay taxes. Consequently,
they are entitled to deduct interest from their taxable profits. For
them, a 12-percent rate of interest, subject to no pay-down sched-
ule, can be taken to mean no more than a 6-percent cost of money,
that is, a return to pre-profit-squeeze normalcy. Profit corporations
routinely accept such offers to borrow money at cheap after-tax
rates of interest and reinvest it to earn much higher, tax-sheltered
rates of return.

AND AT HIGH RATES TO BUSINESSES THAT DO

Now, let us consider the plight of the competitor in the same
marketplace who has run out of earnings and consequently, out of
cash and out of deductions. If there is anything surer than death
and taxes, it is the certainty that loss corporations need new bor-
rowings to replace lost earnings. Just as inescapably, they need to
recapture earnings in order to get free of borrowings. In a 16-per-
cent prime rate market, competitors who have been borrowing
more as they have been earning less wind up needing to borrow
still more after they stop earning anything.

The going rate for borrowers on the sick list ranges up to four or
six points over prime; the higher rate insures the higher risk to the
lender-especially when, as is increasingly the case, the need for
new loans is dictated by the pressure to pay the interest on old
loans. Assu miing a 12-percent pretax rate of interest for competi-
tors in the black, a 20-percent rate of interest for competitors in
the red saddles them with an onerous eight point-20 percent
minus 12 percent-cost penalty before they struggle to meet the
payroll and to borrow the interest they owe.

THE INTEREST TAX DEDUCTION DISTORTS COSTS

But that is the least of it. As the tax adjustment shows, the com-
petitor who is profitable to begin with, and on whom cheap money
is being showered, enjoys an open invitation from the tax-collection
arm of our Government to mint money at 6 percent or under in a
money-market artificially measured at 16 percent. But the money-
managing arm of this same tax-collecting arm of the Government,
and the White House behind it, are sounding the death knell for
competitors in the red.

The right to deduct interest is a mockery to a loss corporation.
The cost of earning a 20-percent interest burden cannot be
shrugged off as just half, or even less, than the actual tab paid.
Nondeductible dollar for nondeductible dollar, the cost is at least
the full 20 percent, if not more, depending on the rate charged. At
a 20-percent after-tax cost of money, the credit-hungry borrower in
the red is spotting at least a 14-percent tax adjusted cost advan-
tage-20 percent minus 6 percent-to his competitor in the black.

In this case, the strong competitor simply elects to use excess
cash to solidify his advantage by generating unearned income. It's
axiomatic that the shorter of cash a loss corporation becomes, the
more credit intensive it becomes, and, therefore, the more decisive
the after-tax advantage enjoyed by profit corporations in a high in-
terest rate market becomes. But the spread between a 6-percent
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tax-adjusted cost of money for competitors who don't need to
borrow it, and a 20-percent plus cost for borrowers who can't
manage without it, is too wide to be tolerable.

RESULT-WIDESPREAD BANKRUPTCIES

Mr. Chairman, I have offered this calculation by way of explain-
ing that profit corporations not motivated by the well-known habits
of sharks swimming around schools of mackerel, nevetheless, are
gobbling up their competitors in shark-like fashion. Loss corpora-
tions are being exterminated wholesale as the direct and inescap-
able consequence of this negative spread. An 8-percent pretax ad-
vantage enjoyed by borrowers able to take interest charges as de-
ductible over those not, let alone a 14-percent tax-adjusted advan-
tage, guarantees that the epidemic of bankruptcies will spread and
the toll of unemployment will rise.

Double-digit interest rates are now living a life of their own,
feeding on the debris of the financial ghetto to which businesses in
the red have been consigned. Their distress borrowings are perpet-
uating these pernicious interest rates; and these pernicious interest
rates are forcing more necessitous borrowings which cannot be
repaid.

In the name of stabilizing our economy, therefore, our monetary
masters, fortified by their dogmatic wisdom, are unstablizing our
society, in righteous innocence of the subversion they are perpe-
trating upon the antitrust laws of the land.

Mr. Chairman, I suggest that this committee call upon the anti-
trust authorities in the Department of Justice, who have not been
working overtime in recent months, to do their duty on behalf of
the victims of our misguided and subversive monetary policy. Many
a private corporation management has been subjected to antitrust
scrutiny and restraint for having done less to subvert competition
than the Federal Reserve Board is now doing.

I recommend that you consider the appropriateness of forward-
ing the flawed performance record of the Federal Reserve Board to
the Antitrust Division of the Justice Department.

DOUBLE STANDARDS FOR BANK LOANS

Representative REUSS. Thank you, Mr. Janeway. You bring up
memories of Thurmond Arnold and others. Let me ask you a
couple of questions.

How can the banks afford to make 12-percent business loans to
these favored profitable corporations?

Mr. JANEWAY. First off--
Representative REUSS. They have to buy their money and bank-

ers acceptances currently are what, 13 percent, something like
that? How do they do that? Or, is it a loss leader?

Mr. JANEWAY. No. We have a double standard for gaging the po-
sition of banks. Some banks, notably in New York, also Chicago,
are 85-percent lent. But a number of banks around the country
which have anticipated this difficulty, are under 40-percent lent,
some 30-percent lent. So they have excess cash. They are offering
this money to big depositors. They are really saving money on it
because they are getting interest on money on which now they are
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being forced to pay time deposits. The corporations to which they
are offering this money are corporations with big deposits in CD
form. So, they are working off CD's that are onerous which they
have had to take from favored depositors, from big depositors.
That's the first consideration.

NONPRODUCTIVE LOANS

Second, the 12 percent they are offering is really at parity with
the.discount rate. But the banks which are doing this are banks
which don't want to own long-term bonds. Their portfolios are
down to Treasury bills maturing within a year or so. Their loans
are only to people who increasingly don't want them, people who
are not using money in productive fashion. We see the money ac-
cepted and going out to buy dividends which are deemed safe, in
companies like Exxon at over 10 percent. That's a yield that's 92½/2-
percent tax free to a corporation, enjoying the dividend exclusion
of 85 percent presumed to be in a 50-percent tax bracket. So to
them as has it goes it.

Representative REUSS. I would appreciate your developing a little
more on your antitrust point. You have certainly made the point, I
think with devastating clarity, that the totality of our monetary
and tax policies--

Mr. JANEWAY. Taking the two together.
Representative REUSS. Taking the two together, is murder for

smaller independent innovating businesses and is a great consola-
tion to profitable corporations. I see that. How do you link that up
with the alarming tendency, in my view, toward greater concentra-
tion in the American economy, and if not concentration, then
toward the construction of conglomerates which have no real eco-
nomic reason for existence other than the fact that they can
borrow money cheaply? What's happening, in short?

GREATER CONCENTRATION IN MARKETPLACE

Mr. JANEWAY. Take a typical marketplace for whatever-fasten-
ers, forgings, casters, zippers, you name it-in which normally you
might have 20 to 50 competitors with the runts in the litter
bunched down at the bottom of the marketplace, each accounting
for, I don't know, 1 to 4 percent of it. What's happening now is that
these industries are being knocked down to under a dozen competi-
tors, and the competitors of consequence are increasingly divisions
of corporations with very large cash flows benefiting, for example,
from safe harbor leasing.

Not meaning to single anyone out, but General Electric gave a
token demonstration of its strength stretching across a broad spec-
trum of industries by raising its dividend a nickel last week. Well,
the nickel is meaningless. But the ability to raise the dividend at
all is consequential and significant.

Where you have corporations with large numbers of divisions in
any number of marketplaces and those divisions want to stay in
good with headquarters and they wind up being 1 of a half dozen
instead of 1 of 50 competitors, a consequence of this extermina-
tion-of this financial equivalent of the gas chamber process-is
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that the survivors then say to Mr. Joe Smith, an outlet on the
street corner in Wenatchee, Wash.: _ _

We have examined your account with your former supplier whose business has
been handed over to us and frankly, you don't measure up to our standards. We can
no longer sell to you. You are going off our books.

The "know-your-customer" rule is being buried and forgotten. In
other words, the smaller businesses around the country which
never had the money to automate, which never had the money to
integrate, which have always lived on borrowings, which have
always been on a handshake basis with suppliers who have known
them, are finding themselves not only out of credit but out of sup-
pliers. They are being chased off the computer. It is axiomatic that
the market consequences of bankruptcies are price increases by the
survivors. American Airlines raised its fares right after Braniff
went under.

LESS PRODUCT DIVERSITY

This country, with all of its diversity, is not structured for prod-
uct line after product line to be served by less than a dozen compet-
itors. I think that's what's happening. I suggest that you invite to
testify a very distinguished alumnus of the military, Gen. Anton
Slay, who was in charge of procurement for many years in the Air
Force. He's developed very alarming data showing that defense-sen-
sitive supply industries producing valves, casting, forgings, have
now got themselves in such a splintered condition due to this proc-
ess that if there were to be a shooting match of some kind, the
Armed Forces wouldn't be able to get basic components. I think
that would add a dimension to your inquiry.

AND FEWER DEALERS

But I think that the governing answer to your question is meas-
ured by the sharp shrinkage in the number of entries in market-
places. Also, we want to remember that plants don't sell goods.
They can't sell goods. Plants are not people. People sell goods. All
plants, even General Electric's, are structured to sell through deal-
ers. The mortality rate among dealers around this country is hor-
rendous. Chevrolet built its control of the automobile market on its
proud boast that you could always be sure of the trade-in value on
a Chevrolet because the Chevrolet dealer would always be there.
Look at the mortality rate among Chevrolet dealers.

THE REMEDY FOR HIGH INTEREST RATES

Representative REUSS. Members of this committee or many of
them at least think they know the remedy for high interest rates.
The remedy in that view is twofold.

One, show budgetary responsibility and get the deficit under con-
trol-which certainly must mean a meaningful cutback on the rate
of increase in military expenditures and a meaningful reduction in
the tax forgiveness measures that were passed last year. And
second, with the deficit under control in the view of those of us
who hold that view, the Federal Reserve must get its monetary
policy under control just as Congress and the administration must
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get their budgetary policy under control. Such a reformed mone-
tary policy would immediately do away with the current 21/2 to 51/2
percent target which is patently being disregarded by everyone, in-
cluding the Federal Reserve.

So, let's assume, although it takes quite a bit of assuming, that a
sensible budget policy and a sensible monetary policy replace the
insensible policies that we now have in those two fields and that
interest rates thus do come down. You still would have the other
half of your problem, the fact that if the prime rate went from, say,
16 percent to, say, 11 percent of whatever, you still would have a
very considerable disparity between the elect and the rejected, not
only based on the fact that lenders like the former better and will
lend to them cheaper, but also based on the effect of the deduction
of interest paid by those who have that which is needed in order to
benefit from a deduction; namely, gross income.

Here's my question: What should be done about the Treasury de-
duction as an ordinary and necessary business expense of interest
paid?

TAX BREAKS FOR AMORTIZATION NEEDED

Mr. JANEWAY. I think, if anything, you would panic the economy
if you took away the right of deductibility on interest. Mr. Chair-
man, mine is a very characteristically moderate and optimistic
presentation. Let me add a dimension to it which is not so moder-
ate or optimistic.

Let's suppose Adam Smith Everyman were sitting in Milwaukee
or in Providence or in Tallahassee or wherever he's sitting. Joe Al-
britton, the shrewd head of the Riggs Bank, our friend, told me the
other day that when a customer comes in and pulls up a chair
alongside his desk and says, "Partner," he says, "I know I got a
bad loan." Let's suppose the recovery that isn't coming happened
yesterday. Let's suppose the fellow who is about to be sold out or
who is about to pack it in finds himself showered with earnings
again. The banker who has been lending him the interest, suddenly
says, "Hey, buster, you owe us $200,000 or $1 million or whatever
it is and I see you are earning the interest. I want a pay down."

Now, the moment today's loser who becomes tomorrow's profit-
maker is confronted with a demand not merely to pay the interest,
but to make an amortization payment, which is reasonable, he has
to find $2 of amortization money for every $1 that he finds in inter-
est money. His amortization money costs him $2 on the dollar if
he's making money, while his interest money costs him only 50
cents on the dollar once he resumes taking deductions. So his am-
ortization dollar is four times more expensive to him than his in-
terest money.

What I would suggest if we could get back on a track again, and
as Jack Kennedy used to say, get the economy moving, I would give
people who had had 3 years of losses, let's say, and they will be
very easy to find, a tax break on any amortization. I would let
them take deductions on any amortization payments they make,
else you will break them all over again the moment they get to
where they can repay a dollar in order to reestablish their credit
and get their interest rate down closer to the prime.
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Representative REUSS. What you are saying is that while it is the
combination of a high interest rate policy and the deductibility of
interest paid which produces the anticompetitive effect which is
the subject of your testimony, nevertheless you don't advocate, and
I would agree, the laying of hands on the interest paid business de-
duction. Instead, you would concentrate your corrective action on
monetary policy and interest rates?

Mr. JANEWAY. Yes. Also on tax policy to this extent, and I will
make another suggestion in a moment, I would give marginal bor-
rowers who are, as I said, credit intensive, some sort of break in
the form of deductibility on any amortization payments they made
for a couple of years.

TAX REFUNDS ADD TO DEFICIT

While you were making your remarks, I jotted down a small cal-
culation, as to the extent to which we are kidding ourselves. The
admitted deficit in the last fiscal year was, I believe, $63 billion.
Most of the discussion now about this year's deficit is concentrated
on the spending side of the problem. As the result of the collapse in
the economy, however, and its spread from merely a sales or
income disappointment to a balance sheet disaster, collections are
going to pot.

The most dynamic growth indicator in the economy today is re-
funds. Our friend, Senator Harry Byrd asked me late last year
what I thought the deficit would be for this fiscal year, and I said
over $125 billion, and he gasped and made appropriate remarks. I
asked, "Harry, what would you do? Repeal the refund privilege?"
He said heavens no. Refunds in the first half of this fiscal year, Mr.
Chairman, ran at $55 billion; annualized, which I think is a reason-
able calculation, they run to $110 billion.

Representative REUSS. Refunds of overpaid income taxes? That's
what you are talking about?

Mr. JANEWAY. Yes. Refunds running at $110 billion this fiscal
year call, in my judgment, for a realistic carryback and add-on to
last year's apparent deficit of $63 billion. If you add $110 billion to
$63 billion for fiscal 1981, you have-my arithmetic gets so bad as I
age-$173 billion adjusted deficit for last year before anything hap-
pened to scare you.

THE INFLUENCE OF REAGANOMICS

Representative REUSS. The taxpayers of the country inadvertent-
ly contributed enormously to apparent fiscal probity on the part of
the Reagan administration?

Mr. JANEWAY. They expressed with their pocketbooks a ringing
vote of confidence in the new brand of Reaganomics.

Representative REUSS. Involuntary?
Mr. JANEWAY. They believed it. They bought the prospectus.

They thought they would owe the money and they are now recap-
turing the money at this $110 billion rate with every indication
that corporations and individuals alike are still doing this.

For example, a splendid corporation, a model of corporate re-
sponsibility, Phelps-Dodge, has now shut down all of it's income
earning operation. Every copper mine it has is shut down. Never-
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theless, it cut its dividend by half. To pay a dividend, it must pay
the Government a tax. If this short term bet proves wrong or
wrong headed, and it cuts its dividend altogether next year, obvi-
ously it will earn a big refund.

BORROWING TO PAY CORPORATE DIVIDENDS

I think it would be a great economy measure for this committee
to get a $1 million appropriation out of its masters and use the
money to take a poll of all corporations which are borrowing
money to pay dividends.

Mr. Justice Cardozo, in a different world, when he was still on
the high court in New York State, handed down a decison which
branded the payment of an unearned dividend or the payment of a
dividend by a loss corporation as a criminal fraud. That was a dif-
ferent world, subject to a different standard of corporate probity.

But you will find, I think, that the overwhelming majority of
American corporations today are borrowing not only to pay their
interest, which is understandable, but borrowing to pay their divi-
dends, and that's entirely discretionary. That is building up a tre-
mendous future-year claim on the Treasury. The Treasury will
refund all the taxes paid in support of the earnings reported to pay
the dividends being financed by borrowers.

So, it seems to me that if we are running at a refund rate of $110
billion this year, we can anticipate next year that we will run-
next fiscal year-at a much higher rate of refunds.

So if you add, let's say, to be moderate, which we always try to
be, $125 billion for fiscal 1983 to the admitted deficit, let's say, this
year of $125 billion, then before we come to the difficult years on
the spending side, we will be stuck with a tax adjusted deficit of
$250 billion. That's without regard to where spending is going in
the next couple of years.

FUTURE MILITARY BUDGET OBLIGATIONS

Now, a point you made about military spending. Before your
former colleague, Mr. Stockman, came out of the closest, he per-
suaded his fellow students in this White House that what matters
about the Defense budget is not obligations, but outlays, They have
been very inhibited and guilty about outlays. They have been hold-
ing outlays, despite all their tough talk, down to the level of the
Carter years. It is obligations that they are throwing at the Rus-
sians, thinking to scare them with declarations. Mind you, it is a
tremendous achievement to collapse an economy while obligating a
couple of trillion dollars for futute-year defense. But the really big
deficits will come when this administration finally begins to bring
to market these huge trillion-dollar scale obligations scheduled to
greet the next administration, that is for 1985, 1986. And to have
deficits on this scale overhanging the markets, and burdening us
with these interest rates in a collapsed economy, suggests that
short of our involvement in fisticuffs, we are two-thirds of the way
to Argentina now.

99-166 0 - 82 - 2
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MILITARY BUILDUP WITH TAX CUT ALMOST UNPRECEDENTED

Representative REUSS. You express lack of enthusiasm about
both, the administraion's policy of financing a huge military build-
up by reducing taxes and the private sector policy of financing a
relatively healthy rate of dividend payments by borrowing.

Mr. JANEWAY. That's right. Mr. Chairman, I have searched the
annals for any experience in history, in modern industrial history,
of an effort to organize a massive military buildup; that is, a buil-
dup in procurement obligations, while cutting tax rates. I have
found-as the lawyers say, I have identified-one near case. It is
not precise.

As the history books tell us, Kaiser Wilhelm was a nut. He was
very anxious when he knew that World War I was going to start to
get in good with respectable opinion. He appointed as his finance
minister a triple threat man, the author of the textbook used in all
German universities on finance, Karl Helfferich, professor of eco-
nomics at the University of Berlin and the head of the Deutsch
Bank which is still the largest commercial bank in Europe, I be-
lieve. Herr Helfferich ran Germany through 3 years of World War
I down to the point at which they were putting 14-year-old boys in
the mud holes, without any-it is not quite an analogy-income
tax whatever. When Karl Leiblinecht, the Socialist deputy subse-
quently assassinated, cornered Helfferich in the Reichstag in 1917,
at which point the German Government was conscripting Belgian
prisoners to work in the mines as forced labor, and asked him how
long the slaughter would continue with no tax, Helfferich replied
that he would not infringe on the liberty of enterprise in Germany.
He added that theirs was a just war-this tells us how economists
reason, and therefore, to mistrust them-and therefore, Germany
would win: A non sequitur that history has confirmed. Helfferich
added that when Germany had won she would obligate her van-
quished enemies to pick up the tab for her war debt. Out of Ger-
many's wartime monetization of her debt came the destruction of
the mark out of which came subsequent events-Hitler, World War
II, and so forth.

It is disastrous under the conditions of a 10-year military tech-
nology cycle-you then had a 3-month military technology cycle-
to contemplate anything but tax increases if you are going to say,
as the President said the other day, "I have seen the cables. I am
in possession of this intelligence." If you have seen the cables and
this is your knowledge and this is your responsibility based on your
proprietary knowledge, you must ask the folks to participate in the
responsibility. You and I were there when a Democratic liberal
President named Roosevelt, and another named Truman, on find-
ing themselves in fisticuffs, raised rates 40-percent overnight-20
for tax, 20 for compulsory withholdings to buy savings bonds. Joe
Sixpack regarded the savings bond as a tax, too. And it was. So if
we are to stay in obligations for the trillions in the outyears, we
must change tax premises.
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HOW CAN THE FED GET THE ECONOMY MOVING?

Representative REUSS. Returning to monetary policy, in your
judgment, what should the Federal Reserve now do to perform its
part in getting the economy moving again?

Mr. JANEWAY. I want to be entirely fair, and that means taking
sharp issue with the description of what it is doing. It is said to be
pursuing a tight money policy. Many of its critics, most of its crit-
ics, think that it is. That is not the case.

It is pursuing an aggressive easy money policy. The Fed is a net
buyer, a determined and anxious and almost hysterical buyer day
after day. It was a buyer of Government securities in the market-
that is, it was pursuing an easy credit policy-on the day last
month, on the Wednesday-I forget in which week-that the Fed
funds rate went to 31½/2 percent in after-hours trading. Two tight
Chicago banks paid up to 311/2 percent that Wednesday. I will be
happy for the record to furnish the week.

It is thought, and it may have been the case until recently, that
the Fed, as I said, controls the Fed funds rate. It has lost control of
that rate to the extent that banks at the other end of the spectrum
from those I'm referring to today-the banks that are 85 and 100
percent lent-get in the way of its act and become necessitous
users of the Fed funds market. If I had anything to say about it,
and there is no danger, I would signal my determination to get the
Fed funds rate back into single digit territory and to keep it there.

Representative REUSS. How would you do that?
Mr. JANEWAY. The first thing I would do would be to say it. I

would pursue an open-mouth policy. I would stop the deception
about tight credit versus easy credit; we have easy credit and high
interest rates.

HOW TO REDUCE THE FEDERAL FUNDS RATE

Representative REUSS. But admitting that our concern is with
high interest and agreeing with you that 9 percent new Ml this
year is not tight money, it s relatively easy money, how would you
at the Open Market Committee go about operating on the Fed
funds rate?

Mr. JANEWAY. There are various things you can do. Henry Kauf-
mann, in his testimony before the House Budget Committee, indi-
cated several which I endorse and which he and I have discussed.

Begin with the premise that the money supply calculation is
baby talk. It is irrelevant. You have $200 billion in the money
market funds. You have about $170 billion in the commercial paper
market. That's a lot of money. You have lord knows how much
more in the foreign branches of the banks with oversea connec-
tions, the internationally connected banks. The first thing I would
do would be to stop the pretense that the money market calcula-
tion inside the banking system can be relevant so long as we have
these huge pools outside the banking system. So, what I would do
would be first to move to protect those banks which are in bad
shape. I think the Comptroller may have a list of about 30. I would
be a very aggressive buyer at rates calculated to beat the Fed funds
rate down under 10 percent on all days. That's the first thing I
would do.
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STOP CATERING TO MONETARISM

Representative REUSS. If I can stop you there, that would result
in the growth of Ml expanding very fast above its present close to
9-percent rate, would it not? I don't say that's the end of the world.
I'm just asking.

Mr. JANEWAY. If you figure on what has happened while they
were doing what they are doing, you have put $200 billion into the
money market funds, 56 percent of whose assets, I believe, are in
commercial paper. So you haven't stopped the growth of the money
supply by doing that. I would get my mind off the money supply if
I had anything to do about it. I would stop catering to monetarism.
Monetarism is a more effective instrument of revolution then the
KGB.

CUT THE DISCOUNT RATE

Representative REUSS. To get back on track, putting to one side
bursts and explosions in Ml, you are saying you wouldn't worry
about it. You would get the Fed' fund rate down to around 10 and
keep it there.

Mr. JANEWAY. If I did that, I could then justify a cut in the dis-
count rate.

Representative REUSS. To about the same level?
Mr. JANEWAY. Exactly. You asked me before how banks in the

16-percent prime rate market can offer money out at 12 percent. If
they ever get caught overnight, they go to the discount window.
The next think I would do which, in fairness, the Federal Reserve
Board did do, I think last June, would be to waive the requirement
that discount paper be paid back in a couple of days.

When the S&L's got into their first big jam, they were invited to
come to the window at the Federal Reserve Bank and to park
paper not just for overnight. So, I would go to a reasonable term
basis in accepting paper from banks on the Comptroller's list. I
think if you did that, you would bring down the rate at which the
overlent banks are borrowing. Part of that trouble is that the easy
credit policy that the Fed is pursuing is helping only those who
don't need the money. But it is not helping those who are over-
tight.

FED SHOULD BUY MORE THAN BILLS

When Martin was chairman and we had that mess which you re-
member in 1957 when the Government panicked, the Secretary of
Defense put out a memorable letter asserting that the Government
wasn't going to pay defense contractors what it owed them. The
outcome of that flap was that the panic died down when I persuad-
ed then Senator Johnson to lean on Martin until Martin retreated
from the "bills-only" policy from which he insisted that the Fed
would never retreat.

That's another thing the Federal Reserve Board could do, you
see. It could buy more than bills. In fact, when things get bad
enough, it does. A good deal of the difficulty, I think, could be
eased if the Fed would stop insisting that it will never do what in
fact it does do every day.
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Representative REUSS. To wit?
Mr. JANEWAY. The aggressive credit policy. It's pursuing an easy

credit policy. We would be clearer in our minds and the markets
would be clearer too, if the Fed said it is. I think we would be in
better shape and would avoid another Penn Central affair if the
Fed could bring some of this commercial paper back into the bank-
ing system. You would get deposits back.

PROBLEM OF COMMERCIAL PAPER

When the commercial paper supplies inflate and the banks are
the big issuers, what the issuers are doing is rate scalping, that is
bargain hunting. The commercial paper market boomed when rates
went up. If you could bring rates down, more money would go back
into the banks. The banks would give better grade loans and
money would come back out of the commercial paper market. But I
think that the Federal Reserve Board probably is not too far away
from trying to find a way, and perhaps, from even welcoming a
lead from Congress to get off this money supply kick and get back
to an interest rate target.

WHY BANK LOANS ARE RISING DURING RECESSION

Could I add this point? We have a condition in which bank loans
outstanding are at new highs, steadily rising, and yet in which loan
demand for new money is nonexistent. This indicates clearly that
the jumps, the successive and continuous jumps in outstanding
bank loans are being made for the purpose of borrowing to pay in-
terest. The money represented by the increase in bank loans out-
standing is not going into payrolls, it is not going to the purchase
of supplies, it is not going into what is technically termed produc-
tive loans.

What we need are productive loans. Our need is to use business
borrowing to finance business buying. Without business borrowing
under our system, there is no business buying. If the Federal Re-
serve Board brought the rate it can handle down, if it broadened
its buying to include term paper, say to Government agency paper,
to bring those rates down, if it could get the banks that are in trou-
ble and that habitually use the Fed funds market for intrabank
borrowings of a desperate sort, if finally, the Fed could get these
troubled banks to where they could again make productive loans, it
would remedy the situation.

Getting back to my testimony. As it is now, for a borrower
paying 24 percent with no tax relief, in 3 years someone owing
$100,000 would owe $200,000 without having borrowed a dollar to
meet payroll or to buy any inventory.

MONETARY CORSET DOES NOT MAKE SENSE

Representative REUSS. Let me address myself to one element of
your testimony, your proposition that the Fed ought to forget Ml
and M2 and the rates of growth of the monetary aggregates and
concentrate on interest rates, and specifically, on getting the Fed
funds rate down to around 10 percent and keeping it there. One
can disagree, cannot one, with your sweeping the monetary aggre-
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gates from the table and still say that the Federal Reserve ought
promptly to get rid of the 21/2- to 51/2-percent monetary corset in
which it has encased itself'? Because even if one still partakes of
nourishment at the foot of monetarism, it still doesn't make sense
to say let's have a 21/2- to 5/-percent target, but tell the world that
you are kidding it and really you are going to go on creating easy 9-
percent money. So in any event, even if one doesn't go the last step
with you in saying monetarism is or should be dead, would you not
agree that adjustment ought to be made in that 21/2 to 51/2 percent?

Mr. JANEWAY. Absolutely and minimally. And further, without
the Congress getting into matters of administration, I do think that
the Board ought to be asked why the commercial paper flow and
the money market flow are not included in the calculations so that
we know at what rate the increase is actually occurring.

TAX WITHHOLDING SYSTEM HAS FAULTS

There is another aspect to this which bears on my testimony. I
testified to this before the Senate Small Business Committee
which, of course, has a Republican chairman. We have another
malpractice developing, another source of strain, where I think the
Treasury, the Federal Reserve Board, and the Congress need to be
helpful: the tax withholding system. The tax witholding system ob-
ligates the employer to make the withholding payment 4 or 5 busi-
ness days after the paycheck is issued; right?

Representative REUSS. Not wrong.
Mr. JANEWAY. You pay your folks on Friday and by Wednesday,

you are supposed to pay your withholding money. My perception of
what is going on in the real world outside the monetary statistics is
that these lapses, delinquencies on withholding, are actually fi-
nancing next week's payroll and paying the telephone bill. So, I
think that if we know what is good for us and want to hold back
this rate of bankruptcy, we will give the employer who paid x in
the previous quarter some kind of carryback credit or entitlement
before he goes delinquent and criminal or shuts down and fires ev-
eryone and makes them a charge on the Government in the next
quarter.

That money, I point out, goes through the banking system. The
banks are getting the benefit of these deposits from people on
whom they are foreclosing loans. How would you feel if you were
Joe Blow and you had just met a $5,000 payroll, and the following
week, you came up with another couple of thousand dollars, which
you had put into the bank which enjoyed the use of this withhold-
ing of yours? How would you feel if Friday after that, this same
bank bounced your payroll checks after it had the use of your
money before it turned it over to the Treasury and bought bills
with it the following Monday?

In the real world, it seems to me that the Federal Reserve Board
needs to exercise some conscience and responsibility about that be-
cause not only are all borrowers not equal, but all meeters of pay-
rolls are not equal.
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SAVINGS BOND PROPOSAL

Now, on the broader question, suppose we did something like
this. The administration has dug itself into a hard position on per-
sonal income tax rates. The Congress is saying that it is fiscally ir-
responsible to take the 10 percent in the third year. There is a way
to finesse the argument, and the Federal Reserve Board could be
helpful in this connection. There are so many good ideas around
that worked in the past that I fail to see the need for overstraining
to improvise new ones.

I'm talking about the war savings bond. I don't see why we need
a war to bring back the savings bonds. We have the fiscal equiva-
lent of war in the Reagan military obligational budget: Why do we
need a shooting war in order to do what we made work to prevent
a wartime inflation twice with Government spending? We need
some sort of savings bond; away from the market. When we had
the war savings bond--

Representative REUSS. If I can interrupt, the oft-maligned John
Maynard Keynes suggested forced savings.

Mr. JANEWAY. That's right, forced savings. But Keynes was such
a puritan, such a conservative, contrary to his reputation, that
when we adopted his recommendation, we froze the employee into
that $18.75 instrument. Depriving him and her of the right to con-
vert it into cash and to pick up a tax deduction by borrowing on it.
Money was only 1 percent. Nevertheless, we saved the up-front in-
terest. We gave him $25-I don't mean to be sexist-we gave him
and her, her and him, $25 at maturity and we taxed the spread.
We taxed the profit, if you want to call it that, from $18.75 to $25
at ordinary income tax, certainly discriminatory against the
masses, and for the classes, which Keynes is not normally thought
to have been. We did something worse to the war savings bondhold-
er because of Keynes' fiscal puritanism, which I don't share. We
froze the bond. We said they couldn't sell their bonds and they
couldn't borrow on them.

Suppose we went back to the savings bond to get $50 to $100 bil-
lion a year out of it, and suppose this time we made it borrowable.
Thanks to everything that's going on, people are gradually discov-
ering the miraculous uses of the long tax form and of interest as a
tax deduction. To any income earner, wage or salaried, say that
some 16- or even 20-percent rate, if in the 50-percent bracket is ex-
actly as it is to DuPont or to General Electric. It is 10-percent
money. It is really cheap money.

Now, suppose you told Joe Sixpack that he was getting his pay-
check out of which was coming not only his withholding tax, but
also a savings bond. However, the bank that was going to get the
withholding also had a terminal where he was working and he
could take the savings bond and give it to the bank and get 90
cents on the dollar. He would be ahead in cash and you would be
giving the bank reserves that it could park with the Federal Re-
serve Board. The private sector's excess liquidity could be used to
soak up this deficit problem.
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INTEREST DEDUCTIONS FOR WAGE EARNERS

I suggest this: if you look at the budget in the large and stop
playing this nickel and dime game-which I regret to say that I
think many of my good friends in this body have been suckered
into doing-there is only one place on the spending side of the
budget where you can look for a big number, and that's interest.
Interest doesn t buy groceries for the unemployed and it doesn't
buy planes for the military. It is not deductible to the Treasury.
The savings bond offers a massive method of getting rid of up-front
interest and putting that interest and putting that interest over to
people who can use the deduction; namely, the work force, what's
left of it.

There are plenty of people still there. As the administration says,
"there still are more employed than unemployed. What are you
kicking about?" [Laughter.]

So, the customers are there. Why not use them? Why saddle this
poor Treasury of ours, bereft of deductibility as it is, with the inter-
est drain it can't deduct? Instead, don't tamper with the interest
deduction. Endow the work force with it. We calculate in New
York City, which is not representative, where we have a 10-percent
State tax and a 4-percent city tax, both deductible, that before tax
adjustment, we are in a 64-percent bracket as individuals. We
figure a single person making $20,000 a year and getting a $25 a
week increase, keeps about $8.50 in take-home pay. These brackets
are so high now, that if you invited people to borrow on savings
bonds that paid no interest up front but that would be collateral-
izable at the banks, you would give cash flow to the Treasury in the
form of money it could keep; you would spread deductions around
to the work force; and you would concentrate reserves in the hands
of the banks. You would invite the banks to deposit those reserves
with the Federal Reserve Board which deserves to keep them. It's
earned the right to keep them. And you would free up the funds in
the illiquid banks which they are not obliged to deposit at no inter-
est with the Federal Reserve Board to insure their solvency.

Representative REUSS. You have given us enough food for
thought for many weeks. Certainly not since the appearance here
of Admiral Rickover some weeks ago have we had our adrenalin
stimulated to such an extent as you have stimulated it. You point-
ed out that we are embarked upon a military and fiscal course un-
rivaled since the last days of imperial Germany. You have dealt
another blow to the 21/2 to 51/2 percent Ml corset in which the Fed-
eral Reserve and the administration have encased themselves,
pointing out that one doesn't have to believe that monetarism is
dead in order to say that even for a monetarist such a corset is un-
tenable.

PRESENT MONETARY TARGETS "DISASTROUS"

Mr. JANEWAY. May I make a technical point? I know the 21/2 to
51/2 calculation weighs heavily on your mind. In the money market
fund, when you elect to cash in money you have in a fund, what
compounds the mockery of the present statistical system is that the
money market fund's distribution repayment back to the holder
goes through the banking system.
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Representative REUSS. So there is a tremendous whiplash?
Mr. JANEWAY. Yes. It goes through the banking system. It simply

isn't counted as going through the bankng system.
Representative REUSS. What you are asking, and check me if I

am wrong, is that you and I did not make the M, category. The Fed
did. But having made it and having promised the world that it
would stick to a 2Y2- to 51/2-percent target range, then to violate it
grossly in the execution contributes markedly to the monetary
mess that we are in.

MONETARIST DOGMA NEEDS TO CHANGE

Mr. JANEWAY. It is disastrous. When Friedman first promulgated
the doctrine that the money supply is currency in circulation plus
checking accounts, and we were invited to trust the free workings
of the free market to do the rest, he grossly discounted the flexibil-
ity and ingenuity of the free workings of the free market system.

But monetarism has never caught up with what the market has
done to its definition of the money supply. Monetarism doesn't
keep pace. I will say that the classical economist of the 19th cen-
tury who followed Smith did adjust theories to changed conditions.
But the monetarists have frozen their dogma and show no disposi-
tion whatever to do that.

In terms of the Federal Reserve Board's claim to be independent
of the executive, I'm enormously relieved, and I congratulate you
on having made history in your' interchange with Chairman
Volcker. I think the Chairman's acknowledgment of the authority
which the Constitution mandates in this body is a Magna Carta.
But the fact is that monetarism, not the supply-side snake oil busi-
ness, is in charge in this administration.

The Under Secretary of the Treasury for Monetary Affairs would
like to see a situation created in which the executive gets crowded
out of the market. The Federal Reserve Board has been catering to
monetarism because it has been catering to the executive. If you
can give the Fed a declaration of independence from the executive
and an Emancipation Proclamation to follow policy guidelines for-
mulated by Congress under its constitutional mandate, you can
free the executive from its present exposure and in time to move us
out of the very dangerous position we are in because the depression
that is developing is close to the panic point.

Repersentative REUSS. Well, I end as I began by suggesting that
just as it is a great mistake for the administration and Congress to
adopt a budgetary fetish and then not stick with it because that
spooks the markets, so it is an equivalent mistake for the adminis-
tration and and Federal Reserve to embrace monetarism and then
not stick to it, because even if monetarism were right, if you adopt
a theology and don't stick to it, of course you alarm the votaries.
We are grateful to you, Mr. Janeway. We could go on here for
many more more hours, but we have a distinguished panel await-
ing. I want to thank you once again for appearing before us and
come back and instruct us again soon.

Mr. JANEWAY. This record would not be complete if I were not to
express my profound despair by your announcement of your retire-
ment.
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Representative REUSS. Well, lest this love feast get out of hand,
thank you, and I ask Professor Nichols, Professor Renshaw, and
Mr. Roberts to come forward. I want to thank you three eminent
witnesses for your patience. However, I feel that the show put on
was not a dull one.

Gentlemen, your prepared statements will be made a part of the
record.

Mr. Nichols, you may proceed.

STATEMENT OF DONALD A. NICHOLS, PROFESSOR OF
ECONOMICS, UNIVERSITY OF WISCONSIN, MADISON

Mr. NICHOLS. It is a pleasure to appear here. Let me say I appre-
ciate the weather. This is Wisconsin weather. I lived here several
years and never experienced this.

I have a rather wide-ranging prepared statement that covers
many broad issues of strategy. I want to concentrate on just a few
issues that I think are of great concern to the committee at the
moment. One of these issues is the question of expectations and
how they are changed by a change in policy. A related issue is the
question of the policy strategy choice itself.

SHOULD WE STABILIZE POLICY INPUTS OR OUTPUTS

I want to contrast two different kinds of policy strategies, one
that emphasizes what I call the inputs of the policy process, stabi-
lizing budgets and money growth rates, and another strategy that
stabilizes the outputs of the process-inflation, unemployment, real
growth. The policy has always been a blend of these two, but I see
us moving over the past decade more toward stabilizing the inputs
away from stabilizing the outputs, and I see economic performance
getting worse. I am recommending a change in that strategy.

The punch line of my prepared statement, which I must summa-
rize here, is that the economy desperately needs lower interest
rates and I think the way to bring them about is to create more
money.

There are two extreme possible kinds of strategies. One, stabiliz-
ing the inputs, stabilizing money growth rates and the budget-en-
trusts the private economy to stabilize itself. The private economy
sets unemployment and inflation through a variety of competitive
markets. The other strategy chooses a set of goals for inflation and
unemployment and adjusts the policy inputs to hit those goals.

The distinction between those two strategies is probably clearest
when we find a situation where the economy is not working the
way we forecast it to work, where suddenly there is a glitch in our
calculations. One strategy says what we will do since we are not
hitting our goals is to change our policies because our goals are
what are anchored, that we are trying to stabilize. The other strat-
egy says that since we are anchoring our instruments, what we will
change is the forecast.

We have seen that happen now for a couple of years-successive
revisions of the forecast as the chosen policies have not brought
about what we anticipated.

I'm recommending what should be changed is not the forecast,
but the policies themselves.
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EXPECTATIONS ISSUE

Now to the issue of expectations. Expectations has been empha-
sized by those who favor rules, who favor stabilizing money growth
rates. It has been given by the Federal Reserve as a reason why
they cannot increase money growth at the present time. They
know that more money and credit would bring down interest rates
in the short run, but they are afraid that their provision of this
money and credit would be misinterpreted by the markets, particu-
larly that this would lead to inflation and the markets, in anticipa-
tion of the inflation, would raise long-term interest rates today.

Let me argue that this issue of expectations is very complicated.
It is poorly understood. There are many views of how expectations
are formed not only within academia but also within Wall Street.
It is wrong to think that Wall Street has a unanimous unified re-
sponse to every change in Federal Reserve policy. They are very
confused about how to interpret Federal Reserve policy-what the
effects are on interest rates-and it is wrong to buy one extreme
position of how expectations can influence economic activity.

THE DANGER OF OVEREMPHASIZING EXPECTATIONS

This overemphasis on expectations that we see today in policy is
not new. This is not the first time that policymakers have fought
themselves into a corner, paralyzed their own ability to act. The
Great Depression, from Milton Friedman's account of monetary
policy in the Depression, was made much worse by the Federal Re-
serve's unwillingness to bail out the private banking system and
their unwillingness to bail out banks as these banks were crashing.
Their unwillingness to pre-fund was because they were afraid that
that would signal that they recognized that the banking system
was unsound and needed help. They sat there and let successive
waves of bank failures take place that made the Great Depression
much worse, turned it into a financial catastrophe in addition to
the Depression that we started with. Milton Friedman says the
lesson we learn from this is to use policy rules rather than discre-
tion. It was the discretion of the policymakers that caused the
problem. Had they been relying on rules, they would have pumped
in more money.

I argue that a lesson to be learned is that we can overemphasize
our pursuit of expectations as a policy goal rather than real eco-
nomic phenomenon, and that we have the danger of paralyzing
ourselves and preventing ourselves from acting when acting is
needed.

To see how complicated the expectations issue is and that there
are several possible ways to interpret it, let me contrast two over-
simplified ways in which policy might be conducted.

One is the monetarism system. What if we had always held
money growth at 4 percent? What if we had done that for the past
30 years rigidly as the monetarists recommend? Presumably infla-
tion would be lower, but I think output growth would have been
more unstable than it has been over the past. In that world, if the
Fed then raised their money growth rate from 4 to 5, that would be
a devastating signal to the markets, and the markets might well



24

respond with a higher forecast of inflation with an increase in in-
terest rates rather than a reduction in interest rates.

Let's move to exactly the opposite world and think about a differ-
ent history. Let's assume that they have expressed as an objective
the control of inflation and set a 3 percent target. If inflation is
over, above 3 percent, they adjust. Let's assume that they have
maintained this policy for 30 years. Under that policy, inflation
would have averaged 3 percent. Therefore, the sensible forecast for
the future is a forecast of 3 percent inflation in the future. If in
that world we see the Federal reserve increase the rate of money
growth, expectations should not be changed. Expectations should
still be for a 3 percent inflation rate into the future despite the fact
that the Federal Reserve has destabilized the rate of money
growth. We would have a history of unstable money growth. There
would be no signal from an increase that it wouldn t be reversed as
it had been reversed in the past.

The point of this exercise is that the expectations that should be
inferred from a change in Federal Reserve policy depend on the
overall strategy that's being followed. It depends on these two ex-
treme examples, we have a very different predictive response of ex-
pectations.

That raises the question of which world we live in. We live in a
mix of these two worlds. The Federal Reserve claims they are look-
ing at just the inputs, the money supply growths, but in fact we
know that we have to look at the outputs.

STABILIZING MONEY GROWTH IS A CREDIBLE POLICY GOAL

This committee is worried about unemployment and high inter-
est rates. This hearing is evidence of that. Certainly if unemploy-
ment got up above 10 or 11, there would be pressure of the Fed to
abandon this policy. It is wrong for the markets to believe that the
money supply growth is going to be stabilized regardless of what
happens to be the economy. We are not going to allow the Great
Depression to be repeated while we hang on to the inputs. So, it is
not a credible policy and therefore it is wrong to think that the
markets respond as if it were, that the markets respond the way
they did in that extreme monetarist example that I just laid out for
discussion. They do not respond that way. They should respond as
if it were a blend of these. The exact mix is a complicated issue to
compute. I cannot tell you what the exact response of the markets
would be. But it is going to be less than those extreme monetarists
tell you it is going to be.

Don't interpret my remarks, please, as saying that I don't think
expectations are important. I think they are extremely important.
But I'm saying we don't understand them well. We are just learn-
ing about them. They have been the subject of enormous research
for the past decade, as this committee is surely aware. I'm saying
we should direct policy toward controlling things we do understand
rather than the things we don't.

This reminds me of when my children first started school. I went
to one of my first PTA meetings and we had a new young teacher
who had us sit around on the floor in the classroom and choose our
goals for the coming year. This was before return to basics was a
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popular strategy. But I said mine were the three R's. I would take
them to the zoo. She didn't have to do that. She suggested goals
like giving them a positive self-image. Now, I have to admit that
the acquisition of a positive self-image is a valuable thing. If in
fact, if she promised she could do that for my children, I would be
happy to teach them the three R's. But I suspect that after a year
of devoting herself to giving my children a positive self-image, not
only would they not know how to read and write, but they prob-
ably wouldn't have a positive self-image, either.

FED SHOULD EXPAND CREDIT TO LOWER INTEREST RATES

I suggest that the Fed supply the credit that we know is needed
at the moment. We know this can bring down real interest rates in
the short run and we are not sure of what its long-term effects are
on inflationary expectations. By directing ourselves to something
we don't understand, we run the risk of missing on both of these
targets. So, I favor printing more money. I think that will bring
down interest rates. If it must be done within the money growth
target, so be it. I would be happy to take more money at the pres-
ent time.

But I think this emphasis on fixed targets has been a bad one-
that is, this trend toward emphasis on targets. We never get a pure
policy of rules as opposed to discretion. But I think this has been a
bad trend.

MORE FLEXIBLE POLICY WOULD IMPROVE ECONOMIC PERFORMANCE

We have heard the argument that printing more money would
now be a return to the way we have done things for the past 40
years, and wouldn't that be a disaster. Mr. Janeway is not the only
one who can cite history. The past 40 years are the best ones we
have had in our economy in terms of real growth, in terms of the
stability of that growth. In terms of inflation, the 1970's have been
bad, but this is this period when we have been having partly a reli-
ance on rules and partly a reliance on discretion, partly looking at
the outputs, partly stabilizing the inputs of the process.

I cite in my prepared statement how this has taken place since
1975 with no apparent increase in economic stability as a result of
that. I'm emphasizing the year-to-year growth rates, December to
December, not the short-term ones which I will agree have been
more volatile recently than they were previously. Looking back at
1947 to 1972, there was a period without external oil shocks, where
money growth was much less stable than it is in the post-1972
period, but where the economy performed very well. I would say if
this printing of new money now, this abandonment of fixed growth
rules as a guide to policy, sets us back to the way we used to do
things, that would be wonderful. I think everyone would like the
performance we had in the 1947 to 1972 period. If we had a chance
of getting that back, I would favor it.

So, my summary is print more money. That will bring interest
rates down. What happens to expectations, we cannot be sure. The
Federal Reserve should make clear what its long-run objectives are
for money growth and inflation. As long as it is consistent in its
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statement about what those long-run objectives are, there should
not be a rise in inflation as a result. Thank you.

[The prepared statement of Mr. Nichols, together with an appen-
dix, follows:]
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PREPARED STATEMENT OF DONALD A. NICHOLS

Summary

Interest rates are too high. The difference between the market interest

rate and inflation -- called the real interest rate -- is at a record high.

These high rates are the source of many of the economic problems we now face.

* High interest rates are restraining those sectors which rely heavily

on borrowed money -- residential construction, agriculture, capital

investment, holders of inventories and durable goods industries.

* High interest rates have raised the value of the dollar to an

inappropriate level making it unnecessarily difficult for American

firms to export or to compete in the domestic market with cheap

imports.

* High interest rates, combined with the recession they have caused,

have damaged the balance sheets of many corporations making

bankruptcies more probable and the possibility of a financial

collapse more likely.

These high interest rates can be traced directly to the inappropriately

tight monetary policies being followed by the Federal Reserve. Inflation was

temporarily out of hand a few years ago and it was appropriate then for the

Federal Reserve to rein it in with a tightening of the money growth rate.

But now with the economy in the third year of a major recession, with

bankruptcies threatening many sound firms, and with the worst of the

inflationary surge squeezed out of the economy, it is inappropriate to con-

tinue an extreme anti-inflationary monetary policy regardless of its

devastating effect on the economy.
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Recent policy has been backwards in its emphasis on stabilizing the

inputs of the policy process -- money growth rates and budget deficits --

rather than the outputs -- real growth, inflation and unemployment. The

ludicrous effect of this posture is that our response to bad news about the

implications of our policies is to change our forecast rather than our poli-

cies. For too many years we have been changing our forecasts, postponing

our estimate of the date of recovery and reducing our estimate of its

strength.

We are now trapped by the same mentality that made the great depression so

long and so deep -- by a belief that tight money will make people think we

are following sound policies and that the thought of soundness alone will

somehow stabilize the economy automatically. Well, it won't. It is time to

stop designing our policies to change the way people think about the future

and instead to design them to permit people to act in the present.

Accordingly, I recommend

* That the Congress in its budget message choose an economic forecast

that is the best they think the economy can accomplish in terms of

growth, unemployment and inflation and that once they are convinced

these goals are jointly feasible that they direct both monetary and

fiscal policies to attain them. This means in particular that

Congress should not take as given an extremely tight monetary policy

when choosing the economic forecast on which the budget estimates are

to be based.

* That an appropriate monetary policy to request from the Federal

Reserve is one in which short term interest rates are reduced substan-

tially. I view 8 percent as an appropriate short-term interest rate

at present.
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* That Congress direct the Federal Reserve to pay more 
attention

in forming its long-run policy objectives to the ultimate goals

of policy -- inflation, unemployment and real growth -- and less

to the proximate or operating goal of a fixed growth rate for the

money supply.

* That Congress direct the Federal Reserve to pay more attention

when forming its short-run policies to interest rate stabilization

than it has in the recent past. We need not only lower, but more

stable interest rates.

99-166 0 - 82 - 3
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I. Introduction

Many issues divide the economics profession today. I will emphasize one

of the most important and I will refer to it many times in giving answers to

a series of questions about the appropriate course of monetary policy for

the coming years. That issue concerns the making of policy according to a

fixed set of rules rather than through the use of the discretion of the

policy authorities.1

Briefly, one strategy for making policy is to choose a set of rules that

fix the policy instruments regardless of the state of the economy. For

example, one might ask that the budget be balanced and that the money supply

grow at a constant geometric rate. This strategy tries to stabilize the

inputs to the policy process -- the policy instruments themselves -- and

relies on natural forces in the private economy to stabilize the outputs of

the policy process, which are inflation, unemployment and real growth.2

Another strategy sets goals for the outputs and then chooses the budget

and money supply best suited to achieving those goals. This strategy

involves destabilizing the inputs of the policy process in order to offset

the natural tendency of the outputs to fluctuate. This strategy relies on

the ability of policymakers to change the inputs quickly and on the ability

of the inputs to change the outputs quickly.

The economics profession is divided on this issue because they disagree

on the amounts of time it would take to stabilize the economy using discre-

tion as opposed to the time it would take for the economy to stabilize

itself. While it is convenient for descriptive purposes to draw these



31

competing strategies in extreme form, past policy has been a blend of

rules and discretion and many economists, myself included, would recommend

that a blend be maintained in the future as well. The question is not

whether a pure strategy of rules is better than a pure strategy of discre-

tion, but how much the current policy mix should be moved toward a further

or lesser reliance on discretion. While the trend in policy in the last

decade has been away from the discretionary mode and toward the rules mode,

I will argue that this has brought about a worsening of economic performance

and that what is needed in the future is an increase in discretion and a

relaxation of the rules.

My policy recommendations are divided into two parts (1) a section that

deals with the need for an immediate expansion of the money supply and what

the likely effects of such an expansion would be and (2) a section that

discusses overall stabilization strategies. These sections are followed by

a section that recounts the recent history of the move toward policy rules

and away from discretion and how those moves have not been followed by

improvements in economic performance.



32

II. Money Growth Rate Recommendations

Q.1. Should Congress Ask the Federal Reserve to Raise Its Money Growth
Targets?

Yes.

The projected rate of growth for Ml is 21p2 to 5½h percent per year.

This is too low to permit a recovery from the current recession. For the

past 20 years, the growth of GNP (in nominal terms) has on average exceeded

the growth of the money supply by a little less than 4 percent per year.

That excess, which can be called the growth in velocity, combined with money

growth at the midpoint of the Federal Reserve's range -- 4 percent -- would

permit GNP to grow at only 8 percent per year including inflation. Yet the

forecast the Administration submitted with the budget called for economic

growth of 10.4, 11.0 and 10.0 percent respectively for the years 1982,

1983, and 1984.

The Administration's economic forecast is now recognized as being

unrealistic and is being scaled back. But the reason it is unrealistic is

precisely because money growth is expected to be insufficient to support it.

Rather than change the forecast to recognize the depressing effect of tight

money, I would recommend changing the rate of money growth to support a more

reasonable rate of recovery. For several years now the official forecasts have

been wrong, and we have to ask for how long we should keep revising the

forecasts before we decide that it is the policy that should be scrapped

rather than the forecast.
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There is no reason the Congress should have 
to take the Federal

Reserve's arbitrary numerical growth targets 
as given when making its own

economic forecast as part of the budget process. 
The Administration's eco-

nomic forecast that appeared with the 1983 budget 
was widely viewed as

irresponsible because it was not consistent 
with the Federal Reserve's money

growth targets. Admittedly the Administration claimed to support the Fed's

targets. But the forecast should not be thought of as 
an irresponsible set

of goals for the economy. The average real growth rate for the next four

years was set at a modest 4.9 percent. The unemployment rate even at the

end of that period was projected to remain above 6 percent. Inflation was

projected to average 5.5 percent and to be below 5 percent by the end of the

period. These goals are not irresponsible in relation to the ability of the

economy to produce or in terms of their internal consistency. They are only

irresponsible as a forecast if one must take as given the chosen 
policies of

the Federal Reserve.

The right way to make policy, to my mind, would be to ask the Federal

Reserve to support these goals as its own. 
As the Committee well knows, the

Humphrey-Hawkins Act requires the Federal Reserve 
to report to Congress how

its own expected actions relate to the goals 
chosen by Congress. There is no

implication that Congressional goals are subordinate to the monetary policies

of the Federal Reserve; rather it is assumed that the Federal Reserve is a

part of the policy making team. Accordingly, the economic goals should not

be chosen as a forecast of the best that can 
be accomplished taking announced

Federal Reserve behavior as given. Rather they should be chosen as the best

that can be accomplished if the Federal Reserve 
also does its best to help

reach the goals. The Administration's irresponsible forecast 
noted above
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provides a more responsible set of goals, to my mind, than what would happen

if the Federal Reserve were permitted to carry out its announced policy.

With adequate monetary growth, the Administration's economic forecast would

not be irresponsible.

How much money growth would be needed to reach the economic growth

targets set in the budget? Here I would defer to the Fed. As I noted, 4

percent is an average rate of growth of velocity in the past but there have

been substantial fluctuations around that average. However, if we use that

average and combine it with the GNP forecast mentioned above, growth rates

of 6.5, 7.0, and 6.0 would be appropriate for the midpoints of the ranges

set for Ml. But institutional changes are proceeding quite rapidly in the

financial sector and the Federal Reserve may well have good reasons for

choosing different money growth rates as a way of reaching the same economic

targets. It is clear, however, that only a very pessimistic set of economic

goals is consistent with the current Fed policy of a growth rate range cen-

tered on 4 percent. The unemployment rate will remain above 6 percent until

the late 1980s if current policies are continued.

Q.2. Wouldn't an Increase in the Money Growth Rate Cause Inflation to
Increase?

Yes, but the important question is by how much.

The central proposition of monetarism is that in the long run,

increases in the price level will be roughly proportional to increases in

the money supply.3 This proposition is widely accepted as a rough approxima-

tion by economists of all views. But this acceptance does not mean that
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money and prices are directly linked in the short run nor does it imply that

the best monetary policy in the short run is the one with 
the lowest money

growth rate.

An extreme branch of Monetarism has occasionally argued 
that the link

between money growth and prices is immediate, or delayed 
only by the length

of time it takes the private sector to learn about the policy changes (and

about any other structural changes the economy may be experiencing.)5

Indeed, if this extreme view were correct, we would not have had the recent

severe recession in response to the low rates of monetary 
growth. The

leaders of traditional Monetarism, it should be noted, have taken great

pains recently to emphasize that the short run effect of 
tight money is

indeed a recession and that only in the long run will it 
bring down infla-

tion.
6

This should disassociate them from the Administration's 
irresponsible

forecasts of 1981 and from the radical claims of the extreme 
Monetarists who

argue that large reductions in inflation are possible without 
major

recessions.

This raises the question of how fast the money growth rate should be

reduced to a noninflationary level. How large a recession should be endured

for how long in order to bring inflation down? In this context, it is

easier to understand my recommendation for a temporary 
increase in the money

growth rate even though I recognize that inflation will 
be higher with this

increase than without it.

I think that current policy is overly ambitious. Money growth has been

reduced too quickly and a major recession has been caused. 
A modest relaxa-

tion of the money growth targets would ease the recession significantly and

the modestly higher price level that would accompany this 
relaxation is a
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price I would be willing to pay. Long run inflation goals need not be aban-

doned simply because a modestly slower approach to them is adopted.

Q.3. Would the Recommended Increase in Money Growth Rates Bring
Interest Rates Down?

A. Yes.

The Committee is probably aware that there is little agreement on this

issue. The problem is that an increase in the money supply sets in motion

two forces that work in opposite directions on interest rates. The question

then becomes which of these two forces will dominate.

We can think of interest rates as being comprised of two parts, a pre-

mium for anticipated inflation and a real net-of-inflation interest rate.

Monetarists emphasize that an increase in the money supply would increase the

inflationary premium while non-monetarists emphasize that it would reduce the

real interest rates. Both arguments will be summarized briefly.

While one can find disagreement among economists on virtually any

issue, for purposes of this debate we can assume there is agreement on the

core of the monetarist argument which is that 1) A permanent increase in the

rate of growth of the money supply of one percent above what it would other-

wise have been would lead in the long run to an increase of one percent in

the inflation rate; and 2) a permanent increase in the actual and anticipated

inflation rate of one percent would lead to an increase in long-term nominal

interest rates of one percent. We can also assume, for purposes of argument,

that the expectation on the part of the public that the rate of growth of

money is being increased permanently by one percent would cause current rates



37

of interest on long-term assets to increase immediately reflecting the fact

that these securities would have to compete in the future with short term

securities floated at the higher future short-term rates.

There would be disagreement whether a short term increase in money

growth would necessarily trigger expectations that the higher growth rate

woul& be maintained and, therefore, whether a short-term increase in money

growth would trigger an increase in long-term interest rates.

And there would be disagreement -- even within the monetarist camp --

over the proposition that a short term increase in the money supply would

lead to an immediate increase in short-term inflation and, therefore, in

short-term interest rates. Moderate monetarists would probably side with the

non-monetarists in expecting only a gradual effect on inflation from a change

in money growth rates though they might differ in their estimates of the

speed of response.

Non-monetarists would emphasize the sluggishness of the underlying, or

core, inflation rate that depends heavily on the rate of wage inflation.

They would argue that a short term increase in the money supply of one per-

cent would lead to much less than a one percent increase in inflation. Thus

the real money supply --the money supply divided by the price level -- would

be increased, and this would cause real interest rates to fall. Estimates of

how much they would fall vary, but a conservative estimate would be that real

rates might come down immediately by three percentage points for a one per-

cent increase in the money supply. Greater effects are possible.

If we grant that inflation does not respond immediately to changes in

the money growth rate -- as the moderate monetarists would grant -- then

there will be a short-run effect on real short-term interest rates of an
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increase in the money supply. Thus we have two effects working in opposite

directions and we return to the question, which will dominate?

It is useful to remember the two bones of contention in examining the

possible answers: (I) The speed of response of inflation, and (2) the effect

of short-term monetary expansion on expectations of long-term monetary expan-

sion. Let us consider these issues one at a time. If inflation responds

immediately to changes in the money supply, real balances would not rise and

real interest rates would not fall. The inflationary premium would rise, of

course, and so would interest rates. If, at the other extreme, inflation

does not respond to changes in the money supply, real balances would rise and

real interest rates would fall. Nominal interest rates would fall by the

same amount as real interest rates since the inflationary premium would be

unchanged. Thus the speed of response of inflation is one key to the dif-

ferent predictions given by monetarists and non-monetarists.

Virtually all empirical research indicates a lagged response of infla-

tion to changes in money growth albeit with the length of the lag varying.
7

Thus complete agreement does not exist on this issue, but there is agreement

I that the response is lagged. The dynamic adjustments are too complicated to

summarize easily so I will use here a simplified example of the adjustment

process whose length is not a misleading representation of the literature but

whose pattern is oversimplified. I will work out an example of the relative

size of the two offsetting effects on interest rates under the assumption

that an immediate one percent change in the money supply would cause an

increase in inflation of one quarter of one percent for each of the next four

years. This would represent a quantitative compromise between monetarist

estimates of a somewhat faster response and non-monetarist estimates of a

somewhat slower response.
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Consider the effect of a one-time increase in the money supply of one

percent that is not expected to be repeated. In this case the effect on

inflation, we have agreed, is an increase of one-fourth of a percent above

what it would otherwise be for the next four years, after which time, the

real money supply would have been restored to its original level. Interest

rates would have an increase in their inflationary premium by one-fourth of a

percent for those four years.

The increase in the money supply of one percent would at the outset be

an increase in real balances and would cause the real interest rate to fall

by three percent. This effect would be steadily eroded over the four years

with real rates being down 21/4 percent after one year, 1½ percent after 2

years, 3/4 percent after 3 years and C after four years. Combining this

decline in real rates with the increase in the inflationary premium, we would

get a net decline of 2 3/4 percent in nominal rates at the outset, etc. Thus

in this example, real and nominal rates would be reduced for several years by

the one-time increase in the money supply.

The effect would be strengthened if there was a simultaneous off-

setting move in fiscal policy. With fiscal policy being tightened, there

need be no effect on inflation, and thus no offsetting inflationary premium.

Furthermore, without an inflationary response, the increase in money supply

would represent a real increase that would not be offset over the course of

four years by price increases. Thus, in this case, real and nominal rates

would fall by three percent immediately and would stay down. Both long and

short rates would fall.

The effect would be weakened if the public viewed the one-time

increase in the money supply as a permanent increase in the rate of growth of
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the money supply. That is, if they took it as a signal that a further one

percent would be added next year and a further one percent the year after,

etc. Then, except for the temporary adjustment period, long rates would rise

by one percent reflecting the expected increase in long-term inflation.

Rates for the very short-term still fall since the effect on real interest

rates of the increase in the real money supply would be larger for a few

years than the increase in inflation, but this effect would be temporary.

With three possible sources of variation in the effectiveness of the

monetary change in interest rates, it must seem as if I'm waving my hands and

hedging my bets. But the real uncertainties can be substantially reduced.

First, as I noted, a lagged response from inflation is generally accepted.

The large-scale econometric models all provide estimates of those lags and an

average of their estimates would provide a basis for a policy calculation.

My crude four year adjustment is not a bad intuitive guide to the size of the

lag. Second, Congress has it in its power to set fiscal policy. Thus a

tightening of the budget that is adopted simultaneously with an easing of the

money supply would magnify the effect of the monetary change on interest

rates.

The third variable is expectations. This is an area of great contro-

versy and turmoil at the moment within academia. Accordingly, it appears as

an area of uncertainty to the Congress. But the nature of expectations is

greatly influenced by the policy strategy being followed. If, indeed, the

Federal Reserve is following a rule of a constant rate of growth of money, an

extra increase in the money supply may be taken as a signal that the growth

rate has been increased and interest rates would rise. (This is a reason why

I recommend below the abandonment of the money growth rule as a strategy.)
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If, on the other hand, the Federal Reserve's policy strategy is to support

the economic goals adopted by the Congress, then the money supply increase

has no significance other than pointing out what I noted above, namely, that

there will not be enough money to reach a reasonable set of goals unless

current policy is abandoned. So long as the Fed makes it clear it will

restrain the money supply if inflation gets above the target, then long-term

inflationary expectations should be dominated by the economic goals, which,

to make the policy credible, must represent a feasible set of outcomes for

the economy. If the Fed were to make clear that its strategy is to provide

the money supply necessary to reach these goals and to restrain the money

supply if the growth and inflation goals are exceeded, the forecast would

then provide an anchor for long-term expectations and we would not observe

large changes in interest rates with every wiggle in the money supply.

Since announced changes in policy strategy may not be credible, we

can ask what is the most likely response of interest rates today to a one-time

increase in the money supply even if we can't guarantee that the public will

believe there has been a switch in strategy? What does current behavior tell us

about their likely response?

I feel that interest rates would fall in the short-run if a policy of

limited increases in the money growth rate was followed. In fact, I feel

they would fall substantially. This view is representative of a large por-

tion of the economics profession as seen in the models described in the

major textbooks and as seen in the behavior of the large scale econometric

models.8 Interest rates are high at the moment not because of expectations

of future inflation but because of expectations of inadequate money growth.

Surveys of expectations show that consumers anticipate an inflation rate of
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about six percent. Expert forecasts indicate even lower inflation rates are

in prospect for the immediate future. Current wage agreements also reflect

the belief that inflation will be near 6 percent for the next few years.

That short term interest rates can remain near 15 percent on one year money

when inflation rates of 6 percent or less are anticipated can only mean that

real short term rates are amazingly high. It is these rates that are sen-

sitive to short-run expansions of the money supply.

The diagnosis for long-term interest rates is harder to make but I would

support the same analysis I used for the short term. We know that long-term

interest rates fluctuate with short-term rates and that the fluctuations are

greater than our theories predict should be anticipated on the basis of fluc-

tuations in the short-term rates alone. One possibility that cannot be

dismissed is that the long and short-term interest rates are more closely

linked than our sophisticated theories imply they should be.

We know that much long-term saving is done through short-term

instruments. The recent legislation for Individual Retirement Accounts has

caused much saving for retirement (long-term) to be placed in 6 month to 30

month instruments. Mortgages (long-term borrowing) are commonly issued with

fluctuating short-term interest rates. Firms have switched their borrowing

from the long-term market to the short-term market, possibly in anticipation

of a decline in long-term rates. With so many long-term saving and invest-

ment objectives being accomplished in the short-term market, it is possible

the markets have become one despite what our sophisticated theories imply.

If this is the case, an easing of monetary policy, even on a short-run basis,

would bring long interest rates down along with the short rates. This is

what I expect would happen.
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A decline in long rates is desperately needed. I'm sure the Committee

has heard from its constituents in many of the hard-pressed interest-

sensitive sectors. I do not personally follow the financial status of indi-

vidual corporations, but the aggregate data on sales, profits, and short-term

indebtedness indicate many must be in a risky position and their very

existence would be challenged by several more years of high interest rates

and sluggish growth. I cannot give a prediction in terms of numbers of

bankruptcies to be anticipated if current policies are maintained, but the

risk of a major catastrophe is there. This is a foolish risk to run since a

catastrophe would greatly complicate the job of getting out of recession.

Even without a collapse the longer we keep interest rates high the more

damage we are doing to corporate balance sheets and the less quickly cor-

porations will be able to respond to a decline in interest rates when one

eventually comes. If enough corporations are battered into a defensive posi-

tion financially, investment will be slow to recover even when recovery

comes.

Short-term rates can be brought down by a monetary expansion. Such a

reduction is needed.
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Summary of Part II

In summary, an expansion of money growth rates to permit a more rapid

recovery from recession is in order. This would make inflation modestly

higher in the short-term but it would make unemployment substantially lower.

No long run increase in inflation is anticipated. The increase in money

growth would have its major effect on the economy by lowering interest

rates. Current surveys and forecasts indicate that expectations of infla-

tion are not high and that what is keeping interest rates high is tight

money. The lower interest rates are necessary to help many sick sectors and

companies recover from what could become a major disease. I would suggest

an interest rate near 8 percent as a current target.

The Congress should choose an economic forecast as part of its budget

process that embodies a reasonable rate of recovery. They should require

the Federal Reserve's opinion as to the feasibility of that forecast if suf-

ficient money is available. Once convinced the growth path is feasible

Congress should require the Fed to support it with adequate increases in the

supply of money.
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III. Stabilization Strategy Recommendations

The last section discussed policies to reduce interest rates. This

section considers policies to stabilize them. Both are important, but given

the need for immediate action in reducing interest rates, the recommen-

dations in the last section were described within the context of the

existing monetarist policy framework. In this section the choice of frame-

work is considered.

The objectives or targets of policy are conventionally classified in

three groups: (1) ultimate targets, such as inflation or unemployment;

(2) proximate targets, such as the annual money growth rate or an interest

rate target through which the ultimate targets are pursued; and (3)

operating targets, which are the weekly or inter-meeting instructions to the

trading desk. I divide my discussion in these three ways.

Q.4. What should be the ultimate targets of monetary policy?

A. Full employment, price stability, real growth, and an equitable

distribution of income.

All of these goals are important and all should be pursued. Obviously

the goals will occasionally conflict and the ability to get more or less of

any one of them at the expense of the others varies from time to time with

the course of the economic cycle and with the nature of the particular distur-

bances that may affect the economy from time to time. I see no need to rank

these goals nor a need to require the Federal Reserve to follow some formula

that sets down for all time a system of weights that describes their rela-

tive importance. I think it would be difficult to anticipate with a single

99-166 0 - 82 - 4



46

formula the many possible kinds of shocks that could hit the system that

might change the rankings momentarily. Accordingly, judgment should be used

in the choice of policy to pursue these goals and the policies should be

changed when new circumstances or new information warrants.

Clearly, this recommendation runs counter to the prevailing Monetarist

fashion in two fundamental ways. (1) I recommend the use of discretion by

policymakers rather than adherence to fixed rules; and (2) I recommend that

monetary policy pursue other goals in addition to price stability.

The current monetarist views became fashionable in part with the accep-

tance by the profession of the concept of a natural or equilibrium rate of

unemployment. I contributed, myself, to the development of the concept.

But I interpret the recognition of the existence of the natural rate of

unemployment to mean that we acknowledge that we cannot arbitrarily choose a

full employment target. A three percent unemployment rate, for example,

would be widely viewed as irresponsible because it would lead to acce-

lerating inflation. This does not mean that it is impossible to stabilize

the economy around the natural rate. Put differently, left to its own

devices, the economy would fluctuate around a natural equilibrium. We have

found that monetary policy cannot in the short run change that natural

equilibrium, but this does not imply that it is impossible or inappropriate

to reduce the amplitude of the fluctuations around it.
12

The current situation is an excellent case in point. The unemployment

rate is now 9.4 percent. No one views this as a long run equilibrium.

Most would grant that monetary expansion would help at least temporarily to

reduce that rate and that a reduction would move the economy toward its long

run equilibrium rather than away from it. Not everyone would agree that such
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a move would be desirable.

Monetary policy is but one of the tools available for pursuing the

ultimate goals. The other major tool, fiscal policy, should be coordinated

with monetary policy in a joint pursuit of these goals. The choice of which

goal monetary policy should pursue depends importantly on what fiscal policy

is trying to do.

At present, for example, a Congressional budget that tightened beyond

what current policy would imply could be offset by a move toward lower

interest rates by monetary policy. The same output and inflation forecasts

could be met but with lower interest rates and, therefore, a better distri-

bution of the burden of the fight to reduce inflation. Prospects for

investment and long-run growth would also be better.

Q.5. What should be the Proximate Targets of Monetary Policy?

A. Stable growth of monetary aggregates, stable interest rates and a

smoothly functioning, capital market should all be pursued, and the relative

importance of these targets should vary with circumstances.

There is no doubt that price stability cannot be attained if the money

supply is permitted to grow without limit. This fundamental long run

constraint must be recognized when choosing shorter run targets. This does

not mean that money supply growth must be the short run target, but at a minimum

it means that past and expected money growth must affect the choice of an

interest rate target and the process through which that target is revised.

While I emphasized my preference for discretion over rules in the pur-
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suit of the ultimate targets, the case for a rule becomes stronger when we

move to proximate targets and stronger yet for operating targets. The reason

for the existence of these shorter targets is because we don't observe the

longer run targets as frequently and because it takes time for the ultimate

targets to be affected by changes in policy instruments. While waiting for

these effects, shocks can hit the system and the question of how to respond

to these shocks can be specified in the form of a short-term policy rule.

The longer the time period over which policy is being set, the more important

is the use of discretion. For short period policies, a rule is acceptable.

With the single instrument of monetary control, one cannot guarantee

that both an interest rate and a money growth target can be hit though, in

general, either one of them can be hit. Alternatively, one could restrict

his misses of both targets to lie in a particular relation to each other.13

For example, one could require that for each percentage point by which the

interest rate target is exceeded, the money growth target is also exceeded by

a half percent. The absolute size of both errors cannot be controlled

simultaneously, but their ratio can be.

Too often the choice of a proximate target is restricted to that between

a monetary aggregate and an interest rate. But the basic technical result

in the field is that in most cases the optimal policy will require a pursuit

of both targets, and the amount by which each target is to be missed should

depend on the nature of the shocks expected to hit the system.1 The larger

are the shocks anticipated from the financial system itself the more impor-

tance should be given to stabilizing interest rates while the larger the

shocks emanating from the consumption, investment or export sectors, the

more importance should be given to stabilizing money growth. Since in
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general, disturbances can be expected from both groups of sectors, optimal

policy will generally require a partial pursuit of both targets. Table 1

reproduces the basic data on money growth from the most recent Economic

Report of the President. Table 2 shows the changes in the Dec/Dec rates of

growth of MI, the year to year changes in the average 30 day T-bill rate and

the year to year changes in inflation and real growth rates. From Table 2,

it appears that there was a significant move toward stability of money growth

rates around 1974 or 1975. This corresponds to descriptions by participants

within the Federal Reserve of a move toward controlling monetary aggregates

and to the passage of Concurrent Resolution 133 in March 1975 requiring the

Federal Reserve to specify its objectives and to describe its past actions in

terms of monetary aggregates. 1

The year to year variation in money growth rates fell by more than half

after 1974 or 1975 compared to what it was before. Interest rate variability

more than doubled. The ratio of interest rate changes to money growth rate

changes rose from less than 0.5 before 1975 to above 2.5 after. This ratio

provides a good index of the extent to which the Federal Reserve Board

followed monetarist policies in its pursuit of its proximate

targets. 6 Whereas it recently would permit a 2.5 point increase in interest

rates before letting the money growth rate increase by 1.0 point, it pre-

viously would tolerate less than a half point change in interest rates for

the same change in the money growth rate.

This ratio is also a concise way to provide a stabilization strategy

recommendation. Here is one. Once interest rates have been brought back to

a more reasonable range -- say to the rate of core inflation plus a few
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points -- future stabilization could follow a rule where the ratio of

interest rate changes to money growth rate changes is constrained to be

somewhat less than one. This could lead to far more interest rate stability

than recently, yet far less than in the 1
9
60s. If future experience using

this ratio proves successful, I would recommend moving the ratio back down to

one-half.

Table 2 also shows the variability of inflation and real output growth.

These have increased or stayed the same despite the switch to monetarism

(depending on whether the switch is dated as having taken place in 1974 or

1975.) Thus economic performance has gotten worse since the move to monetarism

While I feel that the challenges to policy have also been greater recently,

and that, therefore, a comparison of the raw data on output and price

variability alone provides an unfair test for monetarism, the monetarist

strategy was adopted in the first place precisely because of a worsening eco-

nomic performance due to external events. It seems only fair to make it

shoulder some responsibility now for the worsening economic performance that

has accompanied the adoption of monetarist methods by the Federal Reserve.

I listed a smoothly functioning capital market as a proximate target.

Well functioning capital markets facilitate investment and real output

growth. It is my opinion that the wide swings in interest rates we have seen

recently have hurt the long term capital market. Interest rate variability

has made both borrowers and lenders less willing to take long term commit-

ments. High interest rates have threatened the financial security of many

companies and increased the probability of a financial collapse. Financial

stability should be one of the proximate goals of monetary policy and at the

present time a pursuit of it would require both lower and more stable

interest rates.
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Thus the goal for the Federal Reserve for the next twelve months should

be a reduction of short-term interest rates to a level equal to core infla-

tion plus a point or two. This will probably require money growth at a rate

of 7 or 8 percent for the next year.

Q.6. What should be the Operating Target of Monetary Policy?

A. The federal funds rate.

An operating target is a short-run inter-meeting guide to those who

manage the trading desk in New York. An operating target answers the

question, if interest rates rise today, should the rise be offset?

I do not believe that the choice of an operating target is as impor-

tant as that of the proximate target nor is the choice of the proximate

target as important as that of the ultimate objectives to pursue. Famous

monetarists agree. This is not surprising because monetarism's main

strictures refer to the long run. If money growth gets out of hand in the

long run, we get inflation. If it is highly variable in the short run we do

not.

Thus, as a general rule, I would suggest that the shorter the time

horizon for the policy target being set, the less importance should be

attached to the stability of the money growth rate. Over the decade as a

whole, stability of money growth is extremely important, but over a week it

is irrelevant.

On the other hand, the case for interest rate stabilization is

stronger the shorter the time period being considered. It is the shocks to

money demand coming from the real economic cycle that should be stabilized
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with fixed money growth rates the academic literature suggests. Shocks

that come from changes in payment patterns, in the temporary distribution of

funds or in financial innovations should be stabilized by keeping real

interest rates constant. The important thing to note is that the real eco-

nomic shocks seem to come in cycles of several year's duration while the

financial shocks come daily in response to changes in payment patterns. Thus

the short run shocks are far less apt to be real than financial and therefore

they should be treated as financial and not permitted to disrupt the system.

For this reason I recommend that the operating target be an interest

rate rather than a monetary aggregate. Previously, I had noted that the

shorter the time horizon, the more practical it was to set policy targets in

terms of rules rather than by discretion. Accordingly I would recommend that

the operating target be a fixed interest rate set by the Board in its

instructions to the trading desk.

The recent interest rate instability shown in Table 2 is inter-year.

The adoption of a monetary aggregate as an operating target in October 1979

has also led to greater intra-year instability. This was necessarily the

case, as monetarists will admit, because the desk could only choose to pursue

one target at a time, and stabilization of the money supply precluded stabi-

lization of interest rates. (The desk must either be a net buyer or seller

of securities). Admittedly, the credit controls of March 1980 introduced an

enormous shock into the system that may have increased the variability of

interest rates in this period more than we could expect in the future if the

operating target remains a monetary aggregate. But whatever our estimate of

its size the intra-year interest rate instability serves no purpose other

than to stabilize the money supply. It has disruptive effects on the real
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economy affecting employment and interest sensitive industries, and it capri-

ciously redistributes large amounts of wealth on a weekly basis, the stakes

of which are so high that short term interest forecasting has become a major

crapshoot for some of the best brains in the country. These real costs could

be avoided if the system would return to the use of an interest rate as an

operating target. The extra instability in the money growth rates that would

result on an intrayear basis would have no destabilizing effects and would

not preclude the system from continuing to use money growth rates as proxi-

mate targets. That, after all was their practice from 1974 to 79, and the

table shows substantial stabilization of money growth rates over that period.

Q.7. Does the Fed need new procedures to get better control of the economy?

A. No.

It is true that contemporaneous reserve accounting and a penalty rate

at the discount window would give the Fed better control over unborrowed

reserves in the extremely short run. It is also true that with the

variety of reserve requirements on different kinds of deposits and with the

lag in reporting of some banks, exact control of the money supply will be

impossible. But exact control in the short run is not important. As noted

interest rate stability is more important in the short run than is money

control. In the long run, where money control matters most, the Federal

Reserve already has the capacity to accomplish its objectives.

Of far greater fundamental importance to the Federal Reserve's ability

to control the economy is the fact that the gradual move toward the payment of



l 54

market interest rates on money is reducing the impact 
on the economy of

changes in the money supply. Thus it is the effect of changes in the money

supply on the economy that is important and that is being reduced, not the

ability of the Federal Reserve to control the money supply. 
Another way to

view this trend is as a movement to permit checks to be 
written on assets

other than checking accounts. NOW accounts are savings accounts, for

example. Money market mutual funds permit checks to be drawn on 
securities

accounts, and now some brokerage firms permit checks to 
be drawn on an

account that includes the equity in a house.

The growth of these accounts will weaken the Fed's ability 
to control

the economy. They may also increase the variability of the link between

money and the economy making the monetarist strategy 
less effective in

controlling output than it was. While there will still be some discre-

tionary moves that could be taken to stabilize output in 
the new world, they

will require larger doses of the weaker medicine then 
available. Clearly,

the monetarist strategy of a constant money growth rate 
will have a lesser

and lesser effect on the real economy as the rate of interest on money

approaches that on other assets.

Despite this loss of control, I would favor the continued 
deregulation

of financial markets. We cannot predict what practices will evolve but

maybe after the dust has settled on the new regime some 
new regulation will

suggest itself that permits greater control. Even if one does not, interest

rate stabilization will still be a potent strategy since the threat posed by

the new regime is greater to a strategy of stabilizing the monetary aggrega-

tes than to one of stabilizing interest rates.
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Summary of Stabilization Strategy Recommendations

Short run control of the money supply is unimportant for the monetarist

agenda or for any other agenda. Short run interest rate variability is not

desirable, however, and this suggests that the short run operating target

should be a market interest rate.

The academic literature on stabilization provides little support for a

strategy of pure monetary stabilization or pure interest rate stabilization

but suggests instead a mixed strategy. History shows us that mixed strate-

gies have, in fact, been followed with more attention being paid recently to

money stabilization than before. Yet the literature tells us that the

greater are the shocks emanating from the financial sector the more attention

should be devoted to interest rate stabilization. And recently, deregulation

and technical progress in the financial sector have made it a greater source

of shocks than before. Thus I conclude that policy should be turning toward

the control of interest rates rather than the money supply, which is exactly

the opposite of what is happening.

Because short run shocks are likely to be financial rather than real,

the longer the time period for which policy is being specified the more

emphasis should be placed on controlling monetary aggregates rather than

interest rates. The ultimate objectives, however, include not only a-stable

price level (rather than a stable money supply), but also a stable level of

employment and real output. And if the stabilization of real output requires

destabilization of the money supply, the output objective should still domi-

nate.
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IV. The Amazing Record of the Economic Policy Debate in the Last Decade

In this last section, let me confess my amazement at the course of eco-

nomic policy over the last decade. First, I am amazed at the willingness of

the public and its leaders to experiment with radical, possibly dangerous,

but certainly untried, new approaches to policy. I am amazed at the steady

sequence of decisions that have been taken to predetermine policy actions by

a fixed set of rules rather than through the use of discretion, and that

further steps continue to be taken in this direction despite the worsening

of economic performance we have seen after each of the past steps. For a

decade we have made things worse by devoting more and more attention to the

inputs of the policy process and less and less attention to the outputs, and

even now that we have gotten the economy in a terrible state we are told to

ignore it and to take even further steps toward controlling the inputs.

Let me recount. It was in the early 1970s that the Federal Reserve

moved internally toward the consideration of money growth rules as a proxi-

mate target for monetary policy. By 1975 Congress had formally required the

Federal Reserve to discuss its policy objectives and its past performance in

terms of money growth rates. Table 2 shows how stable money growth has

become since then.

But as we all know, despite this increased stability in money growth,

economic performance got substantially worse, and what is particularly

interesting, less stable. This is also shown in Table 2. Then in October

1979, the Federal Reserve's operating procedures were changed in an attempt

to control unborrowed reserves on a short term basis. Interest rates rose

sharply and reached alarming levels six months later. Rather than interpret

this as a natural effect of the new procedures and a predictable effect of
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tight money, it was interpreted at the time as a lack of faith in existing

policies. In response, an attempt was made to balance the budget though

that failed because of the recession caused by the tight money.

Yet this record of mismanagement, which I attribute to an overly

aggressive pursuit of balanced budgets and arbitrary money growth targets,

was attributed by candidate Reagan to the opposite -- to a lack of attention

to the inputs to the policy process and to an over attention to the outputs.

He accused policymakers of seeking a "quick fix," by which I presume he

means the use of discretionary expansionary policies in the face of

recessions.

Now after a year and a half of an even more'aggressive emphasis on the

policy inputs, and of a refusal to change those inputs in the face of a

possibly dangerous performance from the outputs, we sit here discussing

alternative strategies for the future. And still we hear people telling us

to move to contemporaneous reserve accounting and a penalty rate at the

discount window so we can stabilize money growth on a short term basis, as if

our massive problems could be solved by smoothing the weekly fluctuations in

the money supply. We have other people calling for a return to the gold

standard and we have before us an ominous proposal for a constitutional

amendment to require a balanced budget. The adoption of those proposals

would get us to the extreme pole of a reliance on policy rules and it would

get the economy into a worse fix than it is in now.

When I look at the record of a steady shift toward policy rules, and

when I look at the record of worsening economic performance that has accom-

panied that shift, it does not square with the rhetoric I hear in the policy

debate. Somehow, the monetarists, or the proponents of rules, have been
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able to absolve themselves of all responsibility for this history despite

the fact that the history has been a mixed one with monetarists having an

important, though not exclusive, influence on it. Despite this influence,

which has grown steadily for a decade, and despite the fact that the desire

to balance the budget shackled Keynesian discretionary policy even when

Keynesian policies were at their peak of influence, Keynesians have been

given full responsibility for the entire last forty years of policy. I am

amazed.

Let me close with an alternative evaluation of the past forty years:

* Policy has always been based on a mixture of rules and discretion,

of money control and interest rate control, of monetary actions and

fiscal actions. It is the relative importance within that mix that

has changed.

* The mix became distinctly more monetarist in the mid-1970s. Certainly

no non-monetarist would condone the interest rate gyrations we have

seen since then.

* Economic performance was best in the 1947-72 period, a time when

policy emphasized the control of interest rates, countercyclical

fiscal policy and the use of discretion.

* In fact, performance in the 1947-72 period, was, in most respects,

the best in this century. Economic growth was higher and more

stable, and the holes in the social safety net were steadily reduced.

We've heard that an expansion of the money supply now would be a

return to the way we did things for the past 40 years. Well, it

would be a return to the way we did things in 1947-72, the best

period economically in our history.
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* The only blot on the economic performance of that period was an

acceleration of inflation in the late 1960s, because a large military

buildup was not accompanied by a tax increase. Even so, the highest

rate of inflation for that period was a six percent rate in 1969.

* Performance has worsened since the move toward monetarism. From this

we can conclude either that monetarism leads to a less stable economy,

or that the outside economic shocks of recent years have been substan-

tially greater than in 1947-72. I suspect that both are true.

* But certainly, if it is uncontrollable external shocks that are

causing our problems, we should not blame the problems on the policy

makers or on the policy strategy now being followed or on the

strategy that was followed back when we had no problems.

* And if it is the policy strategy of recent years which is at fault, we

should recognize the important role monetarism has played in forming

that strategy. A rejection of that strategy would not require a move

to constitutional balanced budgets, but would require a reversal of

the recent drift toward an emphasis on the inputs of policy rather

than on the outputs.

Conclusion

A one sentence conclusion is that this economy desperately needs lower

interest rates now, and that the way to bring them about is to expand the

money supply.
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Table 1

MONEY STOCK, CREDIT, AND FINANCE

TABSI.E B-6 L -Mony stock meaure and fiqmiusdaell, 1 959-8I

[Averages of darfy figures; billinan of dettoas. seasanallp adjusted)

ml M2 I 1 L. Percent coraqe from
yew or 5moeffrs

SUM, of Me-rlier
airretocy. 118pu

deposnts 19111 M2 plus
Year and month trveerosts Eurool ( arger Mf 3 pl us

thankles, an1d1MMM11 deposits other pondw
shcs.ad Ores, and and term nusts MI M12 M11

d1% its I e0is _ __ _ _

December:

196t .......................... . ~ ...... 146.7 334.4 338.3 429.5 3.2 7.3 7.8
1962. ... ............ .. ........ .... 149.4. 361.7 368.7 465.0 1.8 8.2 9.0
1963...... ..... -- -----. . .......... ,........ .. 154.9 392.0 402.9 502.4 3.7 8.4 9.3

1964 . ..,...,....................-... ...... 162.0 423.4 438.7 538.9 4.6 8.0 8.9

1965 ~ ~ ~ ~ ~ ~ - 169.6 457.9 479.1 583.0 4.7 0.1 9.2
1966-____.. 173.8 479.2 502.9 614.6 2.5 4.7 5.0

_________ t8~~~~~~~~15.2 524.4 556.5 608.0' 6.6 9.4 tO.1.
1968 ~. -- 199.5 567.1 606.2 731.7 7.7 0. 8.9,

1969.....................~.-----.-.-....--....- 205.9 5081.6 611.4 762.6 3.2 3.8 .9

1970.. 216.0 636.4 672.9 014.2 5.3 6.4 10.1
197t . ...................... . 231.0 711.1 771.1 900.7 6.5 13.5 14.6
1972.............. . ................... ........ 252.4 003.2 079.5 1,020.3 9.3 13.0 14.1
1973......................................... . 206.4 05908 977.9 4,140.3 5.5 7.0 11.2
1974... ....... ..... ..................... 278.0 908.0 1,060.4 1,246.0 4.4 5.6 8.4

17.--....... ............... ... 291.8 1,024.4 4,163.0 1,373.5 5.0 12.0 9.7
1976 ............ 311.1 1.109.4 1,32.3 1528.9 6.6 44.2 12.0
1977..............~..... ....-........ .. 336.4 1,296.4 1:462.5 1,:722.7 0.4 40.9 12.3
1978 . ....- ........... ......... 364.2 1,406.2 1,625.9 1,936.8 0.3 8.3 11.2(
1979....... ........ ----- ------- .... 390.5 1,525.2 1,775.6 2,151.7 7.2 0.6 9.2
1980 . ...... . ....................................... 445.6 1.669.4 1,965.1 2,378.4 6.4 9.5 10.7
1981'1.. -............*............ . -................ 441.9 1,644.2 2,187.2 ................. .. 6.3 10.3 11.3

1980
Jan ... .. ...............................------- 392.7 1,538.7 172.0 2,175.3 5.6 7.7 9.2
Feb .... ..................... ........ .... . 396.9 153 1,814.5 2,199.5 6.6 7.9 9.4
Mar ............. ., ~396.7 1,559.6 1,019.1 2.210.9 5.4 * 7.1 7.9

394.0 1,553.6 1.817.5 2,218.8 2.0 5.7 6.6

- --- -- -- -------------- ------ 391.3 1,568:2 1:833:5 2,232.1 1.3 6.8 7.8

July . . ........... ...................... ... 399.3 1,614.0 1,873.6 2,264.4 3.4 10.0 9.3
Au6 ..0.......................................- . . ... 406.9 1,633.4 1,897.4 2,291.3 5.1 10.6 9.7
Sept . .. ................. ..... .................. 411.8 1,64469 1,912.8 2,309.0 7.8 11.2 40.6
Oc . ....... ........................................ .... ..... 416.3 1,654.0 4,928.3 2,326.8 13.4 13.3 42.6
Now . .......... .. .......... ................. 419.4 1.668.5 1,951.0 2,355.6 14.7 13.2 13.2
Dee. .. ... .~415.6 1,669.4 1,965.1 2,378.4 10.8 1Q.3 12.5

1981:
Ian -.~ ~~~~~~~~~~~~~ ~ 419.2 1.680.8 1,999.3 2,408.7 10.2 8.4 12.7

Feb ........ 421.2 1,695.7 280D9.1 2,433.6 7.2 7.8 12.1
Mar .............. ... . ..............-............ 425.7 1,710.4 2,027.0 2,445.1 6.9 9.1 12.3

Apr - ~~~~~~ ~~~~~~~~~433.3 4,737.7 2,045.7 2,457.4 8.3 10.4 12.5
May .. ........... .... .. .............. 434.3 1,743.2 2.060.7 2,479.9 5.9 9.2 11.6
Joune ............................................ 428.8 1,749.3 2,079.0 2,503.8 6.5 9.8 11.9

July .....................- . -.............-........ 430.4 1,760.1 2.094.0 2,519.4 5.3 9.7 10.8
-u-........... ... ......................... 432.8 1,777.2 2.117.5 2,550.6 5.6 908 11.1

Sept.......................................... 431.8 1,78608 2,133.7 2,574.4 2.9 8.1 10.8
Oa..... . ... ..................... ........ 433.0 4.798.9 2,144.2............ -41 7.2 9.9
Now e 437.9 18924.7 2,168.9 . ..... 3.1 9.6 10.8
Dee'....- ........................... . 444.9 1,42 2.187,2.... . 6.2..10.8.10.7

Not of demrand deposits due to forergn corrmeocial banks and official institutoLra MI differs f role the sern of components
presented in Table 8-62 by tre ammount of demand deposits held by thrift institutiewr at commercal~a blobs that are estimtated to he
used in seryrconfg thrift4 MD liabilities.

a1M2 differs free the ours of courposents presened in Table 8-62 by Ore amiounrt of demand deposits bald by thrift institurtion at
cornmercial banks.

*Monthly percent changes are from 6 monrthrs earlier at a comrpound annual rate.
Note.-See Tubfe 8-82 for coerpoermts.
Sonorc&r Board of Governors of tyre Federal Reserve System,

I
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Table 2

Change in Change in Change in Change in
Money Supply Inflation Rate Interest Rate Real Economic
Growth Rate (CPI) (90 day Growth

(Ml) T-bill rate)

1961 +2.5 -0.6 0.8 0.4
1962 -1.4 +0.4 0.5 3.2
1963 +1.9 +0.4 0.4 1.8
1964 +0.9 +0.4 0.4 1.3
1965 +0.1 +0.4 0.7 0.7
1966 -2.2 +0.9 1.5 0
1967 +4.1 -0.6 0.4 3.3
1968 +1.1 +1.0 1.7 1.9
1969 -4.5 +1.3 1.4 1.8
1970 +2.1 -0.2 0.6 3.0
1971 +1.2 -2.1 2.1 3.2
1972 +2.8 -0.3 0 2.3
1973 -3.8 +3.0 5.4 0.1
1974 -1.1 +0.8 3.4 6.4
1975 +0.6 -2.1 5.2 0.5
1976 +1.6 -0.8 2.2 6.5
1977 +1.5 +2.8 2.0 0.1
1978 +0.2 +2.0 2.2 0.7
1979 -0.9 +2.8 4.3 1.6
1980 -0.8 +1.5 0.9 3.4
1981 -0.1 +2.5 3.5 2.1

Avg.

1961-74 2.1 1.4 0.95 2.1
1974-81 0.8 2.9 2.1 2.1

ga-l66 o - 82 - s
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Appendix: An Index of Monetarism

An index of monetarist sentiment is developed here. It is based on the

assumption that the monetary authorities wish to stabilize both interest

rates and the money supply at prevailing levels. Shocks to the system pre-

vent them from stabilizing both simultaneously, and they are forced to

choose between them. The monetarist index is derived from the record of the

past choices they have made.

I assume a simple money demand function

1) Mt t t

where at follows a random walk. The problem faced by the monetary authori-

ties when a rises is to determine whether to increase M (and keep i

constant) or to stabilize M (and force i to rise). The relative importance

the monetary authority places on stability of M versus stability of i can be

expressed formally in the quadratic loss function 2). The larger is g rela-

tive to h, the more monetarist is the authority having this function. If

the authority is concerned only with interest rate stabilization, g will be

zero, while if he is concerned only with money stabilization, h will be

zero. Thus the ratio of g to h provides an index of monetarist sentiment.

2) L - g(Mt-Mt 1)
2

+ h(it-it-)2

g and h are not observed, but if we assume the authority tries to minimize

the loss function 2), their ratio can be inferred. That minimization is

shown in 3).
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3) L g(Mt -M )2 + h(i -i )_) X(Mt-at+blt)

a/amt = 
2

g(Mt Mt 1- = 0 i-i
= t tllbg

=/ai = 2h(i -i )-Xb - 0 Mt-Mt1 h

Thus the unobserved index of monetarist sentiment g/h is proportional to

an observed index, the ratio of interest rate changes to money supply

changes. With some changes in dimension, this is the index cited in the

text that increased from less than one-half before 1975 to more than two and

one half after 1975.
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Footnotes

1. Early statements in favor of policy rules are Simons [1936] and Friedman
[19481.

2. See Lucas [1980] for a modern statement of this position.

3. This position dates at least to David Hume whose 1752 essay "On Money"
can be found in the Rotwein edition of Hume [1970].

4. My views on monetarism and current policy are developed further in
Nichols [1982], a piece written for the National Policy Exchange. This
testimony summarizes parts of that paper and expands on other parts.

5. This view, often associated with the term "rational expectations",
is explained further in Nichols [1982].

6. See, for example, Friedman [1982] and Meltzer [1982].

7. For example, see Barro [1978], Geweke [1980] and Gordon [1981].

8. Macroeconomic textbooks would include Dornbusch and Fischer [1981] and Gordon'
[1981].

9. See the survey of professional economic forecasters conducted jointly
by the American Statistical Association and the National Bureau of
Economic Research as reported in Zamowitz [1982]. A forecast of minus
3.4 percent is given for 1981-82 and minus 0.1 percent for 1982-83.

10. See, for example Shiller [1979] and Singleton [1980].

11. The modern statement of the natural rate of unemployment is due to
Phelps [1967] and Friedman [1968]. My own contribution was in the
"Phelps volume," (Nichols [1970]).

12. For more on this issue, see Nichols [1982].

13. The basic reference is Poole [1970]. See Santomero and Siegel [1981]
for an extension.

14. See Poole, [1970].

15. See Solomon [1982].

16. See the Appendix for a development of this index.

17. See Friedman [1982].

18. See Poole [1970].

19. See Rasche [1982], p. 137.

20. See Rasche [1982] and Santomero [1982].

21. See Tobin's Nobel prize speech, reprinted in Tobin [1982].

22. See Tobin and Brainard [1963].
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Representative REUSS. Thank you, Mr. Nichols. Next, Mr. Ren-
shaw.

STATEMENT OF EDWARD F. RENSHAW, PROFESSOR OF
ECONOMICS, STATE UNIVERSITY OF NEW YORK AT ALBANY

Mr. RENSHAW. Frank Morris, president of the Federal Reserve
Bank of Boston, has noted that the use of monetary aggregates as
targets for monetary policy rests fundamentally on the assumption
that the relationship of the aggregates to nominal GNP is relative-
ly stable and predictable. Morris believes that financial innovations
raise serious doubts as to the validity of this assumption.

CONGRESS SHOULD END MONEY GROWTH TARGETING

His doubts are shared by Anthony Solomon, president of the Fed-
eral Reserve Bank of New York. My own research supports their
concern, and leads me to conclude that Congress should withdraw
its endorsement of monetary targets. I also believe that the Federal
Reserve should be assigned an important role in helping to revital-
ize thrift institutions that have been financially impaired by the
Fed's disinflationary policies.

I have assembled a set of tables beginning with a table 3 which
are available for the press. Do you have one, sir?

Representative REUSS. Yes, I do.
Mr. RENSHAW. I thought it might be useful if I confined my re-

marks to these tables and tried to illustrate the important points
that seem to emerge from them.

Representative REUSS. That's table 3?
Mr. RENSHAW. That's the first one.
Representative REUSS. Without objection, the supplementary ma-

terial consisting of a group of tables, and your prepared statement
with accompanying papers entitled, "What Should the Federal Re-
serve Stabilize," "Money Versus a Supply-Side View of the Infla-
tionary Process," and "Monetary Policy, Inflation, and the Aggre-
gate Accelerator Principle," shall be included in the record. Did I
name all of them?

Mr. RENSHAW. That's right.
Representative REUSS. Proceed.

POLITICAL PARTIES ARE RESPONSIBLE FOR ECONOMIC PERFORMANCE

Mr. RENSHAW. The first table is a red herring, but it raises an

important issue, that of accountability. The question this addresses
is whether political parties are held responsible by the electorate
for their economic performance. And the data strongly suggests

that they are in the sense that when consumption is increased at a
rapid rate, an above average rate in the 4 years prior to the elec-
tion of a new president, there has been a strong tendency for the
voters to stick with the incumbents and not rock the boat.

The only two exceptions to this are very unusual in that they
both were characterized by a split in the incumbent party. In 1912,
for example, Theodore Roosevelt ran against Howard Taft and split
the Republican vote and allowed Wilson to win. Again, we had a
phenomenon similar to that in 1968 when George Wallace split the
Democratic vote and allowed Nixon to win.
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When the economy hasn't been performing well enough to pro-vide an above average amount of consumption, there has been astrong propensity for the electorate to take a chance on a newparty, and they have been consistently doing that in the post-WorldWar II period.
When we speak of monetary targeting the issue is also that ofaccountability, I think-targeting out of a belief or judgment onthe part of many economists and financial analysts that the Fedhad not been doing a very good job of managing the financialmoney supply. This assertion raises a larger issue of how does onedetermine whether monetary policy has been good or bad? Part ofthe answer, it seems to me, is to examine the behavior of bothmoney and short-term interest rates relative to the inflation rateand other variables such as wages and the growth of real outputwhich we would like to control. We begin to do this in table A, thesecond table in the series titled, "Monetary Policy, Inflation, andthe Growth of Real GNP."

RECESSIONS ALWAYS PRECEDED BY ANTIINFLATION MONEY POLICY

One of the most disturbing aspects of monetary policy in thepost-World War II period is the extreme volatility of the monetarygrowth rate relative to the inflation rate. This point is illustratedin column 3 by subtracting the average annual growth rates for theimplicit price deflater in real GNP from column 2 from the rates incolumn 1. It will be noted these differences are rather cyclical incharacter and that most of the differences are in excess of 2 per-centage points. They vary widely and both in a positive and nega-tive manner. The suspicion is that such volatility may have helpedto perpetuate business cycles. This suspicion is confirmed to someextent by the average annual growth rates for real GNP in column4.
In the years following, years when the money supply was not al-lowed to grow as rapidly as the implicit price deflater, for GNP, wehave had rather lackluster growth rates for real GNP. The data inthis fourth column on real GNP indicate that there hasn't been aneconomic recession in the post-World War II period that wasn'tpreceded by an antiinflationary slowing of the monetary growthrate below the growth rate for the implicit price deflator, and thatexcept for the military buildup years in 1951 and 1966, there hasalways been a recession following the implementation of such apolicy.

ECONOMIC GROWTH MUST BE ABOVE 2 PERCENT TO PREVENT RECESSION

Table C is a very interesting phenomenon that might very wellbe described as the great black hole of economics-to take a curefrom physics. When we examine the distribution of average annualgrowth rates for real GNP, there are very few cases of growth ratesin the moderate range of zero to about 2 percentage points. In thelast 50 years, there were only two cases, 1959 when the economywas in a mild economic recession and 1957, just before we got intothe economic recession of 1958. This constitutes a bimodal distribu-tion of real growth rates and it's an important hazard of monetary
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policy notably that for the economy to perform fairly well, it must
be allowed to grow at a fairly brisk pace.

INVESTMENT FALLS WHEN GROWTH IS BELOW 2 PERCENT

This is an important idea that can perhaps better be understood
by invoking the idea of the Accelerator Principle. In table B, the
third table, I presented a little model which shows that since the
Korean War, the average annual growth rate for fixed investment
has been equal to three times the average annual growth rate for
real GNP minus a constant term of 6 percentage points. This rela-
tionship implies that real GNP must increase by about 2 percent-
age points just to keep real investment from falling. When real in-
vestment falls, that can very well tend to shove or cause the econo-
my to slide into an economic recession.

One of the chief problems we have experienced lately is that the
monetary growth rate has been held so low that it hasn't allowed
enough opportunity for growth of real GNP to get above this criti-
cal threshold of 2 percent, and hence we have had back-to-back re-
cessions, which I think can be blamed in good part on a rather re-
strictive type of monetary policy.

The important implication is that the Fed really doesn't have a
lot of ability to control the growth of GNP. I believe it is unwise
under these circumstances for the Fed to follow a hyperactive mon-
etary policy in which one first allows the money supply to grow
very rapidly in the early phases of a business cycle, and once the
economy has built up an inflationary head of steam, to then slam
on the monetary growth brakes and in effect push the economy
back into another economic recession. The belief that an activist
monetary policy has done more harm than good has caused many
economists, especially some notable monetarists, to advocate a
policy of either letting the money supply grow at a constant rate or
gradually slowing its growth rate in the hopes that this will slow
the inflation rate.

STABLE MONEY GROWTH WON'T STABILIZE THE ECONOMY

However, there is not very much evidence to support the idea
that a stable growth rate for the monetary aggregates will neces-
sarily have highly desirable results. Table 1 indicates that the Fed
has not allowed the aggregate growth of Ml to fluctuate nearly as
much since the Arab oil embargo as was the case from 1961 to
1973. The average differences in column 4 of table 1 are clearly
much less. They are less than half as large on the average on an
absolute basis as was the case before the oil embargo. Yet, if we
look at the variables we would like to control, notably real GNP
and the implicit price deflater, you will note that the absolute aver-
age differences for both are larger since the Arab embargo than
before it.

Just stablizing the growth rate doesn't imply magical results or
good economic performance of the kind we would like to see. The
reason is, it seems to me, that there has been a host of financial
innovative which have tended to destablize the relationship be-
tween the growth of money and the variables we would like to con-
trol. On the back of the first table 1 there is another table titled,
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"Annual Growth Rates for Various Definitions of the Money
Supply and Their Usefulness in Predicting the Average Annual
Percentage Change in Nominal GNP in the Following Year." One
of the most intriguing properties that the monetary aggregates
used to have was that they were of some value as economic fore-
casters. Some of them have been included in the Bureau of Eco-
nomic Analysis list of 12 leading economic indicators.

If we look at the growth rates for MIB, for example, which has
now been superseded by a new M1, the differences in growth rates
are relatively small and related to the inclusion in Ml of traveler's
checks. So that there wouldn't be much difference between these
numbers and the new revised monetary aggregate that the Fed is
using at the present time.

MONEY GROWTH USED TO PARALLEL REAL GROWTH

It used to be the case that we could predict fairly well the follow-
ing year's growth in nominal GNP in column 5 of this table by
simply adding an expected growth of about 3.4 percentage points to
the annual growth of MIB in the preceding year to allow for a fairly
steady increase in its velocity. In terms of forecasting errors for
this model in column 6 associated with MIB, YOU often got good
forecasts with errors of less than one percentage point. Prior to
1975, there were only four errors in excess of 1 percent.

BUT NOT ANY MORE

It was this stability that gave rise to the idea that if we could
control the growth of the money supply and keep it rising at a
steady rate, it would probably mean more stable growth of nominal
GNP and hopefully a more stable growth of other variables that we
are more concerned about, notably real GNP and the inflation rate.
However, since 1975, the error terms for M1B are very large. There
are only two instances in which these error terms are less than
one-half. The implication is that there is no longer a very stable
relationship between GNP and Ml which the Fed is now using as a
guide to monetary policy.

Indeed, one of the most surprising aspects to the growth of MIB is
its very rapid accelerated growth on an annualized base of about
9.2 percent in a 6-month period ending April of this year. A 9.2 per-
cent, when we compare it to the annual growth rates in column 1
of table 1, compares very favorably and is almost exactly equal to
the 9.2 percent growth rate in 1972, which was the highest for any
year in the post-World War II period. Why M, is growing so rapidly
now is very much a mystery. Whether it will continue to grow as
rapidly in the future is also something that I think we have to con-
sider to be highly uncertain.

Under these circumstances, it is very questionable whether
growth rates for M should be accorded much significance as a basis
for formulating monetary policy. It is quite clear that the Fed has
been essentially ignoring the growth of Ml this year in managing
the money supply and has probably been focusing its attention
more importantly on broader aggregates, M2, M3, and L. These also
have defects which I don't want to go into now at this time.
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PROPOSAL TO STABILIZE REAL INTEREST RATES

But rather, I would like to make the point that economic the-
ories suggest that if the demand for money is unstable as it has
been in the last decade and is likely to remain the case in a world
of financial innovation, it is probably better to stabilize the real
rate of interest than the growth in the money supply. If the prob-
lems associated with the monetary aggregates are appreciated, I
believe there must be more attention paid to real rates of return
on short-term assets of exceptional quality.

LOW REAL RATES ASSOCIATED WITH PROSPERITY

In table 2, we measure a real rate by first subtracting from the
average yield on 3-month Treasury bills the average percentage in-
crease in hourly earnings in the private nonagricultural industries.
The real rate is shown in column 3. You will note that in the
period from 1959 to 1970, a period in which we had one of the most
prolonged business expansions in the post-World War II period,
during this period of general prosperity real rates were remarkably
stable in the sense that they were all close to zero based upon what
was happening to real wages. Since 1970, however, there have been
wide swings in real rates based on earnings.

If you turn over table 2, there is another table 2 that looks at
and calculates real rates on a more conventional basis in which we
compare the average yield on 3-month Treasury bills with the in-
flation rate in the private domestic economy as measured by the
implicit price deflater for that sector of the economy.

BUT RATES TOO LOW WILL LEAD TO INFLATION

It will be noted that there have been four periods, 1950-52, 1954-
58, 1971-72, and 1974-78 when the return on Treasury bills was al-
lowed to fall below 1 percent for an extended period of time. All of
these periods, with the possible exception of the 1971-72 period
when wage and price controls were in effect, were plagued by a
problem of inflation.

AND SPECULATION

In 1978, many people became interested in real estate, commod-
ities, and other types of tangible assets as a hedge against inflation.
The quest for protection led to rampant speculation and highly dis-
torted markets for residential housing, gold-you can see that in
column 5 of this table 2-silver, various collectors items, and a
number of other important commodities. The important message to
come out of this table, I think, is that it is a mistake for the Feder-
al Reserve to follow a monetary policy that is so easy as to create
an expectation that there is no positive gain from holding Govern-
ment securities, that this will lead to a stampede into other kinds
of assets.

WHILE RATES TOO HIGH LEAD TO RECESSION

Our experience with very high rates of real return which in 1981
according to this measure were on the order of 5 percent, it's not so
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great in terms of duration and breadth of experience that we can
confidently say what the ultimate outcome of having such rates in
effect for a long period of time will be.

However, there are a number of industries that have been so
devastated by such rates, automobiles, housing, steel, and others,
that one I think has to be apprehensive about the desirability
of having very high rates of return on liquid assets prevail for any
length of time. It seems and there is some evidence to suggest that
you don't have to have a very high rate of return to again create a
sufficiently tight monetary condition to push the economy into an
economic recession. That, in effect, is really the Fed's only way of
coping with inflation.

TIGHT MONEY CONTROLS INFLATION, BUT AT HIGH COST

The last table I want to discuss is table 1 entitled, "Average
Growth Rates for Real Output, Money and the Implicit Price De-
flater, Private Business Sector." Here, when we look at inflation
from the perspective of the quantity theory of money, inflation
should be equal to the average growth rate for the money supply.
These data, I believe, do suggest that tight money works in bring-
ing down the inflation rate, but only with a very long lag and at a
high cost in terms of unemployment and lost output. Actually,
from the point of view of getting the best prediction of the inflation
rate, you should look not at the growth of the money supply this
year, but the growth of the money supply 2 years ago. That's too
long a lag to be of great practicality from the point of view of prac-
tical politics.

CONGRESS NEEDS MORE WEAPONS

Under these circumstances, I think Congress must itself be con-
cerned with other more efficient, less costly, ways to control the in-
flation problem than allowing the Fed to be the only warhorse. To
use repeatedly tight money has the disadvantage of costing us
enormously in terms of lost output and high unemployment. Thank
you.

[The group of tables referred to, together with Mr. Renshaw's
prepared statement and accompanying papers, follows:]
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Table 3

Presidential Elections and Economic

Well-being, 1896-1980

Four Year

Percentage Increase,
in Real Personal

Consumption

Expenditures

(2)

-11 .75
a, .ru9

9.28
9.42

9.81
11.00

11.49
11.75
12.08

12.14

13.27

13.58
15.80

16.19

16.81
20.15
20.64
21.54

. .14
.34

23.76
29.24

President

Elected

and Political

Affiliation

(3)

Roosevelt

Harding

Wilson
McKinley

Hoover

Roosevelt

Kennedy
Carter

Taft
Eisenhjwer
Reagan

Roosevel e
Eisenhower

Nixon

Johnson
Nixon
Roosevelt
Wilson

R- eovol 1

1: Un.',.

McKinley

Coolidge

(D)

(R)

(D)

(R)
(R)
(D)

(D)
(D)

(R)
(R)

(R)

(D)
(R)
(R)

(D)
(R)
(D)
(D)
(R)

(I))

(R)

(R)

Was the President

Elected from
Opposing

Party?

(4)

YES

YES

NO

YES

NO
NO

YES
YES

NO
YES

YES

NO

NO
NO

NO
YES

NO
YES

NO

N:'

NO
NO

Consumption data from John Kendrick, Productivity Trends in the US (Princeton:

Princeton University Press, 1961), Table A-IIa, for the period 1892-1940 and the

Economic Report of the President, January 1981, for the years since 1940.

Presidential

Election Year

(1)

1932

1920

1916

1896
1928

1944

1960
1976

1908
1952

1980

1940
1956

1972
1964

1968

1936
1912
1 904

I l}''

1900

1924
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Table A
Monetary Policy, Inflation, and the

Average Annual
Annual Percentage Change

Percengage Implicit Price
Change Deflator for

Ml Real GNP

(1) (2)

-1.4 6.9
-. 3 _.9
4.5 2.1
5.6 6.6
3.8 1.4
1.1 1.6
2.7 1.2
2.2 2.2
1.3 3.2

-. 7 3.4
3.8 1.7
1.6 2.4

.7 1.6
3.2 .9
1.8 1.8
3.7 1.5
4.6 1.5
4.7 2.2
2.5 3.2
6.6 3.0
7.7 4.4
3.2 5.1
5.3 5.4
6.5 5.0
9.3 4.2
5.5 5.7
4.4 8.7
5.0 9.3
6.6 5.2
8.1 5.8
8.3 7.3
7.2 8.5
6.4 9.0
6.3 9.1

Growth of Real GNP, 1948-81

Column (1)
Minus

Column (2)

(3)

-8.3
.6

2.4
-1.0

2.4
- .5

1.5

.0
-1.9
-4.1

2.1
- .8
- .9

2.3
.0

2.2
3.1
2.5

- .7
3.6
3.3

-1.9
- .1

1.5

5.1

- .2
-4. 3
-4.3

1.4
2.3
1.0

-1.3
-2.6
-2.8

Average Annual
Percentage Change

in Real GNP
in the Following

Year

(4)

.5s
8.7
8.3
3.7^
3.8

-1 .2

6.7
2.1
1.8a

6.0
2.32
2.6*
5.8
4.0
5.3
6.0
6.0
2.7*

4.6
2.8
-.2*
3 .4-

5.7
5.8
-.6*

-1. 1^

5.5
4.8
3.2

2.0*
- 7a

*The average annual growth of real GNP following years when the December-to-December
growth rate for Ml in column (1) was less than the Inflation rate in column (2).

Year

1948
1949
1950
1951
195 2
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981p
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Table B
The Accelerator Relationship Between the Average

Annual Growth Rates for Real GNP and Gross Private
Fixed Domestic Investment, 1955-81

Real
GNP

(1)

6.7

2.1
1.8
- .4

6.0
2.2
2.6
5.8
4.0
5.3
6.0
6.0
2.7
4.6
2.8

- .2
3.4
5.7

5.8
- .6

-1.1
5.4
5.5
4.8
3.2

- .2
2.0

Predicted
Investmenta/

(2)

14.1

.3
- .6
-7.2
12.0
.6

1.8
11.4
6.0
9.9

12.0
12.0

2.1
7.8
2.4

-6.6
4.2

11.1
11.4

-7.8

-9.3
10.2
10.5
8.4

3.5
-6.0

.0

Actual
Investment

(3)

12.7
.7

-1.3
-6.5
13.0

.3
- .3
8.7
7.1
7.1

11.3
4.4

-2.4
6.9
5.1

-3.5
7.1

-11.5
-8.4

-8.2
-12.2

9.4

13.9
7.2
3.1

-7.1
.1

Predicted
Minus
Actual b

Investment

(4)

1.4

- .4
.7

- .7
-1.0

.3
2.1
2.7

-1.1
2.8
.7

7.6
4.5
.9

-2.7
-3.1
-2.9
- .4

3.0
.4

2.9
.8

-3.4
1.2
.4
.5

- .1

a/The predicted growth rate for fixed investment is equal to three times the
growth rate for real GNP in column (1) minus six percentage points.

b/Column (2) minus column (3).

1955
1956
1957

1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968

1969
1970
1971
1972
1973
1974

1975
1976
1977

1978
1979

1980
1981
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TABLE C

The Bi-Modal Distribution of Average Annual
1949 - 82

Growth Rate
Range

in Percent

-2.0 to - .1

.0 to 1.9

2.0 to 3.9

4.0 to 5.9

6.0 to 7.9

8.0 to 9.9

Number of
Cases

7

2

10

9

4

2

34Totals

Growth Rates for Real GNP

Percent of
Total
Cases

20.6

5.9

29.4

26.5

11.8

5.9

100.1
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Table 1

Annual Growth Rates and First Differences in the Annual Growth

Rates for Ml, Real GNP and the Implicit Price Deflator for

Real GNP, 1961-81.

Annual Growth Rates
for

Ml Real Implicit Price
GNP Deflator

(1) (2) (3)

3.2
1.8
3.7
4.6
4.7
2.5
6.6
7.7
3.2
5.3
6.5
9.3
5.5

4.4
5.0
6.6
8.1
8.3
7.2
6.4
6.3

6.4
3.7
5.0
4.5
7.9
4.2
3.1
4.3
1.3

- .1
4.7
7.0
4.3

-2. 7
2.2
4.4
5.8
5. 3
1. 7

- .3
.9

.9
2. 2
1.5
1.4
2.5
3.7
3.3
4.9
5.5
5.0
4.7
4.2
7.1

10.0
7.6
4.7
6.0
8.5
8.1
9.8
8.9

Average Growth Rates

1961-73 5.0
1974-81 6.5

4.3 3.6
2.2 8.0

First Differences in the
Annual Growth Rates for

Ml

(4)

2.5
-1.4
1.9
.9

.1
-2.2
4.1
1.1

-4.5

2.1
1. 2
2.8

-3.8

-1. 1
.6

1.6
1.5
.:2

-1.1
- .8
- .1

Real
GNP

(5)

3.9
-2.7

1.3
- .5
3.4

-3.7
-1.1

1.2
-3.0
-1.4

4.8
2.3

-2.7

-7.0
4.9
2.2
1.4
- .5
-3.6
-2.0

1.2

Implicit Price
Deflator

(6)

- .6
1.3

- .7
- .1

1.1
1.2

- .4
1.6
.6

-.5
-. 3
-. 5

2.9

2.9
-2.4
-2.9

1.3
2.5

- .4
1.7
- .9

Average Absolute First Differences

2.2 2.5 .9
.9 2.8 1.9

99-166 0 - 82 - 6

1961
62
63
64
65
66
67
68
69
70
71
72
73

74
75
76
77
78
79
80
81
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Table 1

Annual Growth Rates for Various Definitions of the Money Supply and their Usefulness inPredicting the Average Annual Percentage Change in Nominal GNP in the following Year,
1959-80

Annual Percentage Change

Year Mi-B M-2 M-3 L
(1) (2) (3) (4)

1959

60
61
62
63
64
65
66
67
68
69
70
71
72
73

74
75

76
77
78
79

8Op

.9

.6
3.2

1.8
3.6

4.6
4.6
2.4

6.5
7.8
3.1
5.2
6.5
9.2
5.5
4.3
5.0

6.6
8.1
8.3
7.2
6.4

3.9
4.9
7.3
8.1
8.4
8.0
8.1
4.7
9.4
8.1
3.8
6.4

13.5
13.0

7.0

5.6
12.8
14.2
10.9

8.3
8.6
9.5

3.8 3.8
5.2 3.9
7.9 6.6
9.0 8.2
9.3 8.0
8.9 7.3
9.2 8.2
5.0 5.4

10.7 8.7
8.9 9.5

.8 4.1
10.0 6.7
14.6 10.6
14.0 13.2
11.2 11.7
8.5 9.3
9.7 10.2

12.0 11.3
12.3 12.7
11.2 12.4

9.2 11.1
10.7 10.5

Following Year
Average Annual
Growth Rate for
Nominal GNP

(5)

3.8
3.6
7.7
5.6
6.9
8.4
9.4
5.8
9.2
8.1
5.2
8.6

10.1
11.8

8.1

8.0
10.9

11.6
12.4

12.0
8.8

11.4

Forecasting Error

M-BSa M-2b M-3b
(6) (7) (8)

- .4

1.1
.4

- .1
.4

1.4
.0

- .7
-3.1
-1.3

.0

.2
-. 8
-. 8

.3
2.5

1.6
.9
.3

-1.8
1.6

- .1* .0 *

-1.3 -1.6

.4* - .2*
-2.5 -3.4
-1.5 -2.4

4 - .5
1.3* .2
1.1 .8

- .2* -1.5
.0^ - .8

1.4 4.4
2.2 -1.4

-3 .4 -4 .5
-1.2 -2.2
1.1 -3.1
2.4 - .5
1 .9^ l. 2

-2.6 - ,4
1.5 .1
3.7 .8
.2^ - .4

1.9 ,7

The actual growth rate for nominal INP in column (5) minus the growth rate for MI-B incolumn (1) minus 3.4 percentage points.

hThe actual growth rate for nominal GNP in column (5)
for M-2, M-3 and L in columns (2), (3) & (4).

minus the respective growth rates

'The asterisk signifies the same or a smaller absolute forecasting error for the broadermonetary aggregate than for Mi-B in column (6).

lb

(9)

.0^
- .3*
1.1'-

-2.6
-1 .1

1.1
1.2'
.4
.5'

-1. .4
1.1'
1.9

- .5

-( .4
-3.6

.7

.3
- .3
-. 4
-2.3

.9*
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Table 2

Interest Rates and the Growth of Hourly Earnings and Economic
Activity, The United States, 1958-81.

Average Yield Average Percentage
3-Month Increase Adjusted

Year Treasury Bills Hourly Earnings
Private Non Agricul-
tural Industries

1958
59
60
61
62
63
64
65
66
67
68
69
70
71
72
73
74
75
76
77
78
79
80
81p

(1)

1.8
3.4
2.9
2.4
2.8
3.2
3.5
4.0
4.9
4.3
5.3
6.7
6.5
4.3
4.1
7.0
7.9
5.8
5.0
5.3
7.2

10.0
11.5
14.1

(2)

4.2
3.5
3.4
3.0
3.4
2.8
2.8
3. 6
4.3
5.0
6.1
6.7
6.6
7.2
6.2
6.2
8.0
8.4
7.2
7.6
8.1
8.0
9.0
9.1

Real Average Growth The Implicit
Rate Rates for Price

of Real GNP Deflator
Interests

(3) (4)

-2.4
-.1
-. 5
-.6
-. 6
.4
.7
.4
.6

-. 7
-. 8
.0

-. 1
-2. 9
-2. 1
.8

-.1
-2. 6
-2. 2
-2. 3
-.9
2.0
2.5
5.0

- .4
6.0
2.2*
2.6
5.8
4.0
5.3*
6.0O*
6.0*
2.7*
4.6
2.8

- .2*
3.4*
5.7
5.8

- .6*
-1.1*

5.4
5.5
4.8
3.2

- .2*
2.0*

(5)

1.7
2.4
1.6
.9

1.8
1.5
1.5
2.2
3.2
3.0
4.4
5.1
5.4
5.0
4.2
5.7
8.7
9.3
5.2
5.8
7.3
8.5
9.0
9.1

a Column (1) minus column (2).

Growth rates for real GNP following years when the average yield on 3-
month Treasury Bills was about equal to or greater than the average
percentage increase in adjusted hourly earnings.
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Table 2

The Real Return on 3-Month Treasury Bills and Related Statistics,
for the Private Domestic Economy 1949-fl

Year Average
Yield New
3-Month
Treasury

(1)

l949
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65
66
67
68
69
70
71
72
73
74
75
76
77
78
79
80
81p

1. 1

1.6
1.8
1.9
1.0
1.8
2.7
3.3
1.8
3.4
2.9
2.4
2.8
3.2
3.5
4.0
4.9
4.3
5.3
6.7
6.5
4.3
4.1
7.0
7.9
5.8
5.0
5.3
7.2

10.0
11.5
14. 1

Inflation Real Growth of Annual
Ratea Interest Real Percentage

Rateb output Change in
Price of Gold

(2) (3) (4)

-1.0
1.6
7.4
1. 1
.9

1.0
1.6
3.3
3.5
1.3
2.0
1.4
.6

1. 5
1.1
1.0
1.9
3.0
2.7
4.0
4.9
4.5
4.4
3.4
5.4
9.4
9.7
4.7
5.6
7.4
8.8
9.2
9.2

2.1
- .4
-5.8

.7
1.0
.0
.2

-. 6
-. 2

.5
1.4
1.5
1.8
1.3
2.1
2. 5
2. 1
1. 9
1.6
1. 3
1.8
2.0

-. 1
.7

1.6
-1. 5
-3. 9

.3
- .3
- .2
1. 2
2. 3
4, 9

-1.9
9.1
5.8
3.3
4.3

-1.8
7.9
2.6
1.0

-1.6
7.3
1.6
1.7
5.5
4.3
6.0
6.8
5.5
2.2
5.1
2.9

- .8
3.0
6.6
6.6

-1.9
-1.9

6.3
6.3
4. 7
2.8

- .8
2.0

(5)

6.4
16.4
48.6
72.4
65.6

-24 .6
- 3.9

22.3
36.8

126.4
15.1

-32. 6

aAverage annual growth rates for the implicit price deflator and real output f'r
the private domestic economy.

Column (1) minus column (2).



Average Growth Rates for Real Output, Money and

Years and Periods, 1947-80.

Year Growth of

or Real
Period output

(1)

1960
61
62
63
64
65
66
67
68
69
70
71
72
73
74
75
76
77
78
79
80

1.6
1.7
5.5
4.3
6.0

6.8
5.5

2.2
5.1
2.9

- .8
3.0
6.6
6.6

-1.9
-1 .9

6.3
6.3
4.7
2.8

- .9

Monetary
Growth
Ratee

(2)

.0
2.1
2.4
3.1
3.9
4.2
4.6
4.0^
7.0
6.0-
3.7^
6.7
7.1
7.3
4.9^
4.6'
5.5
7.5
8.2
7 .8^
6.2^

1948-53 4.1 2.8

1953-57 2.4 1.8

1957-60 2.4 1.6

1960-69 4.4 4.2

1969-73 3.8 6.2

1973-79 2.7 6.3

1947-79 3.6 3.9

Average annoal growth rate for M1-B and

bcolumn (2) minus column (3).

the Implicit Price Deflator, Private Business Sector, Selected

Inflation Rate
for the Implicit
Price Deflator

(3)

1.4
.6

1.5
1.1
1.0
1.9
3.0
2.7
4.0
4.9
4.5
4.4
3.4
5.4

9.4
9.7
4.7
5.6
7.4
8.8
9.2

2.0
2.3
1.6
2.3
4.4

7.6
3.6

its predecessor Ml.

Predicted Minus the Actual
Inflation Rate

Current Lagged Previous

Monetary Monetary Inflation

Growthb Growthc Rated

(4) (5) (6)

-1.4 .6

1.5 .8

.9 -1.5 - .9

2.0 1.0 .4

2.9 1.4 .1

2.3 1.2 - .9

1.6 .9 -1.1

1.3 1.5 .3

3.0 .6 -1.3

1.1 - .9 - .9
- .8 2.5 .4

2.3 1.6 .1

3.7 .3 1.0

1.9 1.3 -2.0

-4.5 -2.3 -4.0

-5.1 -2.4 - .3

.8 .2 5.0

1.9 -1.0 - .9

.8 -1.9 -1.8

-1.0 -1.3 -1.4

-3.0 -1.0 - .4

.8

-. 5
.0

1.9
1.8

-1.3
.3

The monetary growth rate in color (2) lagged two years minus the

dFirst differences in the inflation rates in column (3).

^ Denotes years when the monetary growth rate was contracted.

current inflation rate in column (3).

'-I

I-



Average Growth Rates for Money, Labor Compensation, Output per Hour and the Implicit Price Deflator, PrivateBusiness Sector, selected Periodn, 1948-79

Predicted Minus the Actual Inflation Rate

Conpensation Output
per Hour per

Hour
(1) (2)

6.2
4.7
4.3
5.4
7.1

8.9

3. 7
2. 3
2. 6
3.1
2.6

.8a

Implicit
Price

Deflator
(3)

2.0
2.3
1.6
2.3
4.4
7.6

Mi-B
and
Mla

(4)

2.8
1.8
1.6
4.2
6.2
6.3 .5

Compensation
minus Labor

Productivityb

(5)

.5

.1

.1

.0

.1

6.3 2.6 3.6 3.9 .1

Crude
Quantity

Theory of Moneyc
(6)

.8
- .5

.0
1.9
1.8

-1.3

.3

Source of Banic Data: Economic Report of the President, January 1981, pp.276 & 301 and Historical Statistics
of the U.S.: Colonial Tines to 1957, P. 646.

Co-pomdaverage growth rate for Ml & Mi-B as of June of the year in question.

bColumn (1) minus column (2) minus column (3). These error terms are approximately equalto the compoundaverage percentage change in labor's share of private sector gross domestic
product.
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Period

1948-53
1953-57
1957-60
1960-69
1969-73

1973-79

194 7-79

00



83

PREPARED STATEMENT OF EDWARD F. RENSHAW

Frank Morris, President of the Federal Reserve Bank of Boston, has

noted that the use of monetary aggregates as targets for monetary policy

rests fundamentally on the assumption that the relationship of the aggre-

gates to nominal GNP is relatively stable and predictable. Morris believes

that financial innovations raise serious doubts as to the validity of

this assumption.

His doubts are shared by Anthony Solomon, President of the Federal

Reserve Bank of New York. My own research supports their concern3 and

leads me to conclude that Congress should withdraw its endorsement of

monetary targets. I also believe that the Federal Reserve Banks should

be assigned an important role in helping to revitalize thrift institutions

that have been financially impaired by the Fed's disinflationary policies.

Recent history would suggest that there is no magic in trying to stabi-

lize or even gradually slow the growth of the more conventional money supply,

M1. Its velocity of circulation is simply too unstable.

Table 1 of the enclosed handout indicates that considerable progress

has been made at stabilizing the annual December-to-December growth rates

for Ml since the Arab oil embargo of 1973. The average absolute first

differences in the annual growth rates for Ml were less than half as

large from 1974-81 as from 1961-73.
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Table 1

Annual Growth Rates and First Differences in the Annual Growth
Rates for MI, Real GNP and the Implicit Price Deflator for
Real GNP, 1961-81.

Annual Growth Rates Fi
for

Ml Real Implicit Price Ml
GNP Deflator

(1)

3.2
1.8
3.7
4.6
4.7
2.5
6.6
7.7
3.2
5.3
6.5
9.3

5.5

4. 4
5.0
6.6
8.1
8.3
7.2
6.4
6.3

(2)

6.4
3.7
5.0
4.5
7.9
4.2
3.1
4.3
1.3

- .1
4.7
7.0
4.3

-2.7
2.2
4.4
5.8
5.3
1.7

- .3
.9

(3)

.9
2.2
1.5
1.4
2.5
3.7
3.3
4.9
5.5
5.0
4.7
4.2
7.1

10.0
7.6
4.7
6.0
8.5
8.1
9.8
8.9

Average Growth Rates

* (4)

2.5
-1.4

1.9
.9
.1

-2.2
4.1
1.1

-4.5
2.1
1.2
2.8

-3.8

-1.1
.6

1.6
1.5
.2

-1.1
- .8
- .1

rst Differences in the
Annual Growth Rates for

Real
GNP

(5)

3.9
-2.7

1.3
- .5

3.4
-3.7
-1.1

1.2
-3.0
-1.4
4.8
2.3

-2.7

-7.0
4.9
2.2
1.4
-.5
-3.6
-2.0

1.2

Implicit Price
Deflator

(6)

- .6
1.3

- .7
- .1

1.1
1.2

- .4
1.6
.65

.- .3
- .5

2.9

2.9
-2.4
-2.9

1.3
2.5

- .4

1.7
- .9

Average Absolute First Differences

4.3 3.6 2.2 2.5
2.2 8.0 .9 2.8

1961
62
63
64
65
66
67
68
69
70
71
72
73

74
75
76
77
78
7 9
80
81

1961-73 5.0
1974-81 6.5

.9
1.9
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Changes in the annual growth rates for real GNP, on the other hand,

were slightly greater in the more recent period than in the earlier

period. First differences in the inflation rates for the implicit price

deflator for the real GNP, moreover, have been more than twice as great

on the average since the oil embargo 3s from 1961-73.

Checkable Now accounts that pay interest and automatic transfers

of funds between savings accounts and checking accounts are making it

increasingly difficult to define transaction balances. Credit cards

and checking accounts with no minimum balances have made human capital

a partial substitute for currency and demand deposits. Some brokerage

firms allow their customers to write checks against shares in the money

market funds and against stocks and bonds deposited to marginal accounts.

And if insurance companies and firms in the business of financing real

estate have it their way, it may soon be possible to write checks against

home equity and life insurance.

As we move to a brave new world where an increasing proportion of

saving accounts and many other assets are checkable on demand it will

be even more hopeless to try to delineate a satisfactory measure of

transaction balances and less realistic to suppose that there will exist a

stable relationship between Ml and the economic variables we wish to

control.

The surprisingly rapid growth of Ml during the recent economic con-

traction would appear, in any event, to provide a good example of how a

monetary target can lock a central bank into a degree of monetary tight-

ness (or economic straight jacket necessary to preserve its own credibility).

which, if it were not for the current budgetary impass and extraordinary.

deficts projected for fiscal 1983 and beyond, would be completely unjustified.
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Some advocates of monetary targeting have suggested that the

fault lies not with the idea of targeting but with the monetary

aggregates or economic variables to be targeted.

Nobel prize winners James Tobin and James Meads have suggested

that the target for monetary policy should be the growth of nominal

GNP. This is a very appealing idea but might very well have the

disadvantage of bringing the Federal Reserve into open conflict with

the Administration and the US Congress which may have different goals for

national income. It is by no means clear, moreover, whether the Fed does

have the ability to control the growth of nominal income with much pre-

cision.

Frank Morris has suggested that total liquid assets might be superior

to the Fed's other monetary aggregates as a target for guiding Monetary

Policy. There are a number of factors, however, which make total

liquid assets a rather poor tool to use in monetary management. Changes

in some of the more inclusive liquid assets in L are not available on a

timely basis. It should also be noted that L has often done a poor job

of predicting recessionary slumps in the growth of both nominal and real

GNP.

Even more disturbing is the possibility that interest rate

uncertainly and such financial innovations as money market mutual funds

may have made it impossible, at times, for the Fed to control the growth

of L and its broader monetary aggregates.

The last two years have been years of very tight money judging by

the behavior of interest rates. During such a period one would ordinarily

expect the growth of the Fed's broader monetary aggregates to decline.
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There was some acceleration in the growth of H2 and M3 in 1980, however,

and a further modest acceleration in the growth of both of these

aggregates in 1981. The growth of total liquid assets also appears to

have accelerated during most of 1981.

Henry Kaufman has long argued that the Fed should focus on credit

creation as a target rather than the monetary aggregates and Benjamin

Friedman of Harvard University has recently advocated a dual money and

7
credit target. He has shown that there is a fairly stable relationship

between nominal GNP and the total outstanding debt of US non financial

borrowers. But credit targets also have defects.

When the sales of business enterprises slump unexpectedly, inventory

will pile up and increase the need for bank loans. At such times credit

creation can be a highly misleading indicator of monetary tightness.

As the flaws in Ml and various other targets are better appreciated,

I believe that the Fed will be encouraged to abandon the use of targets

to structure monetary policy and in the words of Anthony Solomon, return

to"some broadly-framed constraints on real interest rates and a renewed

emphasis on nominal interest rates as short-term operating objectives."

Economic theory suggests that if the demand for money is unstable--

as has been the case in the last decade and is likely to remain the

case in a world of financial innovation--it may be better for policy makers

to stabilize the real rate of interest than the growth of the money

supply.9

There are numerous ways to measure the real interest rate. In Table

2,areal rate is computed by subtracting the average percentage increase

in adjusted hourly earnings in private nonagricultural industries from

the average yield on new 3-month Treasury Bills for the years 1958-81.
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Table 2

Interest Rates and the Growth of Hourly Earnings and Economic
Activity, The United States, 1958-81.

Average Yield Average Percentage
3-Nonth Increase Adjusted

Year Treasury Bills Hourly Earnings
'' Private Non Agricul-

tural Industries

1958
59
60
61
62
63
64
65
66
67
68
69
70
71
72
73
74
75
76
77
78
79
80
alp

(1)

1.8
3.4
2.9
2.4
2.8
3.2
3.5
4.0
4.9
4.3
5.3
6.7
6.5
4.3
4. 1
7.0
7.9
5.8
5.0
5.3
7.2

10.0
11.5
14.1

(2)

4.2
3.5
3.4
3.0
3.4
2.8
2.8
3.6
4.3
5.0
6.1
6.7
6.6
7.2
6.2
6.2
8.0
8.4
7.2
7.6
8.1
8.0
9.0
9.1

Real
Rate

of
Interesta

Average Growth . The Implicit
Rates for Price

Real GNP Deflator

(3) (4)

-2.4
- .1
-.5

-.6
-.6

.4
.7
.4
.6

-.7
-.8

.0
- .1
-2.9
-2.1

.8
- .1
-2.6
-2.2
-2.3
-.9
2.0
2.5
5.0

- .4
6.0
2.2*
2.6
5.8
4.0
5.3*
6.0*
6.0*
2.7*
4.6
2.8

- .2*
3.4*
5.7
5.8

- .6*
-1 .1*

5.4
5.5
4.8
3.2

- .2*
2.0*

(5)

1.7
2.4
1.6
.9

1.8
1.5
1.5
2.2
3.2
3.0
4.4
5.1
5.4
5.0
4.2
5.7
8.7
9.3
5.2
5.8
7.3
8.5
9.0
9.1

a Column (1) minus column (2).

Growth rates for real GNP following years when the average yield on 3-
month Treasury Bills was about equal to or greater than the average
percentage increase in adjusted hourly earnings.
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It will be noted that the average bill rate was about equal to the arowth

of wages during the generally prosperous decade of the 1960s and that

there have been wide fluctuations in this measure of the real interest

rate since 1970.

From 1971-72 and in the more recent period from 1975-77 the yield

on 3-month treasury bills was allowed to drop more than two percentage

points below the average growth rate for adjusted hourly earnings. Both

of these periods of easy credit helped to set the stage for a rapid

escalation of the general price level.

The slowness of the monetary authorities to respond to inflationary

pressures (before 1979) is now regarded by many economists as one of

the chief defects of a monetary policy linked to interest rates. The

Fed, if it had chosen to do so, however, could have acted more swiftly

to raise nominal interest rates in line with inflation and perhaps have

prevented some of the speculative excesses of the 1970s.

In a belated effort to slow inflation and better achieve it monetary

targets the Federal Reserve has recently allowed interest rates to rise

to very painful levels. To find a precedent for wage adjusted returns

on Treasury bills in the vicinity of five percent or more one has to go

back to 1931-32 when the US economy was plunging into the great depression

of the 1930s.

The unanticipated shift of monetary policy from negative returns on

liquid assets to very high rates of return has helped to tip the US

economy into back-to-back recessions and has led to a dramatic upsurge

in the number of business failures. Statistics compiled by Dun and Brad-

street for the first four months of 1982 show a failure rate of about



90

80 firms per 10,000 businesses, the highest failure rate since 1933 when

this country was in the depths of a great depression.

To make the Board of Governors of the Federal Reserve a little more

sensitive to some of the undesirable side-effects of erratic monetary

policy, I believe that the Fed should be assigned an important role in

helping to revitalize thrift institutions, with large portfolios of low

10
interest mortgages outstanding and perhaps even some of our larger

nonfinancial corporations that are now on the virge of bankruptcy.
11

The Federal Reserve BanIO now hold more than $130 billion of govern-

ment securities, only part of which is needed to manage the money supply.

By exchanging some of these securities for private sector "income bonds"

that might later be resold to the public, once the economy has recovered

from the current recession and issuers are in a position to pay interest

on additional indebtedness, the Federal Reserve would not only be helping

to offset some of the adverse effects of tight money but would also be

strengthening its ability to reimpose a stringent monetary policy if another

oil shortage or a world wide crop failure were to rekindle inflationary

pressures.

Tight money and high interest rates do tend to reduce the inflation

rate but with a long lag and at a high cost in terms of reduced output

and increased unemployment. In the short run, such policies have been

more successful at deflating the growth of real output than the inflation

rate. See columns (3), (4), and (5) of Table 2.

Since high rates of return on liquid assets will discourage invest- -

ment that is needed to bolser labor productivity and reduce our dependence

on imported oil,it seems clear to me that more attention should be paid
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by Congress and the Administration to other ways of moderating

12
inflationary pressures. To leave the job of controlling inflation

exclusively to the Federal Reserves will run the risk of a very

prolonged period of economic stagnation and political tumoil that

might jeopardize the survival of both democratic institutions and inde-

pendent central banking authorities.

Rescuing the Thrift Institutions

Andrew Carron of the Brookings Institution has estimated that if

the mortgages held by thrift institutions had been liquidated as of

mid 1981 their realized market value would have been $111.2 billion

less than the value at which they were carried on the books. His study

also suggests that, if interest rates do not decline significantly from

the average rates which prevailed in i981, between 15 and 27 percent of

the federally insured savings and loan associations in the US (609 to

1,076 associations) will find themselves in an untenable position by the

end of 1983 and will not be able to return to break-even operations

without drastic cost cutting, good fortune, merger with a more healthy

financial institution, or a cash infusion from the government.

The financial plight of thrift institutions has spauned a host of

costly bailout proposals which would further imbalance the federal

budget. Given the limited resources available, the danger is that

any new program "will be too broad, overly diffuse, and therefore

both costly and inadequate to deal with the most critical problem,

that of the failing thrift institutions."
14
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One of the advantages of having an independent agency like the

Federal Reserve become more involved in helping to restore the thrift

industry to a sound condition is that it might be freer to focus its

resources on those problem institutions that can be made viable with

only a modest amount of financial assistance. This would allow

the Fedetal Savings and Loan Insurance Corporation to concentrate its time

and resources on the more hopeless cases that cannot be returned to

profitability without merger and a subsidy from the FSLIC.

One of the chief defects of most plans to rescue the thrift indus-

try is that they do not come efficiently to grips with the longer run

problem of infusing new equity or risk-type capital into the industry.

Without such capital the industry will not be in a good position to

weather another bout of tight money that might be necessary at some

point in the not too distant future to cope with inflationary pressures

resulting from another oil shortage or a world wide crop failure.

One way to solve this problem would be to have the Fed exchange

some of its government securities, that are not needed to manage the money

supply, for income bonds issued by needy or otherwise deserving thrift

institutions. Income bonds are bonds that do not pay interest unless the

issuer has net income. The presumption is that the Fed would hold these

bonds until the issuing thrift institutions have returned to a state of

profitability and would then be free to sell the bonds to the general

public in the open market.

Since the financial plight of thrift institutions is in part the

result of an unexpected shift in monetary policy to extremely high

real rates of interest it would seem only fiting that the Fed be -

given a role in helping to return this industry to a state where it can
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weather greater variation in interest rates.

Section 103 of the Depository Institutions Deregulation and Monetary

Control Act of 1980 requires the Federal Reserve to "take into considera-

tion the special needs of savings and other depository institutions for

access to discount and borrowing facilities consistent with their long-

term asset portfolios and the sensitivity of such institutions to trends

in the national money markets."

The regulations issued by the Federal Reserve Board in response

to section 103, however, are only intended to address liquidity problems

of a short term nature. Only short-term Federal Reserve loans will be

made at favorable rates; after five months the interest rate will be

raised to 16 percent. The rules, moreover, require the Federal Rome

Loan Bank Board or the FDIC to state "why funds are not available from

other sources" before the loans are made to thrifts. 
15

In most other countries of. the world the central banking authorities

are assigned a much broader role in helping to preserve the economic health

of financial institutions and business enterprises. What is needed in

this country, I believe, is new authority which both authorizes and encour-

ages the Federal Reserve to address the longer run problem of helping

to infuse more risk or equity type capital into our beleaqured thrift

industry and some of our larger and more capital intensive non financial

corporations.

99-166 0 - 82 - 7
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What Should the Federal Reserve Stabilize

by

Edward F. Renshaw
Department of Economics

State University of New York at Albany

Anthony Solomon, president of the Federal Reserve Bank of New York, has

noted that the U.S. is now in the midst of a wave of innovation in the finan-

cial industry that amounts to a veritable revolution. He believes that this

revolution may eventually force the Fed to abandon the use of long- term

monetary targets to structure monetary policy and return to an approach based

on some broadly-framed constraints on real interest rates with a renewed

emphasis on nominal interest rates as short-term operating objectives.

The establishment of target rates of growth for key monetary aggregates

has been used internally by the Federal Reserve since the early 1970s. Tar-

geting was later formalized and made public in response to a Congressional

Resolution in 1975 and was reaffirmed in the Full Employment and Balanced

Growth Act of 1978.

In October 1979 the Board of Governors of the Federal Reserve abandoned

an historic policy of stabilizing nominal interest rates with the primary

objective of enhancing the achievement of its monetary targets. It was hoped

that a better control of these aggregates would provide a more coherent and

effective monetary response to endemic inflation.

For monetary targeting to be successful there must exist a reasonably

stable and predictable relationship between the monetary aggregates and the

economic variables that the Fed wishes to control. The wave of financial

innovation we are now experiencing seems to be producing major effects on



96

these relationships, however, and, in the opinion of Anthony Solomon, these

effects seem likely to grow larger over time.

It seems to me that these effects are having and will continue to
have implications for what money measures we target and for the
levels at which the targets are set. Perhaps in the longer2run,
even the very viability of money stock targets is at stake.

In their study for the Commission on Money and Credit, Friedman and

Meiselman have suggested that a monetary aggregate ought to be judged on the

basis of its ability to either forecast or explain changes in national income.

Financial innovations have already led to a highly unstable relationship

between income and currency plus demand deposits at commercial banks, ba-A.

In the future the Federal Reserve plans to confine its targeting of trans-

action balances to a new Ml ( or slightly modified Ml-B) which includes

travelers' checks and other checkable deposits at commercial banks and various

thrift institutions.

Annual December-December growth rates for Ml-B are presented in the

first column of Table 1 and can be compared to average annual percentage changes

in nominal GNP in the following year in column (5). Column (6) shows the fore-

casting errors for Mi-B when its velocity of circulation is assumed to increase

at a steady rate of 3.4 percent per year.

It will be noted that MI-B was a rather good predictor of nominal GNP

from 1959-74. During this sixteen year period there were 12 years with a

forecasting error of under one percentage point. In the last six years, on

the other hand, there have only been two years with a forecasting error this

low.

The poor forecasting record since 1974 can probably be attributed to a

host of financial innovations, such as checkable Mow accounts that pay interest
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and automatic transfers of funds between savings 
and checking accounts, which

are making it increasingly difficult to delineate transaction balances.

Credit cards and checking accounts with no minimum 
balances have made

human capital a partial substitute for currency 
and demand deposits. Some

brokerage firms allow their customers to write checks against shares in money

market funds and against stocks and bonds deposited in margin accounts. 
And

if insurance companies and firms in the business 
of financing real estate have

it their way, it may soon be possible to write checks agains 
home equity and

life insurance.4

As we move to a brave new world where an increasing 
proportion of savings

accounts and many other assets are checkable 
on demand it will be more and

more hopeless to try to delineate a satisfactory 
measure of transaction balances.

In such a world it would seem logical to shift 
the concept of money away from

currency and demand deposits to a broader collection of liquid assets or

"store of wealth" that might be built up in anticipation of spending in the

not too distant future.

Interest in broader monetary aggregates was 
apparent at the Fed even

before Ml-B and its predecessor Ml ceased to be a fairly reliable predictor

of future GNP. In a presentation before the House Banking 
Committee on

February 6, 1975, Chairman Arthur Burns noted 
that the Board of Governors of

the Federal Reserve and its open market committee 
do pay close attention to

monetary aggregates but do not confine their 
attention to one particular

definition of the money supply, namely, demand 
deposits plus currency outside

banks:

"The reason is that this concept of the money 
supply, however significant

it may have been 10 or 20 years ago, no longer captures adequately the
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forms which liquid balances--or even just transaction balances--are
currently held. Financial technology in our country has been changing
rapidly. Corporate treasurers have learned how to get along with a
minimum of demand deposits, and to achieve the liquidity they need
by acquiring interest-earning assets. For the public at large,
saving deposits at commercial banks, shares in savings and loan
associations, certificates of deposit, Treasury bills, and other
liquid instruments have become very close substitutes for demand
deposits."

Annual growth rates for two broader definitions of the money supply,

M-2 and M-3, and an even more encompassing collection of liquid assets,

L, are presented in columns (2) through (4) of Table 1. The forecasting

errors in the last three columns of Table 1 are based on the traditional

quantity theory assumption that the percentage change in velocity will be equal

to zero. An asterisk is assigned to those error terms which are less absolutely

than the corresponding error terms for Ml-B, when its velocity is assumed to

increase at a 3.4 percent rate.

It will be noted that M-2 was often a better predictor of future GNP

then Ml-B from 1959-68. Since 1968 there have only been two years when M-2

was a superior predictor of future income. The contemporary forecasting

record for this aggregate is so poor as to raise a serious question as to

whether it deserves to be assigned a targeted rate of growth.

The recent forecasting errors for 11-3 are more impressive. For the

seven year period from 1974-80, M-3 is able to explain the following year

growth rates for nominal GNP with an average absolute error of about one-half

a percentage point. In the preceding 15 year period from 1959-73, though, the.

forecasting errors for M-3 were sometimes very large. The many large errors

for this period may mean that the recent forecasting success of M-3 was

something of a fluke.
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This monetary aggregate is estimated to have increased 11.4 percent in 1981.

Some economists, such as Irwin Kellner of Manufacturers Hanover Trust Company,

are now predicting an increase in nominal GNP for 1982 of less than 4 percent

which would imply a forecasting error for M-3 of more than seven percentage

points for 1982.

The Fed's more inclusive collection of liquid assets, L, has done a

better job of forecasting nominal GNP in a majority of years than either

M-2 or M-3. There are a number of factors, however, which make total liquid

assets a rather poor tool to use in monetary management. Changes in some of

the more inclusive liquid assets in L are not available on a timely basis. It

should also be noted that L has often done a poor job of predicting recessionary

slumps in the growth of both nominal and real GNP.

The poor forecasting record for L during years containing a decline in

business activity is related in part to a tendency for the U.S. Treasury to

issue proportionately more short term securities when credit is tight and

interest rates are high and for businesses to satisfy proportionately more of

their credit needs with commercial paper and banker's acceptances than ordinary

bank loans. Total liquid assets, as a consequence, have usually grown more

rapidly than the Fed's other monetary aggregates during years containing

either a peak or a near peak in business activity such as 1969, 1973 and 1979.

This may not continue to be the case in the future, however.

One of the more important points to emerge from Anthony Solomon's dis-

cussion of financial innovation and monetary policy is that new innovations

may have already created an environment where it will sometimes be impossible

for the Fed to control the growth of its broader monetary aggregates.



100

The last two years, 1980 and 1981, have been years of very tight money

judging by the behavior of interest rates and various other indicators of

credit availability. During such a period one would ordinarily expect the

growth rates for the Fed's broader monetary aggregates to decline. There was

some acceleration in the growth of both M-2 and M-3 in 1980, however, and a

further modest acceleration in the growth of both of these aggregates in

1981.

The acceleration is related to an explosive growth of money market

mutual fund shares from assets equal to $43.6 billion at the end of 1979 to

more than $180 billion at the end of 1981. (These assets are included in

both M-2 and M-3 but excluded from M1-B.)

The increase in money market mutual fund shares has been partly at the

expense of a slower growth rate for demand deposits and savings accounts but

has also been at the expense of individual investment in corporate bonds and

commercial paper. In 1979 individuals increased their holdings of these

assets by $16 billion. During the second quarter of 1980, when credit was

very tight, they liquidated these securities at an annualized rate of $17.5

billion.5

Whether the massive build-up of money market mutual fund shares is a one

time thing, a trend that will continue at perhaps a slower rate, or the

beginning of a new type of roller-coaster development is uncertain. If short

term interest rates were to remain low for an extended period of time and

inflation fears were to abate one could imagine a rather dramatic shift out

of these assets into common stocks and long term bonds with higher yields.

The possiblility of large, yet difficult to predict, shifts between short

and longer term assets could, in turn, lead to rather erratic changes in the

growth rates for M-2, M-3 and L and make these aggregates both poor predictors



101

of economic activity and unreliable gauges of whether monetary policy is

sufficiently easy or too tight.

The haunting spectre of monetary Aggregates that cannot be controlled

and might inadvertently lead the Fed to tighten credit to the point of

pushing the U.S. economy into another recession every year or two, in any

event, is a good reason for re-examining monetary policy from an interest

rate perspective.

In Table 2 we subtract the average annual inflation rates for the private

domestic economy from the average annual yield on new 3-month Treasury bills

to obtain real interest rates for high quality liquid assets from 1949-81.

There have been four periods (1950-52, 1954-58, 1971-72 and 1974-78)

when the inflation adjusted returns on Treasury bills were allowed to dip

below one percent for an extended period of time. All of these period, with

the possible exception of the 1971-72 period when wage and price controls

were in effect, were plagued by a problem of inflation.

In the mid 1970s, after the Fed had again allowed the inflation adjusted

return on Treasury bills to decline to negative levels, many people became

interested in real estate, commodities, and other types of tangible assets

as a hedge against inflation. The quest for inflation protection in turn

led to rampant speculation and highly distorted markets for residential

housing, gold (see column (5) of Table 2), silver, various collector's items

and a number of important commodities.

The siowness of the monetary authorities to respond to inflationary

pressures (before 1979) is now regarded by many economists as one of the

chief defects of a monetary policy linked to interest rates. The Fed, if

it had chosen to do so, however, could have acted more swiftly to raise nominal
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interest rates in line with inflation and perhaps have prevented some of the

speculative excesses of the 1970s. Whether this would have actually solved

the inflation problem is less certain.

Prior to the Fed's October 1979 decision to allow short term interest

rates to fluctuate more freely there was only one instance, the non-recessionary

tax-cut year of 1964, when the inflation adjusted return on Treasury bills was

allowed to average more than 2.1 percent for a full calendar year. This also

happens to have been the last year when the inflation rate for the private

domestic economy was held to the comparatively low level of only one percent.

The Fed's new policy of trying to slowly reduce the growth of the nation's

monetary aggregates hasn't been in effect long enough so that one can confi-

dently predict all of the consequences of keeping the real return on Treasury

bills above the 2.5 percent rate which prevailed on the average during 1964.

The rather sharp decline in economic activity in the second quarter of

1980 (after the real interest rate had been above 2.5 percent for five months)

and in the fourth quarter of 1981 (after it had been above this figure for

about 11 months) would suggest, however, that high rates of return on liquid

assets may lead to economic stagnation.

The economic recovery of 1980-81, in any event, has the distinction of

being both the shortest and most anemic of any business expansion in the post

World War II period. Economic stagnation is not something that politicians

can live with for very long.

During the 85 year period from 1896-1980 there were nine instances when

an incumbent political party lost the Presidential election. In seven of

these turnover cases the improvement in economic well-being, as measured by

the increase in real (constant dollar) personal consumption expenditures for
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the four year period culminating in the election of a new President, was

below average. See table 3.

When consumption was increasing at an above average pace, on the other

hand, it was very difficult to defeat an incumbent political party. In

1912 former President Theodore Roosevelt formed a new "progressive" party and

ran against his Republic successor, William Howard Taft. This split the

Republican vote enough to permit the Democratic candidate, Woodrow Wilson,

to attain the Presidency with less than 42 percent of the popular vote.

A similar turnover amid prosperity occurred in 1968 after George Wallace

and his American Independent party split the Democratic vote and allowed

Richard Nixon to defeat Hubert Humphrey with only 43.4 percent of the popular

vote.

These are the only two instances when a party in power was defeated

after an above average increase in consumption. Both involved a suicidal

division within the incumbent party. In the absence of such a division the

American voter has not been inclined to rock the boat:of economic prosperity.

There have been a few instances when a political party was able to stay

in power after four years of lack-lustre consumption growth (Taft 1908, Wilson

1916, Hoover 1928 and Roosevelt 1944). All of these cases occurred either

before the great depression of the 1930s or during World War II when many

consumer goods were rationed. Since the end of World War II there has been a

consistent propensity to change presidents after four years of sub-par per-

formance.

The data in Table 3 would strongly suggest that the American electorate

does hold political parties accountable for their economic performance.

Since actions by the Federal Reserve are subject to Congressional review it
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is not unreasonable to suppose that the Fed will also be held accountable

for its performance.

In the last two years, 1980 and 1981, none of the Fed's target growth

ranges for MI-A, Ml-B, M-2 and M-3 were actually achieved. Such poor

success at meeting stated objectives makes it very difficult for one to

place much confidence in monetary targeting. Even more worrisome is the

possibility that successful targeting might lead to unpredictable conse-

quences in a world that is subject to repeated waves of financial innovation.

Monetary targets, in the final analysis, are at best a means to other

ends and should not be regarded as an end in themselves. A policy of

stabilizing the real return on short term securities, on the other hand,

might be considered virtuous for its own sake.
7

History would suggest that very low rates of return on short term

government securities are unfair to savers, will fuel inflation, and may

lead to undesirable speculation in a world where real estate, consumer

durables, commodities, various collector's items and precious metals can

be acquired as a hedge against inflation.

High rates of return on risk free assets, on the other hand, can also

be an economic disaster especially if such rates were not anticipated by

businessmen and financial institutions.

Statistics compiled by Dun & Bradstreet indicate that business failures

in 1981 were almost 50 percent greater than in the recessionary year of 1980

and that business failures increased another 50 percent in 1982. The failure

rate in the first four months of 1982--about 80 per 10,000 business--is the

highest since 1933, when this country was in the depths of a great depression.

Not to be a little more concerned about the adverse impact of high interest
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rates on business and those thrift institutions with large portfolios of low

interest mortgages outstanding might very well force Congress to intervene

and severely limit the Fed's autonomy in deciding what should be stabilized.

Even more worrisome is the longer run impact on financial decision

making of high rates of return on liquid assets. If petroleum exporting

countries with surplus petrodollars, non profit institutions, pension funds

and insurance companies that do not have to pay taxes on interest income can

obtain an inflation protected return in the vicinity of three or more percent

on Treasury bills why should they invest in long term bonds that might

depreciate in value or make loans to businesses that might go bankrupt after

investing the proceeds in risky projects.

Such concerns in conjunction with the highly uncertain consequences of

monetary targeting in an age of financial innovation, I predict, will

encourage more persons concerned with monetary policy to re-examine current

policies and perhaps better appreciate the wisdom of trying to stabilize the

real return on liquid assets at levels which are not so low as to encourage

speculation or so high as to discourage investiment that is needed to prevent

economic stagnation and political turmoil that might jeopardize the survival

of democratic institutions and independent central banking authorities.
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Table 1

Annual Growth Rates for Various Defihitions of the Noney Supply and their Usefulness in .
Predicting the Average Annual Percentage Change in Nominal GNP in the following Year,

1959-80

Annual Percentage Change

Year ;1-3 4 M-2 M-3 L
(1) (2) (3) (4)

1959 .9 3.9 3.8 3.8
60 .6 4.9 .5.2 3.9
61 3.2 7.3 7.9 6.6
62 1.8 8.1 9.0 8.2
63 3.6 8.4 9.3 8.0
64 4.6 8.0 8.9 7.3
65 4.6 8.1 9.2 8.2
66 2.4 4.7 5.0 5.4
67 6.5 9.4 10.7 8.7
68 7.8 8.1 8.9 9.5
69 3.1 3.8 .8 4.1
70 5.2 6.4 10.0 6.7
71 6.5 13.5 14.6 10.6
72 9.2 13.0 14.0 13.2
73 5.5 7.0 11.2 11.7
74 4.3 5.6 8.5 9.3
'q 5.0 12.8 9.7 10.2

6.6 14.2 12.0 11.3
77 8.1 10.9 12.3 12.7
78 8.3 8.3 11.2 12.4
79 7.2 8.6 9.2 11.1
SOp 6.4 9.5 10.7 10.5

Following Year
Average Annual
Growth Rate for
Nominal GNP

(5)

3.8
3.6
7.7
5.6
6.9
8.4
9.4
5.8
9.2
8.1
5.2
8.6

10.1
11.8

8.1
8.0

10.9

11.6
12.4
12.0
8.8

11.4

Forecasting Errors

MlBa N-
2 b NM3b Lb

(6) (7) (8) (9)

_ .5 - .1. .0* .0*
-. 4 -1.3 -1.6 - .3
1.1 .4' - .2 - l.ln

.4 -2.5 -3.4 -2.6
- .1 -1.5 -2.4 -1.1

.4 .4s - .5 1.1
1.4 1.3- .2- 1.2*

.0 1.1 .8 .4
- .7 - .2- -1.5 .5n
-3.1 .0- - .8 -1.4k
-1.3 1.4 4.4 1.11

.0 2.2 -1.4 1.9

.2 -3.4 -4.5 - .5
- .8 -1.2 -2.2 -1.4
- .8 1.1 -3.1 -3.6

.3 2.4 - .5 -1.3
2.5 -1.9- 1.2n .7-
1.6 -2.6 - 4 .3-

.9 1.5 .1' - .3^

.3 3.7 .8 - .4
-1.8 ..2- .4^ -2.3
1.6 1.9 .7- .9g

aThe actual growth rate for nominal GNP in column (5) minus the growth rate for M1-B in
column (1) minus 3.4 percentage points.

The actual growth rate for nominal GNP in column (5) minus the respective growth rates
for M-2, M-3 and L in columns (2), (3) & (4).

-The asterisk signifies the same or a smaller absolute forecasting error for the broader
monetary aggregate than for M1-B in column (6).
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Table 2

The Real Return on 3-M1onth Treasury Bills and Related Statistics,
for the Private Domestic Economy, 1949-81

Year Average
Yield New
3-Month
Treasury
Bills

(1)

1949
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65
66
67-
68
69
70
71
72
73
74
75
76
77
78
79
80
Sp

1.1
1.2
1.6
1.8
1.9
1.0
1.8
2.7
3.3
1.8
3.4
2.9
2.4
2.8
3.2
3.5
4.0
4.9
4.3
5.3
6.7
6.5
4.3
4.1
7.0
7.9
5.8
5.0
5.3
7.2

10.0
11.5
14. 1

Inflation Real Growth of
Ratea Interest Real

Rateb otputa

(2)

-1.0
1.6
7.4
1.1
.9

1.0
1.6
3.3
3.5
1.3
2.0
1.4
.6

1.5
1.1

-1.0
i.9
3.0
2.7
4.0
4.9
4.5
4.4
3.4
5.4
9.4
9.7
4.7
5.6
7.4
8.8
9.2
9.2

(3) (4)

2.1
- .4
-5.8

.7
1. 0
.0
.2

- .6
- .2

.5
1.4
1.5
1.8
1.3
2.1
2.5
2.1
1.9
1.6
1.3
1.8
2.0

- .1
.7

1.6
-1.5
-3.9

.3

- .3
- .2

1.2
2.3
4.9

-1.9
9.1
5.8
3.3
4.3

-1.8
7.9
2.6
1 .0

-1.6
7.3
1.6
1.7
5.5
4.3
6.0
6.8
5.5
2.2
5.1
2.9

- .8
3.0
6.6
6.6

-1.9
-1.9

6.3
6.3
4.7
2.8

- .8
2.0

Asverage annual growth rates for the implicit price deflator and real output for:

the private domestic economy.

bColumn (1) minus column (2).

Annual
Percentage
Change in
Price of Gold

(5)

6.4
16.4
48.6
72.4
65.6

-24.6
- 3.9

22.3
36.8

126.4
15.1

-32.6
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Table 3

Presidential Elections and Economic

Well-being, 1896-1980

Four Year
Percentage Increase

in Real Personal
Consumption

Expenditures
(2)

-11.75

6.69
9.28
9.42

9.81
11.00
11.49
11.75

12.08
12.14
13.27

13.58
15.80

16.19
16.81
20.15

20.64
21.54

21.59
22.34

23.76
29.24

President

Elected

and Political
Affiliation

(3)

Roosevelt

Harding

Wilson
McKinley

Hoover
Roosevelt
Kennedy

Carter
Taft

EisenooW er
Reagan

Roosevelt

Eisenhooer

Nixon
Johnson
Nixon
Roosevelt

Wilson
Roosevelt
Truman

McKinley
Coolidge

(D)
(R)

(D)
(R)

(R)

(D)
(D)
(D)

(R)
(R)

(R)

(D)
(R)

(R)
(D)
(R)

(D)
(D)

(R)
(D)

(R)
(R)

Was the President

Elected from
Opposing

Party?

(4)

YES

YES
NO

YES
NO
NO

YES
YES

NO
YES
YES

NO

NO
NO

NO
YES

NO
YES

NO
NO

NO
NO

Consumption data from John Kendrick, Productivity Trends in the US (Princeton:
Princeton University Press, 1961), Table A-Ila, for the period 1892-1940 and the
Economic Report of the President, January 1981, for the years since 1940.

Presidential
Election Year

(i)

1932

1920

1916
1896

1928

1944

1960
1976

1908
1952

1980

1940
1956
1972

1964
1968

1936
1912
1904
1948
1900
1924
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Money Versus a Supply-side View of the Inflationary Process

by

Edward F. Renshaw
Department of Economics

State University of New York at Albany

This paper briefly examines the inflationary process from the

perspective of the crude version of the quantity theory of money and

is then equally pragmatic in using a well known, yet little publicized

accounting identity to provide a supply-side view of inflation. The

supply-side identity is then used to analyze the effectiveness of

economic recessions as a cure for inflation. In the concluding section

an incomes policy is outlined which might help to solve the problem of

inflation without the pain and economic distortions resulting from

restrictive credit.

Money and Prices

Macroeconomics tends to be more empirical and inductive than

microeconomnics. Many of our most well known macro models have evolvedM

not from constrained maximization and such fundamental constructs as

human preferences and production functionsbut from basic accounting

identities.

The most well known identity, as far as inflation is concerned,

is the equation of exchange which states that the general price level

multiplied by real output is equal to the money supply times itSvelocity.
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of circulation. When changes in the underlying variables are fairly

small this identity implies that the inflation rate will 
be equal to

the percentage change in the money supply plus the percentage 
change

in the velocity of money minus the percentage change in 
real output.

%AP = %LM + %AV - %AQ (1)

Equation (1) is basically a representation of aggregate demand.

When the money supply and its velocity of circulation are 
constant or

changing at steady or offsetting rates, the inflation rate 
will be

inversely proportional to the percentage change in real output. Changes

in the quantity of money and other variables which cause 
the velocity of

money to vary will shift this demand equation around and cause the

inflation rate to vary2 other things equal, if the aggregate supply curve

is upward sloping.

Equation (1) can be converted intoAmuch publicized theory 
of

inflation by assuming a vertical supply curve for goods and services

that shifts around in synchronization with the velocity 
of money so

that the percentage change in real output will be about equal to the

percentage change in the velocity of money. If these assumptions are

correct, the inflation rate will be approximately equal to the monetary

growth rate.

%AP p:; CAM (2)

Equation (2) is often referred to as the "crude version" of the

quantity theory of money. When this equation is used in conjunction with

Ml-B to explain average annual percentage changes in the implicit 
price

deflator for the private business sector of the U.S. economy from

1960-80one obtains an average absolute prediction error of slightly
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more than two percentage points. See column (4) of Table 1.

While the money supply is not a very good predictor of short

run changes in the price level, it has tended to increase at about

the same rate as the general price level over longer periods of time.

For the 33 year period from 1947-79 the growth rate for Ml-B and its

predecessor MI over explain the average private sector inflation rate

by only three tenths of a percentage point.

The longer run tendency for the price level to increase at about

the same rate as the money supply has led many economists to ignore short

run prediction errors and assert that the only way to solve the

inflation problem is to slow the growth of the money supply.

Tight money does tend to reduce the inflation rate but with a long

lag and at a high cost in terms of reduced output and higher unemployment.

This point is vividly illustrated by the seven years from 1966-80 when

the monetary growth rate was reduced. During these seven years (which

are marked by an asterisk in colum (2) of Table 1) the growth rate for

real private sector output declined on the average by slightly more

than 3.3 percentage points. In only two of these years, 1967 and 1970,

was there any decline in the inflation rate and in both cases the

amount of deacceleration was rather slight.

One of the best ways to illustrate the delayed effect of tight

money on prices is to calculate the year-to-year error terms for

equation (2) using the monetary growth rate lagged two years to predict

the current inflation rate. This modification of the crude quantity

theory has an average absolute prediction error for the 1962-80 period

that is about forty percent less than the typical error for the current
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monetary growth rate. See column (5) of Table 1. The average

forecasting error for the growth of Ml-B lagged two years, however,

is still somewhat greater than the average absolute error for a more

naive model which simply assumes that the inflation rate this year

will be the same as last year's inflation rate.

The distinguished monetary economist, Milton Friedman, has

suggested that a theory should not be judged by the accuracy of its

assumptions. The only important test of a theory, in Friedman's view,

is whether the theory predicts events accurately. The poor short term

forecasting record of the crude quantity theory of money, however, has

not caused Friedman to lose faith in one of the economic profession's

oldest and most revered models of the inflationary process.

This incongruity has led Professor Ronald Coase to express the

view that a theory becomes widely accepted if, rightly or wrongly,

a majority of economists perceive that it enhances our understanding

of some economic phenomenon and has suggested that there may be a big

difference between understanding a phenomenon and economic forecasting.

With this thought in mind Rudolph Penner has recently asked the

question, why has supply-side economics failed to capture the hearts

of academics? His answer is that supply side economics is not a

theory and adds little to our understanding of the world.
1

Most supply-siders will probably disagree with this conclusion.

It doesn't seem likely though that supply-side economics will ever be

able to compete effectively with Keynesian economics and the quantity

theory of money unless it is formalized in a way that enriches our

understanding of such important problems as inflation.
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A Supply-Side View of the Inflationary Process

In this section we will be pragmatic and develop supply-side

economics from the perspective of a well knowoyet little publicized

accounting identity. The basic idea is that the share of income going

to labor, b, will be equal to total labor compensation divided by

national income or domestic product, PQ. Since total labor compen-

sation is equal to the number of hours worked, H, times the hourly wage

rate, W, it follows that:

b P 
(3)

and

WH
bQ (4)

When changes in the underlying variables are fairly small,

equation (4) can be rewritten as:

%AP = -%Ab + %AW - %A (Q) (5)

Many observers have noted that labor productivity and the share

of income going to labor tend to be cyclical in character and inversely

related to each other in the short run.2 From 1947-80 the year-to-year

percentage changes in labor's share of gross private domestic product

were roughly equal to 1.2 percentage points minus one-half of the

average annual percentage change in labor productivity. When this

relationship is substituted into equation (5) we obtain:

%AP t %AW - .5%L(Q)- 1.2 (6)
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Equation (6) is able to explain the year-to-year inflation

rates for the private business sector with an average absolute

error of less than .7 percentage points from 1962-80. The comparable

prediction error for the current monetary growth rate is over 2.0 per-

centage points and for the growth of M1-B lagged two years, 1.3

percentage points. While equation (6) does explain recent changes in

the inflation rate quite well, it is questionable whether inflation

policy should be based on short run considerations.

In the long run it is not unreasonable to suppose that the share

of private sector income going to labor will be fairly constant and

that the percentage change in, b, will be about equal to zero. If

this assumption is correct the percentage change in the price level

will be approximately equal to the percentage change in hourly

compensation minus the percentage change in labor productivity:

%AP seH - %t A) (7)

The average error terms for this model are presented in column

(5) of Table 2 for selected intervals of time which bridge periods of

peak prosperity from 1948-79. It will be noted that most of these

error terms are negligible and that the crude version of the quantity

theory of money only has a smaller error in one period, 1957-60.

There are two periods, 1948-53 and the more recent period from

1973-79, when the share of income going to labor increased by about

half a percentage point per year, on the average, and caused equation

(7) to over state the actual inflation rate by a comparable percentage.
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In all of the other subperiods and for the longer period from

1947-79 the average increase in labor's share of private sector

output was in the vicinity of one-tenth of a percentage point or

less per year.

In 1947 private sector output was at a low ebb as a result of

a major transition from war to peace. Consumers and business enter-

prises, on the other hand, were still very liquid and eager to replace

wornout equipment and stock up on other goods that had been rationed

during World War II. By taking advantage of new equipment, a large

supply of demobilized labor, and excess demand for most goods and

services, firms were able to boost labor productivity 5.8 percent

during the recovery year of 1948 and raise prices almost seven percent

when hourly compensation was only increasing at an 8.5 percent rate.

The resulting surge in business profits lowered labor's share

of gross private domestic product from 67.4 percent in 1947 to only

64.9 percent in 1948. By 1953, however, most excess profits had been

competed away allowing labor's share of domestic product to recover

to a more normal 66.5 percent.

Labor's share edged up to 66.6 percent in 1957 and 66.7 percent

in 1960. It then trended downward slightly to 66.4 percent in 1969

and 66.1 percent in 1973 before surging upward to 67.9 percent in

1979. The recent upward surge in labor's share of gross private

domestic product can be largely, if not entirely) explained on the

basis of long term pricing arrangements and controls on the price of

domestically produced oil and natural gas.
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If the acquisition cost of domestic crude oil to U.S. refineries

had been equal to the cost of imported oil in 1979 and if the price of

all natural gas delivered to distributing companies and large customers

such as electric power companies had been equal to the Btu equivalent

cost of imported oil, the share of gross domestic product going to

labor would have actually declined.slightly from 1973-79, other things

equal, rather than have increased by about half a percent per year.

Many economists, including some members of the profession who are

of a very liberal political persuasion, are now of the opinion that

it was short sighted to keep the price of domestically produced oil

and gas below the cost of imported oil. Price controls, rather than

solve the inflation problem, have tended to suppress inflationary

pressures and make the longer run adjustment to a fuel efficient world

more painful. Low prices have discouraged energy conservation, re-

strained the search for additional supplies of oil and gas, and made

the U.S. economy more vulnerable to supply disruptions and the mono-

polistic pricing policies of OPEC.

The battle to decontrol the price of domestically produced oil

has now been won. Natural gas, our most important source of domestically

produced Btu's, on the other hand, is still grossly under priced and a

better bargain at the well head compared to the price of imported oil

than was the case before the Iranian revolution.

As the remaining controls on the price of natural gas are removed

there should be a tendency for the share of income going to labor to

decline to a more normal percentage. This, of course, will worsen the
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inflation problem and cause equation (7) to under estimate the

actual inflation rate for a while.

If controls on the price of domestically produced oil and gas

are ruled out as being short sighted and not necessarily in our

own best interest then the focus of supply-side anti-inflation policy

must logically shift to methods of boosting labor productivity and

slowing the growth of labor compensation.

Since the oil embargo of 1973 the growth of labor productivity

has slowed from an average increase of more than 2.5 percent to less.

than one percent. The slump in labor productivity is not something

that can easily be attributed to any one phenomenon. There is a

great deal of controvers~y, for example, as to how much of the slowdown

can be attributed to higher energy prices and to a reduction-in the

growth of capital per worker.

Using the technique of national growth accounting, Denison has

concluded that only about one-tenth of the decline in the growth rate

for national income per person in nonresidential business from 1973-76

should be attributed to changes in capital and land per person employed.
7

Kopck(e, on the other hand, has used a translogarithmic production

function to model the nonfarm nonresidential business sector from

1950-1978. He concludes that 50 percent of the decline in labor pro-

ductivity can be attributed to a slower expansion of the capital stock

and that the remainder is due to unspecified structural changes.
8

For illustrative purposes let us average these two extremes and

assume that thirty percent of the decline in labor productivity from

1973-79 was the result of less growth in capital per employed hour. If
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the tax cuts which were recently enacted are able to restore the

growth of capital per hour to former levels, that would enable labor

productivity to rebound from .8 percent from 1973-79 to an average

growth rate of about 1.4 percent per year.

A word of caution is in order, however, There is a possibility

that most of the easy ways of increasing labor productivity have

already been exploited and that the U.S. economy is now operating

on the retarded position of its aggregate learning curve.9

It should also be noted that some types of investment expenditure,

such as energy conserving investments which require on going main-

tenance, can actually reduce labor productivity since saved energy,

imported oil, and intermediate inputs that are used up in the production

process are either netted out or excluded from domestic product.

Saving in the use of oil and gas by business enterprises has been

quite impressive. From 1973-80, U.S. industrial production increased

13 percent while fossil fuel consumption in the industrial sector is

estimated to have only increased by about three percent.

Efforts to increase domestic energy production can also lower labor

productivity, at least in the short run. The number of oil and gas wells

completed in the United States has more than doubled since 1973. Domestic

oil and gas production in quadrillions of Btu, on the other hand, was

about nine percent less in 1980 than in 1973 in spite of the opening

of the Alaska Pipeline. If some remarkable projections by the distinguished

petroleum geologist M. King Hubbert continue to track output fairly well,

U.S. production of oil will continue to decline in the 1980s and be a

drag on the growth of labor productivity. 1 0
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Our reserves of natural gas are also in a state of decline. In

recent years we have only discovered about half as much new gas as

was consumed.

Part of the decline in oil and gas production has been offset by gtn

increased use of alternate energy. The use of wood as an energy

resource in the U.S. has more than doubled and may have tripled since

the Arab oil embargo of 1973. If the latter estimate is correct, the

increase in wood consumption would be about sufficient to offset the

Btu decline in domestic oil production.

The use of wood to heat factories and homes is a very labor

intensive activity in comparison to the use of imported oil for heating

purposes. So while it may be socially desirable to invest in more

chain saws, one shouldn't expect the greater investment in the petroleum

and fire wood industries,which might result from the deregulation of

natural gas prices, to have a beneficial effect on labor productivity.

Nor is it clear that the growth of labor productivity can be

substantially increased by the simple expedient of deregulating other

industries. In the domestic airline industry, for example, one could

easily run into such serious congestion effects at some of our busier-:

airports as to make greater investment in that industry counter productive.

Part of the decline in both labor productivity and investment per

worker since 1973 can probably be explained on the basis of investments

which have helped to accelerate the commercialization of many labor

intensive activities which were formerly undertaken by married women

in their own homes.
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The labor force participation rate for females increased at an

average rate of more than one percentage point per year from 1973-79

compared to an average increase of slightly less than one-half a

percent from 1947-73.

More working women mean more investments in day care facilities

for young children, more investment in nursing homes for elderly

adults that cannot care for themselves and more investments in fac-

ilities that provide fast foods. None of these rapidly expanding

activities are likely to have a very beneficial effect on measured

labor productivity.

One would hope that there will be at least a modest rebound in

the growth of labor productivity in the remainder of the 1980s. Since

a goodly portion of any rebound will be needed to offset the adverse

impact of higher prices for natural gas on labor productivity and

the share of income going to labor, however, it doesn't seem likely

that much progress will be made in slowing the overall inflation rate

without a reduction in the growth of labor compensation.

This may not be easy to achieve. Since the late 1950s there has

been a marked propensity for the growth of compensation per hour to

increase from one business cycle to the next. The growth of compensation

one year after a business recession, for example, has trendedxupward from

2.8 percent after the 1953-54 recession to 4.0, 5.1, 5.7, 7.8 and 10.1

percent after the next five recessions. See Table 3.
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Economic Recessions as a Cure for Inflation

A primary method of coping with the problem of inflation in the

United States has been to slow the growth of the money supply to the

point of inducing an economic recession. Our supply-side identity,

equation (5), suggests that this blood letting might reduce the

inflation rate by (a) squeezing profit margins and raising the share

of income going to labor, by (b) encouraging firms to re-examine

production methods and get rid of unproductive employees and obsolete

equipment that retard the growth of labor productivity, or by (c) re-

ducing the growth of labor compensation.

Economic recessions do tend to squeeze profit margins and raise

the share of national income going to labor. This will lower the

inflation rate but only temporarily. Once the economy recovers and

profit margins are restored to a more normal level the beneficial

effect of a higher share of income going to labor will be lost unless

there are favorable spill-over effects on labor productivity or the

growth of labor compensation.

Whether economic recessions have an enduring impact on labor

productivity is somewhat conjectural. Sagging output and reduced

profit margins will no doubt cause many managers to take a harder look

at the production process and perhaps discover new ways to improve labor

productivity by rearranging production methods, getting rid of unneces-

sary workers, and by scrapping obsolete equipment with an excessive

labor requirement. There is also a possibility that slack demand will
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enable repairs to be made and new production methods installed that

will improve labor productivity in the future.

Sagging output and reduced profit margins, on the other hand,

will force many business enterprises to reduce investment spending.

This in turn will impede the introduction of new equipment that is

often needed to bolster labor productivity and perhaps nulify any

benefits to be expected from improved maintenance, a thinning out

of unproductive workers, and the installation of improved production

processes.

ad
It is well known that labor productivity has,4endency to grow

at a slower rate during business contractions. The usual explanation

for this phenomenon is that some labor is either fixed or otherwise

too valuable or costly to fire or layoff during an economic recession.

The retention of some underutilized labor has made it possible to

increase labor productivity at an above average rate during the first

year of most recoveries from an economic recession.

From the fourth quarter of 1948 to the 1st quarter of 1980 the

compound average growth of labor productivity from one business peak

to a recovery point four quarters after a trough in business activity

was about three tenths of a percentage point greater, on the average,

than for the 32 year period as a whole. This would suggest that

economic recessions can set the stage for a temporary spurt in the

growth of labor productivity that will more than compensate for lost

productivity during the recession.
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The exceptional productivity can probably be attributed to a

policy of retaining experienced workers and only utilizing a company's

newest and most productive facilities. The social cost in terms of

unemployed labor resources that do not have an opportunity to improve

their skills, is likely to be very great, however, since the number

of hours worked has generally not recovered to a new high one year

after a business trough.

Since a modest improvement in the productivity of employed workers

at the expense of widespread unemployment is not a very good tradeoff

from a societal point of view it is quite clear that economic recessions

are a poor way to boost labor productivity. And)since any gain that

might have been achieved as a result of the recession will probably

be lost by the time the economy recovers to a state of reasonably full

employment, it is highly questionable as to whether there are any net

gains in productivity to be expected in connection with economic

recessions.

The foregoing analysis suggests that if an economic recession is

to have a beneficial effect on the inflation rate that will not be lost

during the ensuing recovery, it must be the result of a fairly enduring

reduction in the growth of labor compensation. Economic

recessions, however, are often not very effective in reducing w

inflation. In most CaSes, the reduction in the growth of labor

compensation one year after En economic recession conmpsred to

the increase one year before the recession has been less thEn

one percentage point. See Table 3.
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The reduction of 1.5 percentage points after the economic

recession of 1969-70 is somewhat misleading since labor compensation

had been increasing at an annualized rate of about 6.7 percent during

the first half of 1971 before President Nixon implemented wage and

price controls in August 1971. If the growth of labor compensation

had continued to increase at this rate in the absence of controls,

the year-after reduction in the growth of compensation would have been

about one-half a percentage point or about the same reduction that

was achieved after the recessions of 1960 and 1973-75.

The short-lived recession which was experienced during the

second quarter of 1980 indicates that it is now possible to have a

fairly sharp decline in real output without any beneficial effect on

the year-after increase in labor compensation.

One would hope that the current economic recession will be more

effective at slowing the growth of wages and fringe benefits than the

last recession. The social costs of business recessions, on the other

hand, make it desirable to explore other ways to moderate a wage-price

spiral.

If labor could be persuaded to accept wage and fringe benefit

increases that are no greater than the inflation rate in the preceding

year (or better still, compensation increases that arej says one percent.

less than the inflation rate in the preceding year) it might be

possible to gradually wind down inflation in the U.S. without the

pain of economic stagnation and recurring recessions resulting from

tight money. All that would then be required to slow the inflation

99-166 0 - 82 - 9
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rate would be for the growth of labor productivity to be greater, on

the average, than any reduction in the share of income going to labor.

This condition has always been satisfied during the first few years of

a business expansion.

For wage indexing to work, however, the inflation rate must be

more nearly a ceiling rather than a floor on the growth of wages and

fringe benefits to insure that most of the benefits from improved

productivity accrue in the form of price reductions rather than pro-

tected wage increases.

Wage indexing combined with wage increases in excess of average

productivity has led to uncontrollable price explosions in some

industries such as steel and autos, which have been very damaging to

their international competitiveness.

It is not very reasonable to expect workers to accept wage in-

dexing in its purest form (or even in a less pure form where some

hardship improvements are permitted for workers that have been locked

into long term contracts below the previous inflation rate) unless

other incomes are also regulated to some extent. If an incomes policy

is adoptedJI believe that it should be scheduled for termination after

a period of, say, two or three years and be sufficiently comprehensive

to include the following measures:

(1) To stimulate corporate saving and investment, dividends

per share (adjusted for stock dividends and splits) should be limited

to an increase that is at least one or two percentage points below

the previous inflation rate. A dividend constraint can easily be
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defended on the grounds that an effective incomes policy will lower

capitalization rates and create a bull market for common stocks.

(2) If the deregulation of natural gas prices is speeded up,

some of the extra profits accruing to the owners of developed gas

wells should be subject to an excess profits tax to help balance

the federal budget, prevent unjust enrichment, and~hopefully, make

it possible to have an incomes policy that does not saddle the

economy with an elaborate system of price controls. To minimize

economic distortions the emphasis should be on the regulation of

incomes rather than prices.

(3) Until the federal budget is balanced further decreases in

the federal income tax should be postponed. In the last decade more

than 40 percent of all personal saving has been diverted away from

productive investments to the financing of federal deficits. This

diversion of resources has lowered the growth of labor productivity

and created a very depressed and highly distorted housing market.

(4) If further cuts in personal income taxes are postponed

until substantial progress is made at balancing the federal budget)it

would then be reasonable to require the Federal Reserve to supply

member banks with sufficient reserves to keep the interest rate on

Moody's high grade corporate bond index at a less usurious level of,

saynot more than one or two percentage points above the preceding

year's inflation rate. A low interest rate can be justified on the

grounds that long term bond holders are likely to be important bene-

ficiaries of an effective incomes policy.

Having the Federal Reserve stabilize interest rates rather

than the growth of the money supply might lead to a temporary surge

in cash balances. As the grcuth of wages and prices slow, however,

the demand for money should also increase at a slower rate and

eventually validate the crude version of the quantity theory of

money without the pain and economic distortions resulting from

restrictive credit.
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Average Growth te for Real Oulput, Money and the I-cit Price Deflator, Private Boniness S or, Selected

Yoars and Periods, 1947-80.

Year Growth of
or Reel

Period Output

(1)

19G0
61
62
63
64
65
66
67
68
69
70
71
72
73
74
75
76
77
78
79
80

1.6
1.7
5.5
4.3
6.0
6.8
5.5
2.2
5.1
2.9

- .8
3.0
6.6
6.6

-1.9
-1.9

6.3
6.3
4.7
2.8

- .9

Monetary
Growth
Ratea

(2)

i .0

2.1
2.4
3.1
3.9
4.2
4.6
4.0k
7.0
6. Oe
3. 7

6.7
7.1
7.3
4:9
4.6
5.5
7.5
8.2
7.89
6.2

1948-53 4.1 2.8 2.0

1953-57 2.4 1.8 2.3

1957-60 2.4 1.6 1.6

1960-69 4.4 4.2 2.3

1969-73 3.8 6.2 4.4

1973-79 2.7 6.3 7.6

1947-79 . 3.6 3.9 3.6

'Acerag annual growth rate for MI-B and its predecennor Ml.

colum (2) minus column (3).

Predicted Minus the Actual
Inflation Rate

Inflation Rate Current Lagged Previous

for the Implicit Monetarty Monetary Inflation

Price Deflator Growth Growth
0

Rated

(3) (4) (5) (6)

1.4 -1.4 .6

.6 . 1.5 .8

1.5 .9 -1.5 - .9

1.1 2.0 1.0 .4

1.0 2.9 1.4 .1

1.9 2.3 1.2 - .9

3.0 1.6 .9 -1.1

2.7 1.3 1.5 .3
4.0 3.0 .6 -1.3

4.9 1.1 - .9 - .9

4.5 - .8 2.5 .4
4.4 2.3 1.6 .1

3.4 3.7 .3 1.0

5.4 1.9 1.3 -2.0

9.4 -4.5 -2.3 -4.0
9.7 -5.1 -2.4 - .3

4.7 .8 .2 5.0
5.6 1.9 -1.0 - .9

7.4 .8 -1.9 -1.8

8.8 -1 .0 -1.3 -1.4

9.2 -3.0 -1.0 -, .4

.8

- .5

.0

1.9
1.8

-1.3
.3

The netary growth rate in column (2) lagged two years minus the current inflation rotu in column (3).

First differences is the inflation raten in column (3).

Denotes yearn when the monetary growth rato wan contracted.



Table 2

Average Greeth Rates for Money, Labor Compensation, Output per Hour and the Implicit Price Deflator, PrivateBusiness Sector, selected Periods., 1948-79

Predicted Minus the Actual Inflation Rate

Compe.nstion Output Implicit Mi-B Coepe,,sation CrudePeriod per Hour per Price and mi.n. Labor Quantity
Hour Deflator ml- Productivityb Theory of Money

0

(1) (2) (3) (4) (5) (6)
1948-53 6.2 3.7 2.0 2.8 .5 .81953-57 4.7 2.3 2.3 1.8 .1 - .51957-60 4.3 2.6 1.6 1.6 .1 .81960-69 5.4 3.1 2.3 4.2 .0 1.91969-73 7.1 2.6 4.4 6.2 .1 1.8c
1973-79 8.9 .8 7.6 6.3 .5 -1.3 0
1947-79 6.3 2.6 3.6 3.9 .1 .3

Source of Basic Data,: Ecoomic Report of the President, January 1981, pp.276 6 301 nd Illistorical Statistics
of the U.S.: Colonial Times to 1957, p. 646.

Compond-average grewth rate for MI & MS-B as of June of the yeer is question.

Column (1) minus column (2) minus column (3). These error terms are epprosieately equal
to the -nmpou.da-er-ge percentage change in labor's share of private sector gross domestic
product.

Column (4) minus column (3).



Table 3

Econonic Recessions and the Growth of Labor Compennation, Private Boniness Sentor, 1948-80

Date of Bunienes

Peak Trough

4th Q 1948 - 4th Q 1949

2nd Q 1953 - 2nd Q 1954

let Q 1957 - 2nd Q 1958

let Q 1960 - 4th Q 1960

3rd Q 1969 - 4th Q 1970

4th Q 1973 - let Q 1975

let Q 1980 - 2nd Q 1980

Peek-to
Troogh
Percentage
Change in
Private
Businesn

Sector Output

(1)

-4.4

-4.1

-4.0

-2.1

-1.9

-7.2

-3.0

Annual Percentage Change
in H-ouly 'copensation
Four Qurtere P.our Querters
Ending at Quarters after
the Peak the Trough

(2)

8.4

7.0

7.5

5.6

7.2

8.5

9.9

(3)

8.0

2.8

4.0

5.1

5.7

7.8

10.1

5
Colwnn (3) niece column (2)

DiP feren
in

Conpen.ation
Growth
Rates

5

I-A

6--

(4)

- .3

-4.2

-3.5

- .5

-1.5

- .7

.2
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Monetary Policy, Inflation, and the Aggregate Accelerator
Principle

by

Edward F. Renshaw
Department of Economics

State University of New York at Albany

How does one determine whether monetary policy has been good or bad?

I don't pretend to have a definitive answer to this question but do believe

that some clues can be obtained by examining the behavior of money and short

term interest rates relative to the inflation rate and other variables, such

as wages and the growth rate for real GNP, which we would like to control.

One of the most disturbing aspects to U.S. monetary policy in the

post World War II period is the extreme volatility of the monetary growth

rate relative to the inflation rate. This point is illustrated in Table A

by subtracting the average annual percentage changes in the implioit price

deflator for real GNP in column (2) from the annual December-to-December

growth rates for Ml in column (1). It will be noted that these differences,

which are shown in column (3), are rather cyclical in character and that

most of the differences are in excess of two percentage points. They range

from a high of 5.1 percentage points in 1972 to lows of -8.3 percentage

points in 1948 and -4.3 percentage points in both 1974 and 1975. The

suspicion is that such volatility may help to perpetuate business cycles.

Money is a leading economic indicator but is not a very precise predictor

of future income. The signs associated with the money-price growth rate

differences in column (3), however, are quite useful in helping to distinguish

between generally good and rather poor growth rates for real GNP in the

following year. See column (4) of Table A.
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Table A
Monetary Policy, Inflation, and the Growth of Real GNP, 1948-81

Average Annual
Percentage Change
Implicit Price
Deflator for

Real GNP

(2)

6.9

-. 9

2.1
6.6
1.4

1.6
1.2
2.2
3.2
3.4
1.7
2.4
1.6
.9

1.8

1.5
1.5
2.2
3.2
3.0
4.4

5.1
5.4

5.0
4.2
5.7
8.7
9.3

5.2
5.8
7.3

8.5

9.0
9.1

Column (1)
Minus

Column (2)

(3)

-8. 3
.6

2.4
-1.0

2.4

- .5
1.5

.0
-1.9
-4.1

2.1

- .8
- .9

2.3
.0

2.2
3.1
2.5

- .7
3.6
3.3

-1.9
- .1

1.5
5.1

- .2
-4.3
-4.3

1.4

2.3
1.0

-1.3

-2.6
-2.8

Average Annual
Percentage Change

in Real GNP
in the Following

Year

(4)

5t

8.7
8.3

3.7
3.8

-1.2

6.7
2.1
1.8*
-.4-
6.0

2.2*
2.6*
5.8
4.0
5.3
6.0
6.0
2 7*
4.6
2.8

- .2

5.7

5.8
- .6*

-1. 1

5.4
5.5
4.8
3.2

-0.2
2.0-
_ 7-

-The average annual growth of real GNP following years when the December-to-December.

growth rate for Ml in column (1) was less than the Inflation rate in column (2).

1948
1949
1950

1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963

1964
14a

1967
1968
1969
1970

1971
1972
1973
1974

1975
1976
1977
1978
1979
1980
1981p

Annual

Percengage
Change

Ml

(1)

-1.4

- .3
4.5

5.6
3.8
1.1
2.7
2.2
1.3

- .7
3.8
1.6
.7

3.2
1.8
3.7

4.6
4.7
2.5

6.6
7.7
3.2

5.3

6.5
9.3
5.5
4.4
5.0
6.6

8.1
8.3
7.2

6.4
6.3
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These data indicate that there hasn't been an economic recession in

the post World War II period that wasn't preceded by an "anti inflationary

slowing" of the monetary growth rate below the growth rate for the implicit

price deflator. And that, except for the military build-up years of 1951

and 1966, there has always been an economic recession following the implemen-

tation of such a policy.

The marked propensity for tight money to end in an economic recession

is probably related to the accelerator principle. Since the Korean War,

which tended to obscure the accelerator relationship, the average annual

percentage change in real gross private fixed investment has been about equal

to three times the growth rate for real GNP minus six percentage points.

See Table B.

One of the more interesting implications of this relationship is that

if real GNP does not increase by at least two percent on an average annual

basis, real investment will probably decline and tend to push the economy

into an economic recession.

If an economic recession is to be avoided, in other words, the money

supply must be allowed to grow rapidly enought not only to accomodate the

current inflation rate but a threshold economic growth rate in the

vicinity of about two percent or more. When this threshold is not achieved,

the slide into an economic recession can be quite precipitous.

It will be noted that there were only three cases of average annual

growth rates for real GNP in the range of from zero to two percent during

the 34 years of change from 1948-82. See column (4) of Table A. The first

of these occured during the economic recession of 1949. The other two cases

were immediately followed by the economic recessions of 1958 and 1982. All

the other growth rates were either negative (7 cases) or in excess of two

percent (24 cases).
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Table B

The Accelerator Relationship Between the Average
Annual Growth Rates for Real GCP and Gross Private

Fixed Domestic Investment, 1955-81

Real

GNP

(1)

6.7

2.1

1.8

- .4

6.0

2.2

2.6

5.8

4.0

5.3

6.0

6.0

2.7

4.6

2.8

- .2

3.4

5.7

5.8

- .6

-1.1

5.4

5.5

4.8

3.2

- .2

2.0

Predicted
Investmenta/

(2)

14.1
.3

- .6
-7.2
12.0

.6
1.8

11.4
6.0
9.9

12.0
12.0

2.1
7.8
2.4

-6.6
4.2

11.1
11.4
-7.8
-9.3
10.2
10.5
8.4
3.5

-6.0
.0

Actual

Investment

(3)

12.7

.7

-1.3

-6.5

13.0

.3

- .3

8.7

7.1

7.1

11.3

4.4

-2.4

6.9

5.1

-3. 5
7.1

-11.5

-8.4

-8.2

-12.2

9.4

13.9

7.2

3.1

-7.1

.1

Predicted

linus

Actual

Investment b/

(4)

1.4

- .4

..7

- .7
-1.0

.3

2.1

2.7

-1.1

2.8

.7

7.6

4.5

.9

-2.7

-3.1

-2.9

- .4

3.0

.4

2.9

.8

-3.4

1.2

.4

.5

- .1

a/The predicted growth rate for fixed investment is equal to three times the
growth rate for real GNP in column (1) minus six percentage points.

b/Coluh n (2) minus column (3).

Year

1955

1956

1957

1958

1959

1960

1961

1962

1963

1964

1965

1966

1967

1968

,1969

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1980

1981
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The dearth of moderate growth rates for real GNP and the close

association of such rates with economic recessions provides additional

support for the accelerator hypothesis that real GNP must increase by

about two percent or more to keep investment from falling and the economy

from plunging into an economic recession.

Such strong support for the accelerator principle implies that the

Fed may not be able to control the growth of real GNP with very much pre-

cision. This in turn makes it unwise, I believe, for the Federal Reserve

to follow a hyper-active policy of allowing the money supply to grow

very rapidly relative to the inflation rate during the early phases of a

business expansion and to then go to the opposite extreme of quickly

reversing this policy once the economy has built up an inflationary head

of steam. Such a policy is likely to stimulate unsustainable rates of

economic recovery and be followed by inadvertant economic recessions which

perpetuate business cycles.

The remainder of this paper is concerned with the use of gross invest-

ment as a proxy for capital input and how the equation for the aggregate

accelerator model in Table B can be derived from a Cobb-Douglas production

function.
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Gross Investment, the Short Run Aggregate Production Function,
and the Accelerator Principle

Capital stocks are difficult to measure and are not very useful in helping to

explain short run changes in real output unless they are adjusted for utilization.

In this note some evidence is presented which suggests that gross investment may be

roughly proportional to the flow of services from the aggregate capital stock.

If this hypothesis is correct, gross investment can be used as a proxy for

capital input in the aggregate production function. This proxy has the advantage

of automatically adjusting for fluctuations in the intensity with which the existing

capital stock is utilized. It is available on a timely basis and allows one to

avoid many tedious computations and a number of arbitrary assumptions with regard to

appropriate bench marks, capital depreciati'm and utilization rates.

The hypothesis that gross investment is proportional to the flow of services

from the capital stock can also be combined with the Cobb-Douglas production function

to derive an accelerator relationship for the aggregate economy that is a little more

elegant from a theoretical point of view and easier to varify with existing data than

Clark's original accelerator model.

Our modified accelerator model suggests that businessmen were actually less

willing to invest on the average, at every GNP growth rate level, in the 1974-79

period than was the case during the great depression of the 1930s. Greater economic

stability has been achieved, it would seem, not by improving the structural relation-

ship between investment and output but by adopting policies which have helped to

bolster and moderate fluctuations in consumer and government spending.
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The Basic Model

Since depreciation charges and the incomes from capital services are a primary

source of funds for investment purposes it is not unreasonable to suppose that gross

investment might be roughly proportional to the flow of productive services from the

capital stock. Where I is gross investment, K is capital input, and v is a propor-

tionality factor we have:

I = vK (1)

and

%AI = %AK . (1)'

Let us also assume a relatively simple Cobb-Douglas production function where Q

is aggregate output, b is the exponent for capital input, and A represents improvements

in technology and changes in other factors of production such as labor, energy, and

material inputs which shift the production function around:

Q = AKb . (2)

- Solving equation (1) for K and substituting the resulting expression into equation

(2) allows us to derive the following expression for the aggregate production function:

Q = AvbIb . (3)

Assuming that the proportionality parameter, v, is a constant and that period to

period changes in the aggregate input variables, A and I, are relatively small, the

short run production function can be specified as:

%AQ X %AA bhAI . (3)'

In the post World War II period a secular decline in the growth rate for labor

productivity has been largely offset by an accelerated growth in the labor force; In

the simple production functions which are presented in Table 1 it is assumed that

variations in the growth rates for total factor productivity and other inputs will be

roughly offsetting so that the percentage change in A will be approximately equal to

a constant.
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Since the invention of the CES, or constant elasticity of substitution production

function by Arrow and associates (1961) it has not been fashionable to fit Cobb-

Douglas production functions to aggregate data for the U.S. economy. The pioneering

work of Douglas (revisited, 1976), the share of gross corporate income going to labor,

and studies by Solo. (1965), Bodkin and Klein (1967) suggest, however, that we probably

won't be very far off the mark to assume that, b, the percentage increase in output for

a one percent increase in capital input, when other inputs are constant, is equal to

about one-third.

The regression coefficients which are presented in the first three columns of

Table 1 for the average annual percentage change in gross fixed private domestic

investment in 1972 dollars are all slightly less than one-third but not significantly

different from this value, when the dependent variable is the average annual percentage

change in real GNP. While the constant term for the great depression of the 1930s

is quite a bit less than the constant terms for the post World War II periods, it will

be noted that the sensitivity of GNP to fluctuations in gross investment was almost

exactly the same from 1955-78 as from 1930-40.

In column (4) of Table 1 the percentage changes in real GNP are correlated with

average annual percentage changes in a capital stock series that was estimated by

suming the U.S. Commerce Department's annual estimates of net fixed private domestic

investment. The bench mark value for the capital stock of $8500 billion in 1972

dollars for 1947 was derived in an iterative manner with the goal of coming close to

maximizing the correlation between the corresponding percentage changes in real GNP

and the capital stock. It will be noted that the resulting r for equation (4) is

less than a third as large as the r for equation (3) which proxies capital input on

the basis of percentage changes in fixed investment.

To obtain as good a fit for the more conventional estimate of the capital stock

one must adjust the stock figures for fluctuations in capacity utilization. This is
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done in column (5) of Table 1 by multiplying our estimates of the capital stock by

the Federal Reserve Board's estimate of the average capacity utilization rate in

manufacturing in the current year. The resulting parameter estimates are remarkably

'similar to the results which were obtained in column (3), when the average annual

percentage changes in gross fixed private domestic investment were used to explain

the growth rates for real GNP.

These results lend additional support to the idea that gross investment might be

a useful proxy for capital input in aggregate production functions. In columns (1)

and (2) of Table 2 we further explore this possibility by correlating the average annual

percentage changes in gross investment with the percentage changes in our capital stock

estimates adjusted for changes in capacity utilization. It will be noted that the

constant terms in these regressions are very nearly equal to zero and that the regression

coefficient for the capital input variable is not significantly different from unity,

as one would expect on the basis of equation (1)'.

The production functions in Table 1 are too simplistic to be of much interest from

a policy point of view. Renshaw (1981) has found, however, that gross investment can

be a useful variable to include in more complicated production functions and supply

equations which endeavor to determine whether the recent slump in labor productivity

in the United States can be adequately explained on the basis of higher energy prices

and reduced investment.

Our concern in this paper is not so much with the production function, per se,

as with the possibility of using equations (1) and (2) to derive the accelerator

principle.

The traditional accelerator that was developed by Clark (in 1917) and modified

by others is based on a primitive production function, the desired capital output

ratio, and a definitional statement about investment behavior. In this paper we

assume a Cobb-Douglas production function and use the flow of capital services, rather
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than the desired capital stock, as the intervening link between the production function

and our modified statement about investment behavior. The net result is an accelerator

relationship for the aggregate economy that is a little more elegant 'from a theoretical

point of view and easier to varify with existing data than Clark's original accelerator

model.

Major wars and even minor peace keeping actions like the Korean and Vietnam wars

can have a distorting effect upon investment behavior. These events and other types

of disturbances which are peculiar to different industries and firms have made it

rather difficult to convincingly varify the accelerator principle. Eisner (in 1963),

in any event, reported that many investment analysts were unable to find a close

relationship between investment and changes in sales and had begun to emphasize other

theories of investment behavior.

When equation (2) is solved for capital input and the resulting expression is

substituted into equation (1) we obtain:

1 1
I = vA b Qb (4)

and

%Ati XN - S~ihA t SAQ .(4)'

Regression equations representing the percentage change version of this

accelerator model are presented in columns (3) through (6) of Table 2 for selected

time periods from 1930-79. The regressions for the post World War II period suggest

that gross fixed investment has become increasingly sensitive to fluctuations in

real GNP.

In the most recent six year period from 1974-79 the accelerator coefficient for

real GNP is very nearly equal to the 3.0 value that one would expect on the basis of

previous studies which suggest a 'b" value of one-third for the capital input variable

in a Cobb-Douglas production function.

99-166 0 - 82 - 10
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It will be noted that the accelerator coefficient for the 1974-79 period is

almost identical to the accelerator for the great depression of the 1930s. The main

difference between these two periods is the larger and more negative constant term

for the 1974-79 period. The implication is that businessmen were actually less

willing to invest, on the average, at every GNP growth rate level in the mid 1970s

than was the case during the great depression. Greater economic stability was achieved

not by improving the structual relationship between investment and output but by

adopting policies which have helped to bolster and moderate fluctuations in consumer

and government spending.
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Table 1

Regression Coefficients for Alternative Specifications of the Short Run Aggregate
Production Function for the United States Where the Dependent Variable is the
Average Annual Percentage Change in Real GNP, Selected Time Periods 1930-1978.

Independent Variables Regression Coefficients for the Time Periods
or Statistic 1930-40 - 1949-78 1955-78 1955-78 1955-781

Equation Number (1) (2) (3 (4) (

Average Annual
Percentage Change
in Gross Fixed .319 .286 .325
Private Domestic (17.999) (6.633) (12.252)
Investment

Average Annual
Percentage Change 1.797
in the Capital (2.870)
Stockb

Average Annual
Percentage Change
in the Capital
Stockb Adjusted for .361
the Average Capacity (11.785
Utilization Rate in
Manufacturing in the
Current Yearc

Constant Term .763 2.606 2.274 -2.422 2.184
(1.626) (7.383) (10.802) (-1.144) (9.844

R-squared .973 .611 .872 .272 .863

Standard Error
of the Regression 1. 55S 1.746 .902 2.153 .933

Durbin Watson
Statistic 2.957 1.518 1.594 1.584

aThe figures in parentheses are "t" statistics.

bThe capital stock was estimated by suming BEA's annual estimates of net fixed
private domestic investment, from 1948-78 and assuming a bench mark value for the
capital stock in 1947 of $800 billion in 1972 dollars.

cFederal Reserve Board Series for Total Manufacturing.
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* Table 2

Regression Coefficients for Investment Equations Where the Dependent Variable is the

Average Annual Percentage Change in Real Gross Fixed Private Domestic Investment,

Selected Tine Periods, 1930-79.

Independent Variables
or Statistic

Equat ion Nurber

Average Annual
Percentage Change
in Real GNP

Average Annual
Percentage Change
in the Capital
Stock Adjusted
for Capacity
Utilization

Constant Term

R-Squared

Standard Error
of the Regression

Durbin Watson
Statistic

Regression Coefficients for the Time Periods_

1949-78 1955-78 1949-78 1955-78 1974-79

2.136 2.686 3.028

(6.633) (12.252) (8.3121

.9640 1.0448
(9.7556) (12.4566)

-. 0254
(-. 0335)

.7727

-. 0336

(-.0552)

.8758

3.6485 2.5587

1.7371 1._6S6

-4. 201
(-2. 890)

.611

4.772

1.779

-5.617
(-5.998)

.872

2.596

1.656

-6.053
( -4. 262

.945

2.644

2.136

aThe figures in parenthesis are "t" statistics.

3.052
(17. 998:

-2.296
(-1. 569

.973

4. 810

2.990
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Representative REUSS. Thank you, Mr. Renshaw. Finally, Mr.Roberts.

STATEMENT OF STEVEN M. ROBERTS, DIRECTOR OF GOVERNMENTAFFAIRS, AMERICAN EXPRESS CO., WASHINGTON, D.C.
Mr. ROBERTS. Thank you, Mr. Chairman. It is especially a pleas-ure for me to be here today on this side of the table, having spentsome years on your side of the table.
Representative REUSS. Let me say we look back on our associ-ation with great fondness and welcome your homecoming.
Mr. ROBERTS. I appreciate that.

MONETARY AND FISCAL POLICIES NOT COORDINATED

As you know, our economic destiny is not solely dependent onmonetary policy. Fiscal policy is just as crucial, and during the pastseveral years, our mix of fiscal and monetary policies have notbeen very well coordinated. The very serious economic problems weface today are partially the result of a policy mix that is in seriousneed of reevaluation and change. Our current mix assures littlegrowth in private investment, a slack economy, and high interestrates. This is a situation that must be corrected-the sooner thebetter.
This can only, occur if the Congress, the administration, and theFederal Reserve, given their different responsibilities for economicpolicy, come together to decide on an economic strategy for recov-ery with growing employment and lower inflation. All three play-ers are important. It does little good to debate fiscal policy in isola-tion without input from the Fed. And, the converse is also true ofmonetary policy. Now is a crucial time for such a debate-whilethe budget and tax policies are working their way through the Con-gress and the administration and before the Federal Reservemakes its decisions on policy for next year. As you know, those de-cisions on monetary policy must be conveyed to Congress by July20.
Representative REUSS. If I may interrupt you, Mr. Roberts, that'sprecisely why we are holding these hearings now. The BankingCommittees will, of course, hold hearings after July 20 when theyknow what the Fed's new policy, if a much needed new policy ap-pears, will be.
Is there a representative of the Federal Reserve here in the hear-ing room?
[No response.]
Representative REUSS. That's a pity, because they might havelearned something. Please proceed.
Mr. ROBERTS. Let me turn now to the crux of four issues.First, interest rates. By any standard of comparison, interestrates are too high for an economy that is in the midst of a reces-sion. If this recession were similar to past recessionary periods,short-term interest rates would be lower by at least 200 to 400 basispoints.
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WHY ARE INTEREST RATES SO HIGH?

Why are interest rates so high? No one really knows for sure.
But there are several things that we can look at.

First, inflationary expectations are clearly important. Partici-
pants in financial markets are not convinced that future inflation
will be controlled and have, therefore, built into the interest rate
structure both an "inflationary premium" and a "risk premium."

Second, many borrowers who have traditionally used the long-
term markets have gone short term, bypassing the long-term mar-
kets completely. They are now borrowing short from banks and the
commercial paper market, and hopefully awaiting the day when
rates will be low in long-term markets. This has put upward pres-
sure on the short-term rates.

Third, monetary policy during the past several years has been
relatively tight on a consistent basis.

Fourth, large Federal deficits reduce the supply of credit availa-
ble to the private sector. Our current and prospective deficits are
excessive by any standard, regardless of one's views of monetary
policy.

If history has taught us anything, it is that the Federal Reserve
cannot reduce inflation without constraining the economy. This is
a painful lesson that has contributed to both slow growth and high
interest rates. We have a basic conflict between fiscal policy and
monetary policy. While the Fed is holding the line against infla-
tion, fiscal policy is directed at stimulating the economy. And, even
though we have slack in the economy with excess capacity, high
unemployment, and lower inflation, many people are afraid that
once we turn the corner and come out of this recession, inflation
will be rekindled.

These high deficits assure us that interest rates will remain high
as the Federal Government, with its huge market power, obtains
the credit that it needs by crowding out the private sector borrow-
ers. Therefore, your first priority should be to reduce the out-year
Federal deficits, and reduce them sharply.

Another problem that results from continued high interest rates
is pent-up demand for credit. The longer high rates continue, the
larger pent-up demand will be. The credit sensitive sectors of the
economy-small businesses, housing, autos, and agriculture, to
name only a few-have been severely hit by high interest rates.

But, once interest rates decline and the recovery begins, it is
likely that demand will be revived, inventories will be replenished,
and borrowing in the credit markets will increase. This will tend to
drive up interest rates. What should be done if the Congress acts to
reduce the projected Federal deficits and interest rates do not fall
for any appreciable length of time? That's the dilemma we face.
That's a difficult question to answer.

NEW MEASURES NEEDED TO CONTROL INFLATION

Let me turn now to inflation. We have had good progress in re-
ducing inflation over the past 2 years. Part of the reason for this is,
of course, the slack economy, which is very painful. But, for the
most part, the good news recently has come from noncontrollable
exogenous shocks, for example, the decline in oil prices, luck on ag-
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ricultural prices. And, unfortunately, we have falling housing
prices, which have helped to slow the CPI because of the dispropor-
tionate weight housing is given in that index. But, what will
happen once those largely external anti-inflationary shocks vanish?
Monetary policy is the only consistent anti-inflation tool we have
at this time. But, this is not sufficient and the cost of this single-
handed approach is too high in terms of lost output and employ-
ment. We need to develop other methods that can work in concert
with monetary policy.

TIGHTEN FISCAL POLICY

The single most important thing that can be done is to change
the relative emphasis of fiscal and monetary policies. Fiscal policy
must be made tighter by some combination of budget cuts and tax
increases. This will result in a monetary policy that will be rela-
tively less restrictive, even without a change in the monetary tar-
gets.

Another option, and one which is much more difficult, and
beyond, I think, the scope of this hearing, is the need for a struc-
tural change in the economy. This means a reconsideration--

Representative REuss. Nothing is beyond the scope of this hear-
ing. [Laughter.]

AND DEVELOP AN INCOMES POLICY

Mr. ROBERTS. We do need a reconsideration of either explicit or
implicit incomes policies. We need something to assure us that
once inflation is brought down, it is not going to gallop away from
us once again. This may include tax incentives, guidelines, some
formal tip or some tripartite agreement on slower wage and price
increases. Such programs are very important. They are not a sub-
stitute for fiscal and monetary restraint, but they would be very
complementary to such restraint. I encourage this committee to
continue exploring those complements to monetary policy.

MONETARY POLICY, POST-1979

Now let me turn to what I consider the crux of this hearing and
the crux of monetary policy, and that is the Fed's actions after Oc-
tober 1979. At that point, the Fed said it would no longer attempt
to control short-term interest rates, that henceforth, it would focus
its policies on controlling the monetary aggregates. This change
has left to the financial markets the job of setting interest rates. It
has also resulted, in my view, in too much emphasis being placed
on short-term control of the monetary aggregates. Some observers
believe that this increased emphasis on the aggregates can be
viewed as a means for the Fed to avoid political responsibility for
the high interest rates that accompany a restrictive monetary
policy. I think this hearing is evidence that that is not true.

Almost all economists will agree that monetary growth over the
long run has' important effects on the economy and inflation. That
is one reason why the Congress in 1975 through the resolution
which you had a great deal to do with, and in 1978 in the Hum-
phrey-Hawkins Act, instructed the Federal Reserve to report their
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policies in terms of rates of growth of the monetary and credit ag-
gregates. Moreover, that is the reason why the Humphrey-Hawkins
Act specified that policy targets should be given on an annual
basis-to minimize attention to short-term changes in money
growth.

TOO MUCH ATTENTION ON SHORT-RUN TARGETS

The good intentions-to look at long-term monetary growth, how-
ever-have largely been lost. The monetarist approach adopted by
the Fed and endorsed by the administration has directed attention
to short-term monetary control. We now have a situation where
the financial markets, the press, and even average Americans anx-
iously await Friday afternoon announcements by the Fed of the
most recently experienced weekly change in M,-as if it had some
important message about the future well-being of the economy.
This is not true. The weekly data are notoriously bad. The situa-
tion has gotten out of hand. The emphasis that has been placed on
short-term control of Ml has been detrimental, not helpful.

HAS DESTABILIZED INTEREST RATES

Since October 1979, interest rate volatility has increased dra-
matically. This volatility affects interest rates and economic deci-
sions in every nook and cranny of our economy because so many
interest rates are now tied to money market rates. The increased
use of Treasury bill rates as the key market rate from which other
rates are determined makes the situation even more serious now
and potentially dangerous in the future. Steps need to be taken to
dampen interest rate volatility as well as to reduce interest rates.
One such step, a modification of the way Ml data are reported, is
now under consideration at the Fed. I urge you to ask the Fed to
stop this weekly money market game, to stop publishing weekly
data, and to go to a single monthly M, number that would be more
meaningful.

I also believe that a reexamination of October 1979 changes in
operating procedures is clearly needed. For a long time, partici-
pants in the financial markets wanted the Fed to adopt a more
monetarist approach. They said that monetary control would work
to lower interest rates. But that has not happened, even though
actual Ml growth was below target last year and the Fed has con-
sistently said it intends to gradually reduce the rates of growth of
the monetary aggregates and has set its targets accordingly. One
would have suspected that the financial markets would be happy
with Fed behavior and that the Fed's credibility has been restored.
But the financial markets have not been consistent. During the
past year rates have remained high whether the Fed's policy is
viewed as becoming looser or tighter based on recent money growth
statistics.

Before October 1979, the Fed directed its policy at controlling
short-term interest rates. The shift appears in retrospect to have
gone too far. Money market conditions and short-term interest
rates do make a tremendous difference to our economy. Moreover,
targeting almost exclusively on Ml is tenuous at best because of the
problems involved in defining that aggregate.
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MONEY TARGETING HAMPERED BY FINANCIAL INNOVATION

Deregulation of the financial markets and financial innovations
are producing important and popular money substitutes faster
than they can accurately be incorporated into the definition of
money. Indeed, the appropriate definition of money-Ml in particu-
lar-has proven to be quite elusive. Nevertheless, the Fed contin-
ues to focus on this measure. At this juncture, the Fed might be
better served to move partially back to the old regime-to pay at-
tention both to the growth in monetary and credit aggregates and
to credit market conditions.

I believe it was a former chairman of this committee who used to
say that monetary policy was too important to be left to central
bankers. Analogously, interest rates may be too important to the
economy to have them set entirely by financial market partici-
pants.

Finally let me talk about coordinated policies again. We now
have a condition of great uncertainty in our financial markets and
throughout the private sector. As a consequence, many businesses
and personal decisions are either being postponed or modified. This
is not satisfactory. Many observers in Washington are hopeful that
once action is taken on the budget and future year deficits. infla-
tionary expectations will change dramatically, interest rates will
come down, and a brisk recovery will begin. I think that would be
just fine. But I am concerned that that scenario may not be correct.
If it is not correct, something new must be tried.

What may be needed is a broader consensus on economic policy
involving the administration, the Congress and the Fed sitting
down together at the same time to hammer out a new strategy for
recovery with growing employment and lower inflation.

A step in that direction was taken in the budget resolution the
Congress is now considering. I will not read the resolution, even
though it is in the text, but I will say that I think that that lan-
guage is very, very useful. It does not challenge the Fed's tradition-
al independence. Yet, at the same time, it sends them a strong
signal that fiscal and monetary policies need to be coordinated.

FED AND CONGRESS MUST WORK TOGETHER

However, something is still lacking. What is still needed is a way
for the Fed to "buy into" the new program. Given the nature of
our system, there may well be differences of opinion as to whether
the deficits have been reduced "in a substantial and permanent
way," which is the language of the resolution. If the Fed does not
agree with the decisions made on the budget and future deficits, co-
ordination of fiscal and monetary policies may again fail. Before
that happens, someone, perhaps this committee-and I'm glad to
see that these hearings are being held-should explicitly ask the
Fed just what it would take in terms of "fiscal responsibility and
reduced projected deficits" to have the Fed not only reevaluate the
monetary targets, but how such changes would-affect their mone-
tary policies. Thank you, Mr. Chairman.

[The prepared statement of Mr. Roberts, together with the
market letter referred to, follows:]
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PREPARED STATEMENT OF STEVEN M. ROBERTS

Thank you Mr. Chairman.

My name is Steven M. Roberts and I am Director of

Government Affairs for the American Express Company. Prior to

taking this position, I was Chief Economist for the U.S. Senate

Committee on Banking, Housing and Urban Affairs. I have also

served on the staff of the Board of Governors of the Federal

Reserve System. I appreciate this opportunity to appear before

you today to discuss monetary policy, the conduct of which is

vital to the well being of our economy.

It is important to recognize from the very start that our

economic destiny is not solely dependent on monetary policy.

Fiscal policy is just as crucial. Moreover, it should be clear

to any observer of economic policy that during the past several

years our mix of fiscal and monetary policies have not been

very well coordinated. The very serious economic problems we

face today are partially a result of a policy mix that is in

serious need of re-evaluation and change. High interest rates

are a message from our financial markets -- fiscal policy is

too loose and monetary policy is too tight. Our current fiscal

and monetary policies assure little growth in private

investment, a slack economy, and high interest rates. This is

a situation that must be corrected. The sooner the better.



152

This can only occur if the Congress, the Administration,

and the Federal Reserve, given their different responsibilities

for economic policy, come together to decide on an economic

strategy for recovery with growing employment and lower

inflation. All three players are important. It does little

good to debate fiscal policy in isolation without input from

the FED. The converse is also true of monetary policy. Now is

the crucial time for such a debate -- while the budget and tax

policies are working their way through the Congress and the

Administration and before the Federal Reserve makes its

decisions on policy for next year. As you know those decisions

on monetary policy must be conveyed to Congress by July 20.

The remainder of my testimony will discuss four issues.

First, high interest rates and the steps which must be taken to

reduce them. Second, the fact that inflation is still a

serious problem even though we have made significant progress

in reducing the inflation rate. Third, the operating

procedures adopted by the Federal Reserve in October 1979

should be re-examined in light of recent experience. Fourth,

the Administration, the Congress, and the Federal Reserve need

to reach an economic accord that will set in place a strategy

for economic growth, reduced unemployment and inflation, and

lower interest rates.



153

Interest rates are too high. By any standard of comparison

interest rates are too high for an economy that is in the midst

of a recession. If this recession were similar to past

recessionary periods short term interest rates would be lower

by 200 to 400 basis points. The combination of lower rates,

last year's tax reductions, and the additional 10 percent cut

in personal income tax rates scheduled for July 1 would set the

tone for a healthy recovery.

Why are interest rates so high? No one really knows for

sure. Several things, however, are likely contributors.

First, inflationary expectations are clearly important.

Participants in financial markets are not convinced that future

inflation will be controlled and have, therefore, built into

the interest rate structure an 'inflation premium' and a 'risk

premium'. Second, many borrowers who traditionally have used

the long-term markets have gone short-term. They are now

borrowing short from banks and the commercial paper market, and

waiting until some future date when long-rates are lower. This

has put upward pressure on short-term rates. Third, monetary

policy during the past several years has been 'relatively'

tight on a consistent basis. Fourth, large federal deficits

reduce the supply of credit available to the private sector.

Our current and prospective deficits are excessive by any

standard, regardless of one's view of monetary policy.
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Unfortunately, economic policy has left the job of

controlling inflation exclusively to monetary policy. If

history has taught us anything it is that the Federal Reserve

alone cannot reduce inflation without constraining the

economy. This is a painful lesson that has contributed to both

slow growth and high interest rates. We have a basic conflict

between fiscal policy and nonetary policy. While the Fed is

holding the line against inflation, fiscal policy is directed

at stimulating the economy. And, even though we have a slack

economy with excess capacity, high unemployment and lower

inflation, people are afraid that once we turn the corner and

come out of the recession inflation will be rekindled. Part of

the reason for this expectation is the prospect of

extraordinarily high deficits for the next several years.

These high deficits assure us that interest rates will remain

high as the Federal government, with its huge market power,

obtains the credit that it needs by crowding out private sector

borrowers. Therefore, your first priority should be to reduce

out-year federal deficits and reduce them sharply.

Another problem that results from the continued high

interest rates is pent-up demand for credit. The longer high

rates continue the larger the pent-up demand will be. The

credit sensitive sectors of the economy -- small business,

housing, autos, and agriculture to name a few -- have been

severely hit by high interest rates. Both output and credit
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demands in these sectors have been curtailed. But, once

interest rates decline and the recovery begins it is likely

that demand will be revived, inventories will be replenished

and borrowing in the credit markets will increase. This will

tend to drive interest rates back up. Therefore, an important

question that must be addressed is what should be done if

Congress reduces future projected deficits and interest rates

do not fall for any appreciable length of time? Put another

way, even if interest rates decline sharply, how can they be

kept from going back up just as sharply? The answers to these

questions are indeed difficult. But if recovery is to be

sustained answers must be found.

High interest rates have also contributed to a

strengthening of the U. S. dollar abroad. This tends to make

our exports relatively more expensive, reducing our

competitiveness and decreasing output.

Anti-inflation policies. In recent months inflation has

subsided significantly. Part of the reason for this good news

is the slack economy, which itself is bad news. Inflation

usually declines during recessions so this is no surprise.

But, for the most part the good news on inflation has come from

non-controllable external shocks. For example, the decline in

oil prices and some luck on agricultural prices. Also, we have

had falling housing prices which have helped slow the CPI
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because of the disproportionate weight housing is given in that'

index. But, what happens once these largely external

anti-inflationary shocks end?

Monetary policy is the only consistent anti-inflation tool

we have at this time. But, this is not sufficient and the cost

of this single-handed approach is too high in terms of lost

output and employment. We need to develop other methods that

can act in concert with monetary policy. The Administration

and the Congress have a responsibility to do this now, before

we start out of the recession so that inflationary expectations

can be reduced. The most important thing that can be done is

to change the relative emphasis of fiscal and monetary

policies. Fiscal policy can be made tighter by some

combination of budget cuts and tax increases. The result will

then be that monetary policy will be relatively less

restrictive even without a change in monetary targets.

Another option which is harder, is the need for structural

change in the economy. This may mean a reconsideration of

either explicit or implicit incomes policies -- tax incentives,.

guidelines, tax-based income policies, or tri-partite agreement

on slower wage and price increases. Such programs are not a

substitute for fiscal and monetary restraint. They would,

however, be complementary to such restraint.
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FED policy post October 1979. In October 1979 the FED

announced that it would no longer attempt to control short-term

interest rates, that henceforth it would focus policy on

controlling the monetary aggregates. This change left to the

financial markets the job of setting interest rates. It also

has resulted in too much emphasis being placed on short-term

control of the monetary aggregates. Some observers believe

this increased emphasis on the aggregates can be viewed as a

means for the Fed to avoid political responsibility for the

high interest rates that accompany a restrictive monetary

policy.

Almost all economists will agree that monetary growth over

the long-run has important effects on the economy and

inflation. That is one reason why the Congress in 1975 and

again in 1978 in the Humphrey Hawkins Act instructed the

Federal Reserve to report their policies in terms of rates of

growth of the monetary and credit aggregates. Moreover, that

is the reason why the Humphrey Hawkins Act specifies that

policy targets should be given on an annual basis -- to

minimize attention to short-term changes in money growth. In

fact, you may recall that part of the Humphrey Hawkins debate

on monetary policy issues dwelt on whether annual targets were

sufficient or whether multi-year monetary objectives should be

announced consistent with the multi-year objectives for GNP,

employment, prices and the Federal deficit that the President

must specify.

99-166 0 - 82 - 11
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The good intentions -- to look at long-term monetary growth

-- have largely been lost. The monetarist approach adopted by

the Fed and endorsed by the Administration has directed

attention to short-run monetary control. We now have a

situation where the financial markets, the press, and even

average Americans anxiously await the Friday afternoon

announcement by the Federal Reserve of the most recent weekly

change in H-1 as if it had some important message about the

future well-being of the economy. This is not true. The

weekly data are notoriously bad. The situation has now gotten

out of hand. The emphasis that has been placed on short-term

control of M-1 has become detrimental, not helpful. Since

October 1979 interest rate volatility has increased

dramatically. This volatility affects interest rates and

economic decisions in every nook and cranny in our economy

because so many interest rates are now tied to market rates of

interests. The increased use of treasury bills rates as the

market rate from which other rates are determined makes the

situation serious now and potentially dangerous in the future.

Steps need to be taken to dampen interest rate volatility. One

such step, a modification of the way M-1 data is reported is

now under consideration at the FED. I would urge you to ask

the FED to stop reporting weekly data and to go to a single

monthly average M-1 figure, once each month, as quickly as

possible.
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A reexamination of the October 1979 change in operating

procedures is also clearly needed. For a long time

participants in the financial markets wanted the FED to adopt a

more monetarist approach. They said that monetary control

would work to lower interest rates. But that has not happened

even though actual M-1 growth was below target last year and

the FED has said consistently that it intends to gradually

reduce the rates of growth of the monetary aggregates and has

set its targets accordingly. One would have suspected that the

financial markets would be happy with FED behavior and that the

FED's credibility has been restored. But the financial markets

have not been consistent. During the past year interest rates

have remained high whether the FED's policy is viewed as

becoming looser or tighter based on recent money growth

statistics.

Before October 1979 FED policy attempted to control

short-term interest rates as a means for implementing monetary

control. The FED's shift in 1979 appears in retrospect to have

gone too far. Money market conditions and short-term interest

rates do make a difference to the economy. Moreover, targeting

almost exclusively on M-1 is tenuous at best because of the

problem involved in defining that aggregate. De-regulation and

financial innovations are producing important and popular money

substitutes faster than they can be accurately incorporated

into the definition of money. Indeed, the appropriate
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definition of money -- M-1 in particular--has proven to be

quite elusive. Nevertheless FED policy continues to focus on

this measure. At this juncture, the FED might be better served

to move partially back to the old regime -- to pay attention

both to the growth in the monetary and credit aggregates and to

credit market conditions. I believe it was a former chairman of

this Committee who used to say that monetary policy was too

important to be left to central bankers. Analogously, interest

rates may be too important to the economy to have them set

entirely by financial market participants.

Coordinated policies for recovery. Economists disagree as

to just when the economy may turn the corner and enter

recovery. Uncertainty pervades the private sector and as a

consequence many business and personal decisions are being

either postponed or modified. This is not a satisfactory

situation. Many observers in Washington are hoping that once

action is taken on the budget and future year deficits,

inflationary expectations will change dramatically, interest

rates will come down, and a brisk recovery will begin. I think

that this would be fine. But, I am concerned that that

scenario may not be correct. If it is not correct something

new must be tried.

What may be needed is a broader consensus on economic

policy involving the Administration, the Congress, and the
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Federal Reserve sitting down to hammer out a new strategy for

recovery with growing employment and lower inflation.

A step in that direction has been made in the pending

budget resolutions. Section 306 of the Senate resolution

contains a sense of the Congressional resolution which says

that 'if the Congress acts to restore fiscal responsibility and

reduces projected budget deficits in a substantial and

permanent way, then the Federal Reserve Open Market Committee

shall reevaluate its monetary targets in order to assure that

they are fully complementary to a new and more restrained

fiscal policy.' I think that this language is useful. It does

not challenge the FED's traditional independence. Yet, at the

same time, it does send them a strong signal that fiscal and

monetary policies need to be coordinated.

Something, however, is still lacking. What is still needed

is a way for the FED to 'buy into' the program. Given the

nature of our system, there may well be differences of opinion

as to whether the deficits have been reduced in la substantial

and permanent way'. If the Fed does not agree with the

decisions made on the budget and future deficits coordination

of fiscal and monetary policies may again fail. Before that

happens someone, perhaps this Commmittee, should ask the FED

just what it would take in terms of fiscal responsibility and
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reduced projected deficits- to have the FED not only reevaluate

but also modify their monetary targets.

Mr. Chairman, I have appended to this testimony a market

letter entitled, 'What the April 1982 Tape is Telling Us.' It
was written by one of my colleagues, Mr. Jacob C. Winter of

Shearson/American Express. I think you will find it quite

interesting.

Thank you.



163

What The April
1982 Tape Is Telling Us

_EEP.FESS.
S E S e J.C. Winter

THE OPINIONS EXPRESSED HEREIN ARE THOSE OF THE AUTHOR AND ARE NOT NECESSARILY THOSE
OF SHEARSONIAMERICAN EXPRESS INC. ALSO, SECURITIES RECOMMENDED HEREIN ARE NOT NECES-
SARILY FOLLOWED BY THE RESEARCH DEPARTMENT

In April, the Federal Reserve further underlying rate of inflation remains posed by our politicians will do any
tightened its deadly stranglehold on 12'. The lower rates of inflation an- good. because none of them
the economy by forcing the federal nounced for the last several months recognize the fundamental fact that
funds rate to go up another 1 0%, were not produced directly by monetary restraint is a complete
from 14% to 15t/2f%, but our com- monetary restraint as monetarists and disaster, the higher the dosage, the
mercial banks were satisfied to leave administration officials would have worse the economy, a preposterous
the prime rate at the near-disaster you believe. Rather, monetary idea that has never worked since it
level of 16a/2%. restraint fed inflation until it also loss- was revived in 1951, more than thirty

ed the economy into a severe reces- years ago.
The Dow Jones Industrial Average sion or crypto-depression. which has
gained 25 points in May, from 823.27 temporarily impaired the ability of Projected 1983 Deficit of 8182
to 848.36, for a gain of more than 52 workers and businessmen to protect Billion
points since bottoming out at 795.85 their shares of the economic pie by In last month's letter I suggested that
on March 17th. increasing wages and selling prices. the combined effect of Paul Volcker's

As and when the economy starts to folly and estimated IRA tax savings
Since the DJIA is expressed in highly recover, we can expect the recorded could easily produce annual federal
inflated dollars, a DJIA of less than rate of inflation to return to double- deficits exceeding $200 or $250
1000 is telling us and will continue to digits if foolish monetary restraint is billion, and that replacement of
tell us that the economy is in deep not relaxed. Volcker in 1983 will make no dit-
trouble. However, the stock market lerence because no successor will be
nosedive appears to be over and if When Will The Economy Come confirmed unless he is committed to
the federal funds and prime rates go Roaring Back the same folly,
no higher than 161/2% we could now Just two months ago, Treasury
see the beginnings of a slow Secretary Regan promised that the The April 29th breakdown of federal
economic recovery with a slowly im- economy would "come roaring back" budget negotiations produced agree-
proving stock market. in late spring. Now, after the index of ment that the 1983 deficit would be

By no, jus abou everone i leading economic indicators declined around Sf82 billion unless President
Bey now, just about everyone is cow- again in March, the 11th consecutive Reagan and Congress reduced ex
plaining about the murderous interest monthly decline, we are being told to penditures, increased taxes or both.
rates which refuse to go down, but wait until late summer. Twice in April Not one word about monetary
nowhere do we see any official Donald Regan admitted that the na- restraint although President
recognition of the fact that the fun- tion's economy was "dead in the Kennedy's top economist, James
damental cause of all our economic water" Tobin, contnued to urge the Fed to
difficulties is foolish monetary restraint ease up on monetary policy.
which feeds the inflation it is suppos- With jblessness at 9%, the highest in
ed to fight and tosses the economy 40 years and perhaps still increasing. There appeared to be agreement also
into a severe recession some are now we are in the most severe and that it would be desirable to reduce
calling a crypto-depression. longest recession since the Great that 1983 deficit to $100 billion. As

Depression of the 1930s from which one thoroughly confused journalist
I continue to believe that long-term in- we recovered only with the help of put it, the problem confronting Con-
terest rates will remain sky-high and World War 11 and total abandonment gress is how to produce an $82
any economic recovery will be of monetary restraint for the duration billion backage of spending cuts and
modest and short-lived unless foolish new revenue to bring the deficit for
monetary restraint in the form of Pessimism is up, and for good fiscal 1983 down from $182 billion to
double-digit short-term interest rates is reason. Neither economic nonsense $100 billion.
either relaxed or abandoned. The theory nor the various quick-fixes pro-
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It takes very little thinking to realize
that a package of $82 billion spen-
ding cuts and new revenue would
produce nowhere near an $82 billion
reduction in the federal deficits, but
who in Congress, or elsewhere, is
prepared to do a little thinking?

What Causes Federal Deficits?
The only correct answer is that the
federal deficit is equal to the amount
by which federal expenditures exceed
federal revenues nut it is sheer
nonsense to suggest that an $82
billion reduction in expenditure (one
Republican solution), or an $82 billion
increase in taxes (one Democratic
solution), or some sort of combination
of expenditure cuts and tax increases
adding up to $82 billion, would ac
complish the stated objective. Yet,
that is what almost everybody takes
for granted.

As I explained in some detail in last
month's letter, reducing federal ex
penditures sounds like a good way to
reduce federal budget deficits, but
that's not the way it works. If the
federal government is not going to
make a certain $82 billion array of exn
penditures, a lot of employees and
businessmen at the other end of
these aborted transactions are not go-
ing to receive that income and pay
taxes on it. Corporate and individual
income taxes will fall by a con-
siderable amount. A chain reaction
aborting further economic transac-
tions would further reduce private
sector expenditures and federal tax
revenue unless, somehow, the full
federal expenditure reduction was off-
set by increased private sector ex-
penditures producing offsetting cor-
porate and personal income in-

creases and offsetting tax revenue in-
creases. Continuing monetary
restraint would make that impossible.

Similarly, a legisated tax increase
may produce litte or no additional tax
revenue if foolish monetary policy and
other economic factors remove a few
million more workers from the status
of taxpayers and produce corporate
bankruptcies and losses resulting in
tax refunds instead of tax revenues.

A small, indeterminate portion of
federal expenditure reductions and
tax increases might wind up as a
federal budget deficit reduction, but
not very much

The major cause of federal budget
deficits is monetary restraint, because
it feeds inflation, tosses the economy
into a recession. and produces'

l.Huge increases in federal interest
expense

2. Huge increases in federal welfare
disbursements as unemployment
increases

3. Huge decreases in federal tax
revenue as corporate profits and
taxable wages take a nosedive

4. Huge increases in other man
dated federal expenditures as a
higher than-anticipated rate of in-
flation produces higher cost-of-
living adjustments and higher
costs for national defense,
medicare, etc.

Does Reduced Inflation Reduce
Federal Revenue?
In his April 29th TV address, Presi-
dent Reagan told us that reduced in-
tahon was reducing federal revenue
and increasing the budget deficit. No

reasoning to support this curious con-
clusion was offered. At this time we
can only suggest that the confusion is
mounting.

Reaganomics Update
Monetary restraint remains the fatal
ingredient, more than offsetting the
beneficial effect of the delayed and
watered-down tax cut,

With four years of failure in prospect,
President Reagan has now made the
following admission: 'It we do not cut
spending more, and if we do not pro-
tect the people's tax cut, this ad-
ministration will preside over the
largest deficit and the highest per-
sonal tax burden in American
history

Because President Reagan still does
not realize that foolish monetary
restraint is destroying his hopes we
can with some confidence correct his
comment to more accurately reflect
what's in store for us, as follows:

"Whether or not we cut spending
more, and even it we protect the peo-
ple's tax cut. the Reagan administra-
tion will preside over the largest
deficit in American history, simply
because none are so blind as those
who will not see.

May 3, 1982
LC-5 2

DJIA 848.36

Additional information aailtale upon request
The inf-rmmiu ei he bn otteined teem scures w-nuw uih _boil, tu be tifotie. but - do not gu-sente iJe K rung or memitenseo
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THE DIRECTIVE TO FEDERAL RESERVE IN BUDGET RESOLUTIONS

Representative REUSS. Thank you, Mr. Roberts, gentlemen. Let
me ask you first about the directive to the Federal Reserve con-
tained in both the Senate and the House budget resolutions, on the
assumption that something will come of them. That language as re-
peated in Mr. Roberts' prepared statement as is follows: "If the
Congress acts to restore fiscal responsibility and reduces projected
budget deficits in a substantial and permanent way, then the Fed-
eral Reserve Open Market Committee shall reevaluate its mone-
tary targets in order to assure that they are fully complementary
to a new and more restrained fiscal policy."

Mr. Roberts, I'm glad you think that language is useful, because
I do. It tells the Federal Reserve that whatever else it does, there is
one monetary target that clearly has to be reevaluated, and that is
the unseemly 21/2- to 5'/2-percent target for Ml. However fragile Ml
is, it is quite apparent that keeping a 21/2- to 5/-percent target
range on it, given the fact that the Fed so far this year has been
well over its target-2 to 3 percentage points over its ceiling-will
spell disaster if it is continued.

SHOULD THE 2/2- TO 5/2-PERCENT MONEY TARGET BE ALTERED?

So, would you agree that while the Federal Reserve retains con-
siderable ultimate discretion under this proposed congressional
budget resolution directive to the Fed, nevertheless it would have
to do something about its 21/2- to 5/-percent Ml target, whatever
else it does? Mr. Roberts.

Mr. ROBERTS. Yes; I would agree by the language of the resolu-
tion that the FOMC will have to look at that target. If I were asked
what I would do with the target, I would say I would eliminate it
completely. I think M1 is an uninteresting number. There are so
many new things happening that are included in M2 but not in Ml
that I think it is folly to pay any attention to Ml at all.

Representative REUSS. Meanwhile, however, as long as you have
it, as long as it is the principal statutory response of our central
bank to the Humphrey-Hawkins Act, you create trouble by erect-
ing standards which the erectors show no sign of following, do you
not?

YES, BUT Ml IS NOT A GOOD POLICY INDICATOR

Mr. ROBERTS. I agree with that, but I think it is more important
for you, members of this committee, and members of both Banking
Committees to say to the Fed if Ml is a meaningless number, if
there are so many things happening like NOW accounts and
money market funds and you can t measure what Ml is, then don't
tell us about it. Tell us something interesting.

Representative REUSS. True. The budget resolution might have
enjoined upon the Fed a requirement that it go cold turkey on Ml
or cold turkey on the aggregates. It has not done so and to be po-
litically realistic, I think the language in the budget resolution
which has passed the Senate and which is identical in the House is
the only congressional monetary game in town for the month of
June and thereafter. That being so, while you hope that the Fed
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would go cold turkey on monetarism in general and on M, in par-
ticular and I know your hope is joined by at least Mr. Nichols here,
it would be at least a minimum good, would it not, for the Fed to
free itself from its 2'/2- to 5/-percent Ml corset?

Mr. ROBERTS. Let me correct one thing. I don't think the Fed
should go cold turkey on monetarism. I think they should go cold
turkey on Ml.

Representative REUSS. Let me correct my question accordingly.

M2 AND M3 BETTER INDICATIONS OF CREDIT

Mr. ROBERTS. M2 and M3 do tell us something about what's going
on. As long as they look at the growth of M2 and M3 and credit-
and credit is an often ignored part of the Humphrey-Hawkins and
part of the 1975 resolution-I think that the 2'/2- to 5'/2-percent
range of M1 has by the Fed in its last publication of its minutes
from the March meeting been discounted heavily. They have said
that the growth of Ml is higher than the 2Y2- to 51/2-percent range
because of a liquidity premium that people have placed on the
demand for money. I think that that's true. I think that that's one
reason why NOW accounts have grown so quickly. I think that
rather than change the 21/2- to 5Y2-percent range given the current
definition that they should explain and maybe go back to an MIB
definition which takes into account the changes that NOW ac-
counts have implied.

Representative REUSS. Well, whatever the options available to
them, and they are myriad, would you not agree that it is not good
policy for the Fed to include as the No. 1 item on the smorgasbord
Ml and then disregard the target ranges which it has posited for it,
saying sort of off the record, "Well, everybody understands that we
are going to make a mockery of our own targets and it doesn't do
any harm."

BUT REGARDLESS OF MEASURE, FED IS RESPONSIBLE

Mr. ROBERTS. I agree with that entirely. I also think that it is
very important that there be some handle on monetary policy to
look at. The Fed has to be held accountable. I think M2 is a better
measure right now. I think that credit demands need to be consid-
ered also. But they must be held accountable. That's why I would
not abandon at this point monetarism completely.

Representative REUSS. Or the use by Congress of monetary tar-
gets?

Mr. ROBERTS. Or the use by Congress of the monetary targets or
of the report.

THE NEED FOR REALISTIC MONETARY TARGETS

Representative REUSS. Mr. Nichols, address yourself to the lesser
and the greater proposition; namely, the lesser one: whatever else
happens, is the Fed justified in thumbing its nose at Congress in
the event this resolution is passed and saying we are going to keep
on with our 2½2- to 5/-percent Ml target though they say to other
people, "Don't worry, we aren't really going to do this." We are
just going to keep on kidding the markets by, as I have put it in
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the past, voting dry but drinking wet. They have a very austere
monetary target that the Wall Street Journal editorial writers are
enchanted with and at the same time, they have a sloppy 9 percent
new growth monetary policy that would have delighted the former
chairman of the Joint Economic Committee whom you referred to.

So, address yourself both to that narrow proposition and the
broader: Is monetarism dead? Should we do away with the aggre-
gates, on which Mr. Roberts has made it quite clear. He says "no".
Keep whatever monetary medicine Congress distilled into Hum-
phrey-Hawkins, but get rid of the narrow deceptive Ml corset.

Mr. NICHOLS. If the Federal Reserve is to maintain targets, it
should hit them. I believe credibility of policy is something that is
valuable into the future and they should not say one thing and do
another. That's terrible performance on the fiscal side or the mone-
tary side. They have to be consistent in the long run. If they are
going to keep money growth targets, they should be raised at the
present time, raised in response to this very appropriate request
from Congress.

LOWER INTEREST RATES WILL CUT THE DEFICIT AND VICE VERSA

Mr. NICHOLS. Congress has taken a step. Congress would be, with
an appropriate budget, taking a step to cut down the deficits with
the budget resolution. This would bring down interest rates and
give the Fed a chance to do the same thing; their piece on interest
rates will also help the deficits enormously. One of the major con-
tributors to high deficits at the moment are high interest costs. If
they are brought down, there would be an immediate effect on fu-
ture deficits.

Another reason we have enormous deficits at the moment is this
recession, and lower interest rates will help us out of the recession.
If we were out of the recession, with an unemployment rate of 6 to
61/2 percent, we would have a deficit $100 billion smaller.

The Fed has a lot to do with the deficit by their own actions.
They would be complementary to the actions of the Congress in
bringing down this deficit and interest rates with it. In the long
run, as you know, I don't think the monetary aggregates have been
a useful guide to policy. I think we misled ourselves into believing
that stabilizing money growth would stabilize output. We should go
back to the old way of doing things which involved more discretion,
more direction toward interest rate targets in the short run.

Representative REUSS. So on the first and narrower proposition,
you and Mr. Roberts are in agreement; namely, that the 21/2- to
51/2-percent range does not make sense under any view and should
be allowed to die among its worshippers.

Mr. NICHOLS. Right.

"GREAT MONETARIST EXPERIMENT" A FAILURE

Representative REUSS. On the broader proposition, you and Mr.
Roberts have a gentlemanly disagreement. He believes we, the Con-
gress, should stick to Humphrey-Hawkins-which is couched in
terms of monetary aggregates-and you say forget it. It hasn't
worked and we should go back to a more eclectic monetary policy.
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Mr. NICHOLS. I think we should label the past 8 years the great
monetarist experiment, declare it a failure and go back to the pre-
vious way of doing business.

Representative REUSS. The testimony of all three is enormously
helpful and very clear.

INSTABILITY IN DEMAND FOR MONEY

All right, Mr. Renshaw. Mr. Roberts and Mr. Nichols agree that
the 21/2- to 5'/2-percent Ml range is an albatross which ought speed-
ily to be sent flying. They disagree on whether monetarism and the
use of monetary aggregates should now be abandoned. How do you
feel about the broader and the narrower point?

Mr. RENSHAW. I feel that Congress should withdraw its endorse-
ment of monetary targets. There is just too much instability in the
demand for money. Why M, has grown so rapidly, I think, is some-
thing of a mystery. One suspects it is probably related to a contin-
ued rapid growth of NOW accounts. But the question is why are
NOW accounts being built up?

One reason that they grew so rapidly in the early months of
their introduction was, one suspects, that people were reducing
their savings accounts; and those people who didn't have enough
money to get over the threshold for money market funds or didn't
know enough about them, were putting their money into NOW ac-
counts, withdrawing them from savings accounts. There is a cer-
tain convenience to that.

Of course, savings accounts trended downward until the latter
part of last year. Now they have been trending upward. It is not
clear that M1 is growing at the expense of M2 and a relative reduc-
tion in savings accounts.

NOW ACCOUNTS AN ALIBI FOR FEDERAL RESERVE

Representative REUSS. Don't you suspect that all of this NOW ac-
count talk by the Fed and its staff is simply a search for an alibi as
to why things haven't worked? Of course NOW accounts have
grown. So has the incidence of German measles in Alabama. But it
really doesn't have any relevance to whether the Federal Reserve
is giving the country sensible monetary targets. It obviously isn't,
because the biggest nonobserver of them is the Federal Reserve.

Mr. RENSHAW. I think the real issue here is whether the buildup
and rapid growth of M1 is the result of a transitory factor or a
structural change that will persist.

The Fed, is seems to me, may very well be hoping that part of
the buildup of NOW accounts and the rapid growth of M2 is related
to the recent economic recession. In fact, a lot of people are worry-
ing as to whether their jobs are going to continue and are not very
sophisticated in money management, and they are socking the
money into NOW accounts which pay interest which will be availa-
ble to them on short-term notice for consumption purposes.

If that is correct, and if the economy does turn up very shortly,
as the leading indicators suggest might be the case, there is a lot of
resiliency. There is the possibility that you will have a slowdown in
the growth of M, comparable to the slowdown experienced early
last year. That might bail the Fed out of this dilemma without
them to have to repudiate their old growth target.
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NARROW, FEDERAL TARGETS DO NOT MAKE SENSE

The point is, I think, in a world where you have so much uncer-
tainty as to how the monetary aggregates are going to behave, it
doesn't make sense to formulate fixed targets. Certainly Congress
should withdraw their endorsement and allow the Fed to have dis-
cretion as to whether or not they continue to target or not. Certain-
ly they are ignoring them now, and I think everybody should be
grateful that they have been doing that. They have something of a
rationalization in that the other targets which most people don't
focus on, Ml and M, haven't been growing as rapidly.

Representative REUSS. Did you mean M2 and M3?
Mr. RENSHAW. M2 and M3. M2 accelerated four-tenths of a per-

centage point. M3 is actually declining and is growing less rapidly.
If you are going to continue to endorse targeting, I think you

should broaden the range of targets. The emphasis to this point has
been looking at broader aggregates.

CURRENCY SUPERIOR TO CURRENT FEDERAL RESERVE AGGREGATES

If I were to choose an aggregate which I thought would have sta-
bility, I would go back to a narrower definition, notably currency.
It's been distorted by various things, but I think that financial in-
novations and the growth of the underground economy have been
sufficiently gradual so that one could establish a much stronger
and predictable relationship between at least nominal GNP and
currency than would be the case with any of the other Fed aggre-
gates. This would be a more sensible type of monetary target at the
present time than M,, which has grown so erratically of late, and
even the broader targets which are going to do a miserable job of
predicting nominal GNP this year.

Representative REUSS. To make sure that I have you right on
both points, you agree with Mr. Roberts and Mr. Nichols that
whether one is a monetarist or not, the Fed's current Ml 2/2- to 51/2-
percent growth range is something that should be modified imme-
diately. Their inability to get within that range is a disturbance,
even if monetarism is a good thing.

Mr. RENSHAW. I think they are hoping that the growth rate is
going to slow a lot and bail them out.

Representative REUSS. Well, but do you think--
Mr. RENSHAW. If it continues to grow as rapidly as it has in the

past and other monetary aggregates don't take off and accelerate.
Representative REUSS. To cease spooking the markets by at-

tempting to live within a monetary target range for Ml that so far
patently doesn't work.

Mr. RENSHAW. I would like to see them take it off altogether and
not have to target M, in particular or any of the other aggregates.

INTEREST RATES ARE TOO HIGH

I think there are innovations which may make it impossible to
control the aggregates, which includes money market funds. Even
if you do control them, there is such an unstable relationship be-
tween them and the growth of the variables that we really want to
control, that it wouldn't do you much good. We are going to have to
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look beyond the monetary aggregates and, I think, focus our atten-
tion on something more intrinsically interesting and important.
There the emphasis should be on real rates, and I think there is
substantial agreement in that regard that the real rates are essen-
tially too high and must be brought down in line with inflation.

Representative REUSS. Mr. Roberts, do you have something to
add?

CONGRESS IGNORES FULL IMPACT OF HUMPHREY-HAWKINS

Mr. ROBERTS. I have a copy of Humphrey-Hawkins right here. I
think part of the problem and a problem I experienced for many
years with Members of the Senate Banking Committee is that
sometimes the Congress ignores the full impact of what Humphrey-
Hawkins says. It says monetary and credit aggregates. The Fed
always comes up and gives bank credit as the credit aggregates
that they are looking at. That is such a small part of total credit in
the economy it almost makes no sense to look at bank credit. Per-
haps the Congress ought to be saying to the Fed: When you give us
a credit aggregate, give us something that's meaningful like pri-
vate credit demand in the economy. No. 1. No. 2--

Representative REUSS. If I can interrupt, I think you are making
an excellent suggestion, and I'm going to direct a letter to the Fed-
eral Reserve looking toward their July 20 duties and tell them to
do what Humphrey-Hawkins has suggested and which they have
been ignoring.

Mr. ROBERTS. There is another part of Humphrey-Hawkins which
is- not treated as fully as it can be, which is the charge to the Fed
that in their report they examine the relationship between their
monetary and credit objectives and the Congress and the adminis-
tration's goals for GNP, prices, employment, et cetera. The Fed
always refuses to be tied down to what those relationships actually
are. Perhaps more emphasis on the relationship between monetary
policy, GNP, employment, and prices and less emphasis between
monetary policy and what's happening at M, would be something
that the Congress should push.

BUDGET CYCLE AND MONETARY TARGETS TIMED POORLY

Representative REUSS. Yes, while I agree with you, the Fed's per-
formance is not as clearly contumacious as in the first case relating
to credit because they do make some sort of a stab at describing a
proper fiscal policy. Usually, however, it is a fiscal policy that is
totally unrealistic in the light of what Congress is able to buy, such
as, do in the old folks on social security to which Congress then re-
sponds with a unanimous rejection a few days later. But there isn't
much you can do about that.

Mr. ROBERTS. One thing that is wrong with Humphrey-Haw-
kins-and it was a problem that we tried to solve but unsuccessful-
ly-is a timing problem. The target ranges are given for calendar
years. The Congress debates the budget for the budget cycle, which
is October 1 to October 1. At no point in time do the Fed targets
ever cover a full budget cycle.

Representative REUSS. Since they are fairly Pickwickian anyway,
I don't know how much it matters. But you are right on that.
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REVIVAL OF OPERATION TWIST

Let me now turn to another matter. It has been pointed out that
both short-term interest rates and long-term interest rates are de-
structively high. It is also true that one of the main pressures on
the short-term borrowing market is because borrowers are afraid to
go into the long-term markets because interest rates are so high.

In the early 1960's when short-term interest rates were pretty
low and long-term interest rates were thought to be destructively
high, Congress finally sold the Federal Reserve on what was called
Operation Twist. Namely, in your portfolio and your open market
policies, we suggested to the Fed, don't buy only short-terms, bills
only, but buy some long-terms because this will bring down the
long-term interest rate and produce more investment and more
housing which we consider good things.

In the event, the Fed did adopt this view of Congress, and while
it was not maintained for very long, it was maintained for a couple
of years. And I think the consensus on it was that it worked. It
brought down long-term interest rates somewhat more than they
would have brought themselves down.

My question is, wouldn't a revival of Operation Twist and a use
of open market policy to purchase longer term securities-both
government and quasi-government, and if need be, private-be a
helpful thing, Mr. Nichols?

Mr. NICHOLS. I think it would. I stated in my testimony, prepared
statement, that there has been a blending of the long- and short-
term markets, the implications of which are hard for me to under-
stand and, I think, anyone else.

ABANDONMENT OF LONG-TERM MARKET

We see a lot of long-term saving by retirees going into 6-month
instruments or 30-month instruments, and we see a switch in cor-
porate balance sheets from borrowing long to borrowing short. Lots
of objectives for financial corporations that used to be accomplished
in the long-term market are now accomplished in the short-term
market. Possibly this is because of the fear of rates coming down in
the future: The corporate treasurer doesn't want to be stuck with a
long-term commitment at a high interest rate. It is possible there is
just uncertainty about what is going to happen to rates.

I wouldn't be surprised within the same corporation where the
treasurer is afraid to borrow long, we find management of the pen-
sion fund afraid to buy long because he's afraid rates are going to
go the other way and he doesn't want to get whipsawed. So, we
have a move away from the long-term market on both sides. The
Federal Reserve moving back in there to support long-term secu-
rity prices, bringing down long-term rates, I think, would be a good
move at the present time.

Representative REUSS. Mr. Renshaw.

HOW FED CAN AID THRIFT INSTITUTIONS

Mr. RENSHAW. I would certainly support that idea.
One point that I didn't develop in my presentation this morning

but which is included in the little paper titled, "Monetary Policy
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and the Federal Reserve" was the suggestion that the Fed be given
an important role in trying to revitalize the thrift institutions and
possibly some large corporations which have been adversely im-
pacted by tight money. I don't think that the Fed should confine its
purchases of securities just to Government securities necessarily. It
is probably in their own best long-run interest to strengthen the
thrift institutions. Otherwise that's going to hamper their mone-
tary policy in the future. What is needed in the case of the thrift
institutions and other corporations that are suffering so severely
from tight money is not temporary short-run loans, but longer-run
credit.

Oftentimes in the case of corporate reorganizations, they issue
what is termed income bonds of a fairly long or indefinite duration.
Income bonds are like preferred bonds in that you only pay the in-
terest if it is earned.

It seems to me that in the case of the thrifts, the average kind of
thrift which is on the verge of perhaps being able to recover but
might not be if interest rates don't come down pretty rapidly, the
Fed could accept income bonds from them now, sell off a portion of
its government portfolio, if necessary, or give them these short-
term securities which could then be liquidated. The understanding
would be that the Fed would hold this bond until there had been
an economic recovery and then they would sell them in the open
market. The thrift institutions wouldn't have to worry about the
problem of amortizing them in the future. They would become a
part of their permanent capital structure.

I would strongly support moves in this direction. It is very clear
that the Fed can control short-term interest rates within limits if
they are not too out of line with the current inflation rate. The
long-term rate picture may not be something that they can influ-
ence so directly by buying and selling Government securities unless
they operate in a long-term market because there, you do have
much more of an expectational situation involved.

BAILOUT FROM FEDERAL RESERVE IS LEAST COSTLY

Representative REUSS. On the broader point you make of bailing
out the thrifts by a Federal Reserve purchase of an income bond by
the thrifts, that is, something which says you don't have to pay any
interest until you start making money, to the extent that the Fed
dumps interest paying Treasuries and buys noninterest paying
thrift bailout bonds, the Treasury at the year's end gets that much
less money from the Fed, it being the recipient of last resort of the
Fed's profits.

How much would that cost?
Mr. RENSHAW. I haven't made calculations. Of course, it is going

to depend on how many bonds that they supply, and it would be
related to the interest they forego on the Treasury securities that
they wouldn't be holding otherwise.

I think the big difference between this and other bailout meas-
ures is not that it is going to be costless to the Federal Govern-
ment. Either way, the Treasury is going to lose. The big hope by
having the Fed get involved in this is that once the thrifts do re-
cover and the Fed is in the position to sell these bonds, then it can
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reap a capital gain. It may well be able to sell these bonds not at a

discount which you would have to do now, but more nearly their

par value, and get a capital gain that would enable the Govern-
ment to recover much of the lost interest and help to balance
future budgets. There is some speculative advantage to having the

Fed involved in trying to solve the problem on a long-term basis

rather than having some other agency provide essentially the same

kind of subsidy on a much shorter term basis.

EXPECTATIONS ARE IMPORTANT

Representative REUSS. Perhaps I hadn't understood you would
have the thrifts sell these noninterest-paying-until-you-start-
making-money bonds to the Treasury at a discount? If so, it would

be a very steep discount, I would think.
Mr. RENSHAW. Well, hopefully, this period of horrendously tight

money, which is unprecedented in history, essentially, won't

endure forever. So, if you issue income bonds with an interest rate,
if payable, comparable to existing interest rates and interest rates

do come down, then, of course-and people are convinced that the

war on inflation has been won to some extent-there is, to some

extent, hope that these bonds could be sold more nearly at par.
There would be less of a loss there and you would only forgo a cer-

tain amount of interest. If you did sell them at a discount, there

would be a real gain.
It is a political matter, I guess, what kind of interest you demand

when thrifts are in a position to pay interest on their debt. But I

should think it would be at rates that are more nearly comparable

to existing rates on long-term securities. And if interest rates do

come down, there is a possibility of a real capital gain being

achieved by virtue of the interest rate effect; provided, of course,

that we are successful in solving expectational problems that infla-

tion won't revive and the fear that long-term bonds simply aren't a

good investment under any circumstances.
Representative REUSS. Thank you.

FED NEEDS HELP FROM FISCAL POLICY

Mr. Roberts, my question: Would the Fed be well advised to

adopt a born-again Operation Twist in which it lengthens its port-

folio, whether of Treasuries or near Treasuries or private sector

fixed income securities, in order to attempt to modify some of the

term structure interest rates and getting borrowers off their in-

tense short-term concentration and into a more agreeably priced

long-term?
Mr. ROBERTS. I think the situation we have is very, very serious.

We are in danger of seeing the long-term markets dry up complete-

ly. People have turned away from the long-term markets for so

long now that it really raises questions of how we are going to revi-

talize the long-term markets at all. If we have a situation where

everything is short term and everything exogenous shock whips in-

terest rates up and down, we will have no stability in this economy.

I think to have the Fed perform an Operation Twist is a drop in

the bucket. I think a more serious consideration of the long-term

markets, whether they are going to survive, and how to revive

99-166 0 - 82 - 12
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them really needs to be looked at. The only thing that I see that
can do that is a sustained and winning fight against inflation for a
long, long period of time. We have started on that road. Hopefully,
we will have the resolve to stay on that. But again, the Fed can't
do that alone. It needs help from fiscal policy and we need other
structural changes. But I do have great concerns about the long-
term market.

Representative REUSS. Mr. Roberts, Mr. Renshaw, Mr. Nichols,
thank you very much for a tremendous contribution to our hear-
ings. We are most grateful to you.

We now stand in recess until our next hearing on monetary
policy.

[Whereupon, at 12:30 p.m., the committee recessed, to reconvene
at 10 a.m., Tuesday, June 8,1982.]



THE FUTURE OF MONETARY POLICY

TUESDAY, JUNE 8, 1982

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The committee met, pursuant to recess, at 10 a.m., in room 2359,

Rayburn House Office Building, Hon. Henry S. Reuss (chairman of
the committee) presiding.

Present: Representatives Reuss and Richmond.
Also present: James K. Galbraith, executive director; and Wil-

liam R. Buechner and Chris Frenze, professional staff members.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative REUSS. Good morning. The Joint Economic Com-
mittee will be in order for its continued hearings on the future of
monetary policy.

We meet amid evidence that the administration's game plan for
the economy isn't working. Yesterday's headline, "Economy
Slumped in May," tells at least part of the story. Falling produc-
tion, falling new orders, and falling employment now threaten to
derail even the anemic recovery hoped for in the second half of this
year.

The monetary policy of the administration and the Federal Re-
serve bears a major responsibility of the bleak condition of enter-
prise in our country.

Our witnesses have so far unanimously agreed that the Federal
Reserve's ceiling of 5.5 percent for money growth in 1982, coming
on top of the disastrously tight monetary conditions of 1981, is too
low and must be reevaluated and revised.

But after that target ceiling has been reevaluated and revised,
what are the basic and continuing issues of monetary policy?

Let me name three of them that appear in the testimony of the
witnesses this morning.

First, what is the future of monetarism and of monetary targets?
How can the targeting process be made accountable to the econom-
ic policy objectives of the Congress? Should we return to interest
rate targeting? Should targets be stated in terms of nominal GNP,
inflation, and unemployment in addition to targets for monetary
growth? Should the decisionmaking structure for monetary policy
be altered to make the Fed more accountable to the administration
or to the Congress? Should the recent innovation of including an
instruction to the Federal Reserve on monetary policy in the
budget resolution be institutionalized and, if so, how can this be
done?

(175)
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Second, should we now pay less attention to money and more to
the formation of debt? Since the Humphrey-Hawkins Act became
law, the Fed has set targets for total expansion of bank credit in
the economy each year. But bank credit is by itself at best a very
partial indicator of total credit expansion, and the Federal Reserve
has paid little attention to total credit expansion in its targeting
exercise. What about commercial paper, trade credit, long-term
bonds, mortgages other than by financial institutions? Should we
now move to a target for total credit expansion and, if so, how can
this target be achieved?

Third, there are indications that the structure of debt is becom-
ing very important. Companies and nations are piling up unheard
of amounts of short-term debt at high interest rates that they can
neither repay nor convert into long-term obligations. As these
debts compound, the danger of a financial calamity appears less
and less improbable to serious observers of the corporate and inter-
national scene. What can monetary policy do? Should the Federal
Reserve make a market in long-term securities by buying Govern-
ment bonds from the public as well as the long-term securities of
State and local governments and even of sound private companies,
or do we need even more drastic steps?

Our witnesses today, as I've said, will cast some light on each one
of these three pressing areas. Our witnesses are Albert T. Som-
mers, chief economist of the Conference Board; John H. Hotson,
professor of economics at the University of Waterloo, Ontario; and
Harvey D. Wilmeth, vice president and economist of the North-
western Mutual Life Insurance Co., Milwaukee, Wis.

Let me say that Mr. Sommers is an old and valued friend of this
committee; that Mr. Hotson is a professor in our neighbor and
friend to the north, Canada, whose work is well known to us; and
Mr. Wilmeth is particularly welcome here because he is a member
of one of my States and city's leading financial institutions, the
Northwestern Mutual Life Insurance Co., and I've had the pleasure
of his friendship for many years.

So you're all most welcome and we'll ask for starters Mr. Som-
mers to proceed. May I say first that each of you has produced a
memorable prepared statement which will be received in full into
the record. I'm going to ask you to proceed for around 10 minutes
each, or whatever is congenial to you, to summarize your state-
ment. We won't hold you exactly to that but you may want to go
beyond what is in your prepared statement. Mr. Sommers, would
you start out.

STATEMENT OF ALBERT T. SOMMERS, SENIOR VICE PRESIDENT
AND CHIEF ECONOMIST, THE CONFERENCE BOARD, NEW
YORK, N.Y.
Mr. SOMMERS. Thank you, Mr. Chairman. It's probably appropri-

ate for me to go first because, as you judged from my prepared
statement, my interest today is the structural background of the
inflation problem and the logic of the application of monetary
policy to that problem.

I'll summarize those views very briefly and then add a few notes
about what might be done about these issues.
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CAUSES OF INFLATION

First of all, none of us would deny that monetary and fiscal
policy are closely connected to the subject of inflation, but they are
connected as the proximate or the efficient cause, not the ultimate
nor the final cause.

The final cause of the inflation in the United States and, for that
matter, throughout the democratic West that has experienced our
own postwar evolution, are political, social, technological, and ethi-
cal. They are the forces that shape the mixed economy that we are
all living in, and a mixed economy is a radical departure from the
pure model of theoretical economics on which much of monetarism
rests.

The fact is that not all prices are any longer movable. Not all
markets clear the way the theoretical model of a corn market will
clear. The system-not just its monetary parts but its real parts as
well-is full of floats, indexations, long-term contract supports, sub-
sidies. It features a large government sector whose demand is inde-
pendent, whose borrowing is not interest-rate sensitive and whose
costs and expenditures are partly inverse to revenues.

Our fiscal and monetary behavior is in a causality chain with in-
flation but it is not truly independent-and there are preceding
links in the chain-and it's a mistake to think of monetary policy
as a simple lever that can be used across a narrow front to get a
grip on inflation.

NONACCELERATING UNEMPLOYMENT RATE OF INFLATION

Some of the pecularities of a modern economy are reflected in
the technical economists' version of an NAIRU-that is, a
nonaccelerating inflation rate of unemployment-or to put it other-
wise, an unemployment rate that is sufficiently high to foreclose
the likelihood of accelerating inflation.

The NAIRU and its accepted measurements has been rising con-
siderably over the postwar years. I would suggest that there is also
a kind of mirror image of the NAIRU in an NAURI; that is, a non-
accelerating unemployment rate of inflation, which means simply
that there are inflation rates which, if we fall below them, will pro-
duce rising unemployment or, to reverse the causality because it
works both ways, there are unemployment rates that will drag the
inflation rate down.

The effect of doing that-that is, of deliberate shrinkage of the
inflation rate-is to break the mechanism by which mixed econo-
mies finally reconcile all of the superficially irreconcilable de-
mands on total output.

There is also, I believe, a natural rate of budget deficit, a view
that I think is increasingly widely held now, and there is a natural
rate of growth in total credit which I think others of our panel this
morning will comment on. Deficits, money growth, and inflation
are worldwide experiences. They are compatible consequences of
the mixed economy's effort to blend a free market which is its heri-
tage with a great deal of public purpose and the cost of public pur-
pose.
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MONETARY POLICY AND INFLATION

An NAIRU application of monetary policy breaks that chain. Ittreats inflation as a unique, separable phenomena in an evolution-ary history. It threatens to drive the inflation rate below a sustain-able level for the complexities of a mixed economy, and it thereforeattacks the real world of profits, investment, jobs, real incomes. Itbends down the growth path far into the future and toughens thefuture social problems that this and all other mixed economies arebound to confront in the future. It inaugurates a feedback processthat we're in the middle of now that is dangerous, unpredictable,and was not foreseen when these policies were installed a year anda half ago, in which interest rates rise very sharply. They contractthe system, contract Federal revenues, increase the debt servicecost in the Federal budget and therefore elevate the Federal budgetdeficit, which in turn feeds back into high interest rates.If we were to agree that money and budgets are proximatecauses of inflation, they can nevertheless become independentcauses if they pursue an independent excess course. I don't reallyfind that in the U.S. economic history. It's very hard for me toargue that monetary policy in the United States has been exces-sively liberal over the past 15 years. There is some evidence thatits characteristic posture has been too tight rather than too liberal,and I'm even inclined to say the same thing about the Federalbudget.

BUDGET POLICY

Until very recently when the budget outcome was trapped by acombination of tax reduction and defense requirements, the U.S.budget deficit-and the accumulating public debt that is a kind ofsummary continuing image of it-has behaved on the whole ratherconservatively among mixed economies. Our relationship of publicdebt to GNP has been subsiding almost continuously since the endof World War II, unlike, for example, that same relationship forWest Germany and for Japan, which has been rising. Their rela-tionships are lower than ours only because the new governmentswe installed in those two former enemies of World War II simplyrepudiated their public debt. They started from zero; we startedfrom 100 percent. But it's very hard, as a practical matter, to de-scribe either our monetary policy or our budgetary policy as ex-treme in light of the experience of other countries with which com-parison is useful.

CAUSES OF HIGH-INTEREST RATES

In addition to the fact that this budget position today is a majorcause of the interest rates that we're experiencing-and I acceptthat conclusion-it's not so much the present deficit as it is thevisible trend of the deficit and the anticipations to which it givesrise. I think it's also worth noting that there are other causes ofthese rates of interest that are unlikely to go away under presentpractice.
One of them is rate volatility. That's an inevitable consequenceof allowing rates to fluctuate under conditions in which we control
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money growth. The financial community, which is the quickest to
respond to Federal action, is now so indoctrinated with monetarism
that it really deprives the Federal Reserve of a great deal of its or-
dinary pragmatic freedom. It is not the growth of M, and M2 that
causes higher interest rates in the U.S. markets. It's the anticipa-
tions of participants in the markets who interpret growth in the
money aggregates as forecasting-and they have been accurate-
Federal Reserve restraint. It's the expectation of restraint, not the
growth in the money, that is responsible for that trapped feeling
the Federal Reserve must have. No matter what it does with the
money stock, the rates are more likely to go up than to go down.

NEED MORE ANTI-INFLATION TOOLS

Finally, we've lived through a revolution in the U.S. money
market. The deregulation, the spread of floating rates, the prolif-
eration of instruments, the immense growth of the Eurodollar
market-all have proceeded at explosive rates. But the Federal Re-
serve has altered its technical practices and the tools it is willing to
use almost not at all in the course of that explosion.

My conclusion is that the single-minded assault on inflation on
the part of monetary policy is ill advised and extremely expensive.
There are alternative approaches that are much broader and that
take account of the realities of the economy with which we are now
confronted.

I think the Federal Reserve should widen the tools it finds ac-
ceptable. I think you will get other suggestions from other panel
members on that subject, and I'll reserve it for discussion.

I think the budget deficit has to be restored to a sustainable cy-
clical deficit. It really isn't very far from that now, but the progress
of the deficit out in the future departs obviously from a cyclical
deficit and incorporates a large and growing secular deficit.

I think our tax structure compounds our inflation problem. I
think-and there's a great deal of agreement among other econo-
mists on this-that the tax structure should be shifted toward a
consumption base rather than an income and saving base.

I think we need both an industrial policy to accelerate the effi-
ciency of our capital stock and an educational policy to accelerate
the efficiency of our labor force; there is no way of getting at U.S.
inflation without improving the quality of the resources available. I
don't agree with Professor Laffer on everything by any means, but
growth and output achieved by improved productivity is fundamen-
tally anti-inflationary.

A SOCIAL COMPACT AND INCOMES POLICY

Finally, if all of these changes-none of them really terribly radi-
cal-were to be put in the context of a compact, a series of meas-
ures designed to constrain inflation and elevate real growth in
living standards, within such a package it might not be fanciful to
attempt to include a wage guideline. That's a highly divisive sug-
gestion, I know. I would not recommend it alone, but in the context
of a broad reappraisal of our equipment suitable for growth and
constraint of inflation. In a mixed economy we don't want to give
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up, I think a wage guideline deserves to be on such a list of propos-als.
Thank you very much, Mr. Chairman.
[The prepared statement of Mr. Sommers, together with "TheSommers Letter" article, follows:]
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PREPARED STATEMENT OF ALBERT T. SOMMERS

I am grateful for this opportunity to offer views on the current

position of monetary policy, and its consequences. It is nearly impossible

to discuss monetary policy sensibly without reference to fiscal policy, and

I will accordingly offer some comment on that subject as well. The views

expressed here are entirely my own, and not those of The Conference Board,

which does not take positions in matters of this kind.

Since late 1979, the Federal Reserve has conducted its policies

generally in accordance with the principles of monetarism --- not totally

in accordance, in that it has produced, or at least tolerated, enough vola-

tility in the growth rate of money to displease monetarists outside the

Federal Reserve, and even to lead them to argue that the principles of

monetarism are not really being tested. But it is surely correct to say

that the Federal Reserve has paid more attention to money stock, and much

less to interest rates, than it did prior to its 1979 "accord" with itself.

Certainly, if we assume (with some risk of being very wrong) that interest-

rate outcomes under all conditions are substantially shaped by Federal

Reserve behavior, the present level of interest rates in the middle of

serious recession, and the enormous fluctuation of rates over the past two

and one half years, would suggest that the Federal Reserve's attention has

been otherwise engaged. And it is not just the Federal Reserve whose atten-

tion has been absorbed by considerations of money stock: the standard

response of financial markets to the Federal Reserve's weekly announcements

on money growth indicate that all the important participants in the markets

accept the Federal Reserve's stated monetarist intention, and react accord-.
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ingly.

The central principle of monetarism is that inflation is a

monetary phenomenon, arising out of excessive creation of credit relative

to the oncoming supply of goods and services. To restrain inflation, it

is therefore necessary to restrain the rate of credit formation, to allow

for growth but not for inflation. The restraint should be continuous and

non-cyclical; it should forego pragmatic responses to the business cycle.

And it should employ only aggregate control over the "supply of credit,"

leaving the allocation to a supposedly free and pure market. A first

appraisal of current Federal Reserve policy must take account of whether

its diagnosis of the cause of inflation is correct and complete; and then

whether the tools the Federal Reserve allows itself can cure the problem,

or simply deflect it on to other operating characteristics of the system.

My own opinion is that the causes of inflation in the United

States (and throughout much of the West) have for a decade been incompletely

analyzed, and incompletely described; and, as a consequence, we have been

led first to seek, and then to grimly tolerate, treatments of inflation

that threaten to suppress long-term economic performance, and thereby to

damage a consensus on which postwar economic prosperity and social peace

have rested. Inflation is, in the first instance, a subject within economics,

and the world has patiently left its analysis, and the recommendations for

its control, to economists. Naturally enough, they have come up with an

economic diagnosis, and an economic cure. If the world were in a stationary

free-market condition, the monetarist explanation would be sufficient, at

least in theory, and its prescriptions might "solve" the "problem." But

economic and social history is an evolutionary process, and evolutionary

processes do not present individual "problems," detached from their context
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and amenable to isolated treatment. From an historical, social, institu-

tional point of view, the monetarist approach to inflation is far too

narrow to grasp or treat what are almost certainly the predominant ultimate'

causes of inflation throughout the West, and those causes cause many things

other than inflation itself.

The reasons why governments have created "too much" money, and

run "too big" deficits are the ultimate reasons for inflation --- the "final"

causes, as distinguished from the "efficient" or "proximate" causes. Money

creation and budget deficits are the visible, measurable economic causes

of inflation; they leave a statistical trail, leading forward to inflation,

that has been surveyed to almost everyone's satisfaction, and its study

has doubtless produced some useful guides to monetary and fiscal policy.

But the trail leading backward to the final causes of inflation has gotten

much less attention than it deserves. The causes of the money creation,

and the causes of the deficits, are political, scientific, ethical, rather

than economic. They involve democratic institutions, the acceleration of

technology, and a humanistic conception of what holds a society together.

The interconnections between the inflation rate, on the one hand, and our

social and technological history, on the other hand, do not lend themselves

to the quantitative method of economics; but they are obvious enough. The

ultimate causes of inflation are also the causes of substantial departures,

in our economic system, from the steady-state, free-market assumptions

that underlie economics generally, and monetarism in particular. This

leaves plenty of room for useful contributions on the part of economics;

but those willing to accept an historical and evolutionary view of where

this system is now are entitled to have their doubts about narrowly based

anti-inflationary policies, and what their consequences are likely to be.
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Most of the unease about doctrinal monetarism that prevails within the

economics profession does not reflect disagreement with the technical

monetarist propositions, as much as it reflects subconscious awareness of

how far the institutional structures of modern economies have departed, in

the course of their historical evolution, from the pure, private markets

on which monetarism rests its propositions.

For myself, I think monetary policy can and should avoid being

an independent source of inflation; that is, there are rates of credit

creation that would clearly represent a monetary inducement to inflation.

But I do not think that monetary policy can stop an inflation whose causes

are upstream from money itself; and the effort to do so can be immensely

costly. No monetary policy can reach upstream to alter the institutions

responsible for inflation; the effort simply diverts the upstream causes

of inflation on to the real world of employment and output. The record

makes it pretty clear, at this juncture, that it is the recession conse-

quences of restrictive monetary policy that constrain inflation; the

declines in inflation in the presence of tough monetary policy have been

uniquely associated with falling output and rising unemployment. The associ-

ation is so clear as to suggest that there is a kind of natural inflation

rate in modern societies --- a counterpart to the "natural unemployment rate"

which economists, including monetarists, have deduced from the historical

record. If there is a NAIRU (a non-accelerating-inflation rate of unem-

ployment),.there also appears to be a NAURI, a non-accelerating-unemploy-

ment rate of inflation. It is not a very popular thought that a certain

amount of inflation is required for a developed mixed economy to maintain

satisfactory levels of output, employment and growth, but that begins to be

a responsible conclusion. When the effects of recession on output and
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employment are relieved, the inflation inherent in the frictions within

all mixed economies seems regularly to reappear. Even very prolonged

recession (monetarists fatalistically accept the necessity of many years

of recession to "cure" inflation for all time) is less likely to achieve

that effect than it is to produce a whole new round of social and political

initiatives to modify the hardship of recession and to restore growth. The

beginnings of this process are already apparent in the United States, and

in Europe, whose deep and prolonged stagnation is partly attributable to

inappropriately high interest rates.

To the non-monetarist eye, doctrinal monetarism exacts a heavy

price for a contingent (and I think improbable) reward. It seems to me

that a great deal of this, perhaps all of it, is recognized at the Federal

Reserve itself. Their own regularly published chartbook discloses the

recurrent recessions associated with peaks in interest rates, and the

revival of inflation after even a modest return to higher operating rates

and reduced unemployment rates. And, of course, the largest budget deficits

of all, and the fastest growth of government spending, appear during and

immediately following the recessions precipitated by monetary policy.

Monetarists argue that the cyclical revival of inflation could have been

prevented by less rapid growth of credit early in the business-cycle

expansions; but our present experience suggests that restrictive credit

availability (particularly in the presence of the falling inflation rates

associated with recession) forestalls cyclical expansion itself, as well

as the revival of inflation.

But the Federal Reserve itself is trapped by the wide (and

strangely enthusiastic) acceptance of its principles in the financial

community, and the slightly paradoxical conditioned responses to which
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they lead. The Federal Reserve's commitments to a target rate of growth

imply prompt restrictive action, whenever the supply of money rises more

than is compatible with the target; it is the anticipated reaction of the

Federal Reserve, not the rise of the supply, that elevates the rates.

Givemthe present structure of anticipations, a genuine increase in the

availability of credit will not produce lower rates, unless the Federal

Reserve explicitly renounces its dedication to its targets. I imagine

the Committee will receive much comment from others on the quality and

dependability of the money-stock concepts that are embodied in the targets;

but if, as I think, the concepts rest on very dubious distinctions of what

are "transactions balances," in a market where credit instruments have

proliferated spectacularly over time, then the targets themselves are not

uniquely related to aggregate credit conditions, and dedication to the

targetScan have quite capricious consequences for the system as a whole.

As recession continues here and abroad --- and as budgetary condi-

tions continue to deteriorate under the impact of recession, rising debt

service, and new spending proposals to treat the most serious human and

industrial consequences of recession--- I would hope that a new and broader

view of inflation and its related issues will appear. It is not impossible

to envision a broad treatment of inflation that would give proper recogni-

tion to the general economic objectives of modern economies. Such a program

would incorporate pragmatic monetary policy directed toward the maintenance

of growth in jobs and output, allowing for some persistent, non-cumulative

inflation. It would incorporate wider techniques of credit management,

intended to favor the availability of credit for investment, while discour-

aging its availability for consumption, speculation and takeovers. It would

incorporate a revision of tax policy, to increase the tax burden on consump-
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tion, and free the burden on income and saving. It would not seek a liter-

ally balanced federal budget (that is, it would allow the federal government

access to capital markets, to finance some of the investment requirements

confronted by all modern governments); but it would certainly seek to

reduce the projected federal deficits to a target level of perhaps 2 percent

of GNP, through both spending curtailments and tax increases. In other

words, it would seek a social compact yielding orderly change in some of

our institutions, to restrain inflation without condemning us all to pro-

longed stagnation. In the presence of such a social compact, it might even

be possible to achieve a reasonably workable compact on a wage guideline,

as recession gradually gives way to vigorous growth of output, and reductions

in unemployment. Nobody would say that achieving such a program will be.

easy; but then few of us are enjoying the prolonged stagnation and unemploy-

ment that result from double-digit real interest rates imposed by monetarist

policies.
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* This Letter has accepted the conventional view
that interest rates are where they are because
of the overhanging threat of immense budget
deficits.

* If the capital markets were to receive dependable
news of a reasonably satisfactory compromise on
the budget, would the rates go down? Of course,
but ....

* Suppose they didn't. Where would we all look
for explanations? The candidate areas; rate
deregulation, a monetarist Federal Reserve, the
wave of innovation in financial markets, floating
rates, the national saving rate, expectation of
some recovery in the inflation rate, the inter-
nationalization of money markets, floating exchange
rates.

* There is a little conviction in this hypothetical
exercise. The bond market is a buy; but the
probable decline in rates, assuming some budget
settlement, will not take them back down to the
familiar territory of ten years ago.
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For almost a year, these Letters have been carrying on obsess-

ively about interest rates --- their connection to the outlook, and where

they themselves are headed. The Letters have accepted, generally speak-

ing, the prevailing conventional view that the rates are a function of

the demand for funds; that the prospective demand for funds has been

gravely augmented by the requirements of the Treasury; that if there are

to be credible indications of a decline in Treasury demand, the rates will

fall; and when they fall, they will fall substantially, because inflation

itself, and inflation expectations, have also subsided. Nothing more than

this bald sketch is necessary for the purpose here; past Letters have spent

enough time on these relationships, by and large.

"By and large?" the reader inquires uneasily, "Is he trying to

tell us something, in his obscure way? Is he backing off? Is there more

to the story? Maybe things he doesn't understand all that well?"

Well, yes. There are a few uncertainties about interest rates

not well revealed --- let's face it, not revealed at all --- in the descrip-

tion of the interest-rate future carried by these Letters.

Let us suppose that the public-spirited intellectuals we have

sent to Washington deliver to us a very acceptable resolution of the so-called

budget crisis. Never mind the details; it is made up of considerable tax

increases and considerable spending reductions --- big enough on both sides

to support a credible probability of a continuously declining trend in the

deficit, and hence in Treasury financing requirements.

And then suppose, just suppose, that the interest rates do not go

down, or go down only a little, or go down a lot and go most of the way back

99-166 0 - 82 - 13
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up. Would there be explanations for this behavior, and would they carry

any conviction?

This is heuristic reasoning --- the search to see what follows

from an unproven assumption. In somewhat different form, it has been a

source of progress in the physical sciences. Its exploration here can

only be a modest effort, because economic logic is not very dependable,

and because we are exploring a future condition. It nevertheless does

some revealing things.

The outcome described above would immediately invite a search

through the financial market itself, for conditions that differ sufficient-

ly from the past to vacate reasoning drawn from the past. And there are

such conditions, in impressive abundance.

We are, for example, far down the road of rate deregulation.

The passbook savings funds (at a cost of about 5 percent) and the gross

retention of cash values by life insurance companies (at an opportunity

cost to the policyholder of prevailing rates less 5 percent --- the

customary policy loan rate) are nearly things of the past. They were a

major source of credit for the construction industry, and other forms of

private investment. This pool of low-cost money may have reached a peak

a decade ago; it has been subsiding ever since, and its dwindling is

associated with a higher cost of money to lenders.

A second consideration. In October 1979, the Federal Reserve

reached a new accord with itself, under which it shifted its own attention

largely from interest-rate behavior to money-stock behavior. The accord

rested on the conviction that inflation was public enemy number one; that

inflation was a reflection of excessive creation of money in the effort to

maintain interest rates at relatively low levels; and that it was the
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primary responsibility of the Federal Reserve to contain the inflation, not

the interest rates. The inflation has come down very agreeably in the past

year. It is not clear what the direct and indirect relationships of mone-

tary policy to the decline in inflation have really been, but at least one

effect of the new policy on interest rates seems to be clear enough; they

have been vastly more volatile than ever before in our history. The bond

market has become more volatile, and perhaps more speculative, than the

stock market itself. Volatility implies uncertainty, and uncertainty

implies a premium in the return for investing.

Thirdly, and partly as a consequence of the foregoing, the finan-

cial markets have undergone an evolutionary radiation of forms that is

simply unprecedented; it resembles the paleontologists' description of the

explosion of life forms in the Cambrian era. (Here, for once, we are no

worse off than the physical sciences; nobody pretends to know the reasons

for the Cambrian explosion.) The degree of intermediation in financial

markets, both in terms of the volume of traffic and the number of avenues,

has increased exponentially for a decade, in the presence of a sympathetic

regulatory attitude toward free-market innovation. Options markets and

futures markets have exploded; speculation is overpowering the useful

hedging functions of such markets. Dozens of ways have been found to

occupy distinctive points on the risk-reward and short-term-long-term menu

of selections open to investors. The financial tables that used to occupy

two pages in a serious newspaper read by businessmen now take a dozen

pages. And that's only the surface.

A number of consequences are deducible from the explosion, but

it is hard to appraise their significance, apart from the obvious fact that

it has been a great boon to the computer industry, as well as to Wall Street
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itself. The proliferation has not necessarily improved marketability;

marketability is a function of width of ownership and dispersed trading

volume, rather than proliferation of form. (In early times, for example,

option traders may have traded the stock itself.) The trading volume

has, of course, multiplied; witness 70-million-share days on the New York

Exchange (much of it mediated by institutions), and a stunning, almost

vertical rise in debits to demand deposits in the major New York banks.

(Demand deposit accounts in these banks are now totally depleted and totally

replenished more than four times a day. Now, that's turnover!) The domestic

financial market, even apart from its international tendrils, must be the

closest approach ever to the perfect markets described in general equi-

librium theory. But it is also the most intermediated market in history,

and each intermediator needs a piece of the action.

Next consideration. For the bulk of short-term business borrow-

ing, rates are no longer fixed; they float. The risk curve confronting a

borrower under conditions of floating rates is very different from the risk

curve associated with a fixed-rate loan. A high current rate is less of a

restraint; since other conditions being equal, the higher the rate the more

probable that it will decline. Of course, the reverse is also true; the

lower the current rate, the more likely it is to rise. Borrowers naturally

seek a fixed rate when the rate is low, and a floating rate when the rate

is high; lenders have to be coaxed to cooperate. Most borrowing (and most

of everything else in business) takes place in times of high activity and

high interest rates, so the composition of business loans has drifted

heavily in the direction of floating-rate contracts. Under such conditions,

the prevailing rate is less discouraging to borrowers than it would be in

a predominantly fixed-rate market; and of course the borrower pays for his
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preference.

Next consideration, maybe more fundamental. Savings propensities

among Western societies differ, of course, but it is probably true to say

that the saving function is on the defensive throughout the West. The pro-

vision of public "saving" systems appears, according to such distinguished

authorities as Martin Feldstein and others, to have eroded the private

saving impulse, and the private erosion is not offset by public saving,

since the public systems are largely unfunded. The provision of social

security may be only a small part of the troubles of the saving function.

The time horizons of the generations raised in a mixed economy, with its

dedication to softening the rigors of the free market for citizens of all

ages, appear to have shrunk toward their carpe diem lower limit. It may be

that the collapsing of time horizons, and its association with lower saving,

is reversible, and some see signs that it is already reversing. But we

better wait a while to be sure. In any event, there is a lot of investing

to be done out there; and the supply of saving is uncertain.

Next, I suspect it is being increasingly recognized that the

inflation experience of the West has been badly reported, and badly analyzed,

for a decade. The upper reaches of the inflation rate in the 1970's were

powerfully connected.to the immense surge of energy costs -- a sporadic

consideration that does not fit anybody's elegant explanation of inflation.

But the lower reaches of the inflation figure have been associated with

unsatisfactory performance in other very important respects --- namely,

unemployment, investment, growth rates, budgetary outcomes. The real causes

of inflation in modern societies can in the end be attributed mainly to

their admirable achievements --- democracy, humanism,technological advance

--- to which doctrinal economics pays scant attention. Given the commitments
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of modern democracies --- Reaganomics to the contrary notwithstanding ---

they seem to require a certain amount of inflation to operate at politically

acceptable levels of resource use. The inevitable inflation is the inevit-

able concomitant of inevitable budget deficits, inevitably financed by

monetary policy. If this is a fact of life, and I am more convinced of it

than your average economist, then there is a significant degree of infla-

tion in the future --- no necessary return to double-digit, by any means,

but well above the rate that is associated with the deeply unsatisfactory

economic performance of today. Western economic systems, with their

ethically oriented distributive ambitions, are unstable in the absence of

high resource use and vigorous growth in output. The record says, perhaps

regrettably but nevertheless convincingly, that some degree of inflation

will be associated with the compelling mandates confronting Western politi-

cal systems. Central banks throughout the West (and perhaps particularly

in Europe) are confronting this issue in an acute form right now.

Finally, financial markets have been radically internationalized

over the past decade, and currencies have been free to float. These develop-

ments alone would warrant some caution in treating past interest-rate history

as a satisfactory guide to the present and future. Before adjustment for

interbank holdings, the volume of dollars on deposit outside the U.S. is

in the neighborhood of 1.4 trillion dollars. The cost of credit in Euro-

currency markets is supposed to be less than in the respective domestic

markets, because of the absence of regulatory and reserve costs, but the

Eurocurrency rates float with the domestic rates, so there's not much

reason to think they moderate U.S. rates. On the other hand, this immense

pool of money can move quickly into and out of individual currencies in

search of yield. Any decline, or any substantial expected decline, in
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U.S. rates from their present level might well produce offsetting declines

in holdings of dollars. The net effects on U.S. rates of the internationa-

lization of financial markets is hard to call but the rates prevail in a

much bigger market than the U.S. alone, and part of the investment

in dollars is free to move out. In any event, a failure of U.S. rates to

decline substantially with a budget settlement would surely evoke a hard

look at the enormous presence of the Eurodollar market.

Well, these are the results of a first pass at the exercise.

If rates do not fall substantially after a reasonable redirection of the

U.S. federal budget, it is these conditions to which the economics frater-

nity and the financial community itself are likely to turn. They carry,

at least to me, a certain amount of conviction. They leave clearly open

the prospect of a considerable rate decline associated with an improved

budgetary prospect; that remains the probable position. But they carry

the caution that rates will not, in any predictable time-span, return to

the levels --- either nominal, or real --- that would have been considered

normal in the 1960's, or even as recently as 1975. The bond market is

almost certainly a very good buy today; but it is not as superlative a buy

as it would have been if these rates had been reached in the sociological

and institutional structure of a decade ago. No settlement of the budget

impasse, and no feasible constraint on the growth of money, can bring us

back to rates that prevailed in a simpler society, and in a simpler, non-

indexed, non-floating, still domestic, and still regulated financial market.
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Representative REUSS. Thank you, Mr. Sommers. Mr. Wilmeth.

STATEMENT OF HARVEY D. WILMETH, VICE PRESIDENT AND
ECONOMIST, NORTHWESTERN MUTUAL LIFE INSURANCE CO.,
MILWAUKEE, WIS.
Mr. WILMETH. Mr. Chairman, members of the Joint Economic

Committee, there is widespread concern today over excessive inter-
est rates, excessive inflation rates, and excessive unemployment
rates. We are told that there is no alternative, to the traditional
monetary cure, but that it won't be too painful if we take our medi-
cine in stable doses.

I have two messages. The first is that the simple monetary cure
requires a full scale deflationary depression to do its job. Halfway
measures won't work. The second message is that a more complex
monetary alternative can achieve the same goals without high un-
employment and high bankruptcy rates, but that alternative also
has a price.

ECONOMY HURT BY FINANCIAL IMBALANCES

A growing body of evidence indicates that our economic problems
result primarily from deep-seated imbalances in the financial struc-
ture of the economy. Those imbalances expand and contract within
each business cycle, but compound from cycle to cycle because the
cyclical corrections are incomplete. Excessive credit expansion cre-
ates excessive debt burdens if not offset by inflation, but inflation
produces its own set of destructive imbalances. Interest rates rise,
become more volatile, and short rates may exceed long rates most
of the time. All of this occurs for logical and understandable rea-
sons.

A money and credit system does not manage itself. Either the
Government or the invisible hand of market forces will provide the
ultimate unavoidable discipline. We have chosen to let market
forces provide the bulk of that discipline, but we don't like the con-
sequences. Inflation, stagnation, and depression are all a part of
that discipline. This is an extraordinarily inefficient way to
manage the financial structure of a modern economy.

We have a choice. We don't have to let inefficient market forces
provide most of the discipline of the money and credit system. We
can choose to provide the essential discipline through appropriate
monetary and fiscal control mechanisms. But there is no free
lunch. It does no good to try to evade key parts of the discipline.
That is what we have been doing. Our monetary policies have ac-
commodated unsustainable patterns of finance during cyclical ex-
pansions, and we have closed our eyes to the consequences. The re-
sults are all too evident.

A CRITIQUE OF CURRENT POLICIES

Let me briefly review our present situation. Current monetary
policies are on a collision course with any material recovery from
the current recession. When the increased rates of credit expansion
likely to develop this fall collide with the monetary targets, inter-
est rates must rise by whatever amount is needed to clear the
credit markets. Major capital investment projects will continue to
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decline as real interest rates remain at exceptionally high levels.
Double digit unemployment will be likely by yearend under this
scenario, along with continued high bankruptcy rates, plus an out-
look for more of the same.

The alternate scenario that would result from a shift to mone-
tary ease is equally adverse. If the Fed accommodated increased
credit expansion above current excessive levels, accelerated issu-
ance of "near money" by banks and other financial intermediaries
could temporarily hold interest rates below their equilibrium
levels. Interest rates might even decline for a year or so, but the
short-term ease would be paid for by an even greater increase
when credit restraint again became necessary. And, of course, in-
flation rates would resume their rise.

These are the catch-22 alternatives that result from our implicit
decision to let market forces discipline the money and credit
system. It is time to reconsider that decision. A multidimensional
monetary theory offers new explanations of our current money and
credit problems. More important, it offers new solutions. Suppose it
was decided to provide comprehensive discipline of the money and
credit system through appropriate monetary and fiscal policies.
What would have to be done differently, and why? And what basis
is there for thinking that it would work? Let me focus on the inter-
est rate portion of the overall problem.

RECENT CHANGES IN INTEREST RATE BEHAVIOR

Three separate and distinct adverse changes in interest rates
have progressively developed over the last 30 years.

First, short- and long-term interest rates have both rise to histor-
ic highs.

Second, short- and long-term interest rates have both become
much more volatile.

Third, a normal positive yield curve-short rates lower than long
rates-has been replaced by a normal negative yield curve.

The combination of these three changes is creating an economic
disaster. Why has this happend?

WHY INTEREST RATES ARE SO HIGH

Interest rates are determined by supply and demand forces in
fiancial markets. The net supply of new issues of debt provides the
supply side of this relationship. That supply totaled $400 billion in
1981. The basic market for the net supply of new debt is MI A, the
noninterest-bearing money supply. M1lA averaged $364 billion in
1981. The pressure of supply on demand is measured by the ratio of
the increase in debt to the money supply. In 1981, there was $1.10
of new debt per dollar of money supply. I call that ratio the mone-
tary policy index. It represents the financial-investment velocity of
narrow money. It is far too high. In 1952 when long-term interest
rates averaged 3 percent, the ratio was $0.25 of credit expansion
per $1 of money.

The higher the monetary policy index, the higher the interest
rates needed to clear the new issues markets. Nominal interest
rates determine the opportunity cost of holding noninterest-bearing
money. The higher the lost income from holding money, the harder
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money holders work to invest their cash balances, and the higher
the financial-investment velocity of money.

The relationship between the monetary policy index and long-
term interest rates is approximately linear for equivalent cyclical
conditions. This is a critically important relationship. It defines the
key requirement for a permanent reduction in interest rates. Mon-
etary ease or constraint causes cyclical fluctuations of interest
rates relative to the index, but the underlying relationship is clear.
Any permanent reduction in interest rates requires a permanent
reduction in the monetary policy index.

MONETARY POLICY CURVE

Figure 1 shows Moody's AAA bond yields plotted against the
monetary policy index for the period 1952-81. I call this plot a
monetary policy curve because of its high informational content on
monetary policies. Cyclical expansions are indicated by solid lines,
and cyclical recessions by dashes. Monetary ease during the early
stages of cyclical recoveries has typically permitted rapid-but un-
sustainable-acceleration of credit expansion without a material
increase in interest rates. The monetary ease permits accelerated
issuance of near money by financial intermediaries, providing a
temporary stimulus to financial-investment velocity. Thus the cy-
clical pattern of the monetary policy curve is a horizontal move-
ment generated by accelerating credit expansion under conditions
of monetary ease, followed by a vertical movement as monetary re-
straints are applied and interest rates rise. There has been com-
paratively little reversal of the vertical movements in long-term in-
terest rates during the past quarter century. The reason for this is
the progressive increase in the monetary policy index.

Figure 1 shows both the progressive rise in long-term interest
rates and the increased volatility that has been so widely discussed.
The volatility in percentage points has increased substantially, but
the volatility as a percent of nominal interest rates has been rela-
tively stable. There appears to be a simple explanation for this ob-
served behavior. Fluctuating supply and demand pressures in the
new issues markets generate compensating fluctuations in the op-
portunity cost of holding money. Since the opportunity cost of hold-
ing money is measured by the level of nominal interest rates, the
fluctuations are proportionate to that level. Thus high nominal in-
terest rates result in high volatility of interest rates.

A negative yield curve becomes the norm as financial markets
become more volatile. This cripples the long-term debt markets be-
cause few lenders can afford to borrow short from their depositors
to lend long.

HOW TO REDUCE INTEREST RATES

What is the answer? The answer is to reduce the monetary
policy index. Figure 2 shows the components of the index for the
period 1952-81. In that period the percentage rate of increase in
nonfinancial debt approximately doubled, and the economic size of
the money supply declined by over 50 percent. The combined effect
caused the index to rise from 0.25 in 1952 to 1.10 in 1981, over a
fourfold increase.
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CONTROL CREDIT AND MONEY GROWTH INDEPENDENTLY

A program should be developed to bring about a progressive re-
duction in the monetary policy index without the need for a defla-
tionary depression to make it work. That requires an expansion of
the money and credit control mechanisms administered by the Fed-
eral Reserve System. A dual control system is needed. It must be
possible to limit credit expansion at the same time that the growth
rate of the narrow money supply is increased. Japan, Germany,
and Switzerland appear able to do this. We could too if we realized
its importance. An outline of such a system is provided in the ap-
pendix.

The sequence of the steps taken to correct the existing imbal-
ances in financial structure is important. That sequence will deter-
mine the level and duration of unemployment. Nominal interest
rates should be brought down ahead of any material reduction in
the rate of credit expansion. Also, excessive real interest rates
must be avoided if needed levels of capital investment are to be re-
stored.

In summary, interest rates can be reduced permanently through
a permanent reduction in the monetary policy index. The job can
be done if we are willing to accept the necessary disciplines.

Thank you, Mr. Chairman, for the opportunity to testify.
[The charts referred to, together with the appendix to Mr. Wil-

meth's statement, follow:]
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FIGURE 1
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APPENDIX

ILLUSTRATION OF A DUAL RESERVE SYSTEM

DESIGNED FOR THE SEPARATE CONTROL OF INTEREST RATES AND INFLATION

The following outline of a dual reserve system suggests a way to

give the Federal Reserve Board two controls to regulate money and

credit in place of the single control they have today. The dual

control system would have two principal objectives:

1. Reduce inflation through a progressive reduction in the

rate of growth of aggregate non-financial debt. The

intermediate target would be near money; defined as all

interest-bearing liabilities of regulated financial

intermediaries. Appropriate control over the issuance of

near money could limit aggregate debt expansion. The

control of debt expansion would limit inflation.

Ultimately the growth rate of non-financial debt should be

stabilized at the growth rate of real GNP plus whatever

nominal inflation rate was tolerable (possibly 1-2%).

2. Reduce interest rates and restore a positive yield curve

through a progressive reduction in the Monetary Policy

Index (the annual rate of increase in non-financial debt

per $1.00 of M1A). The intermediate target would be

MNA. With aggregate credit expansion limited by the1 Wt grgt rdtepnin lmtd b h
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control of near money, accelerated growth of M1A would

further reduce the Index and put downwards pressure on

interest rates.

Thus separate control of money (M1A) and near money would permit

the independent control of interest rates and inflation.

I. Basic Description of Dual Reserve System

A. Reserve Requirements for Demand Deposits

1. The current reserve mechanism would continue, but

would apply solely to non-interest-bearing demand

deposits.

B. Quotas and Quota Reserves for Interest-Bearing Liabilities

(IBL's)

1. A new quota system for IBL's of banks and other

regulated financial intermediaries would be

established.

2. Each institution would have an IBL quota authorized

and adjusted by the Federal Reserve in accordance with

defined procedures.

3. Initial IBL quotas would be established to support

current IBL's plus an allowance for contingencies.

4. Non-interest-bearing reserves equal to a specified

percentage of the IBL quotas would have to be

maintained on deposit at the Federal Reserve.

5. IBL quotas could be non-transferrable, either by loan

or by sale, if that contributed to the stability of
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the system. Otherwise, some degree of transferability

might be allowed.

6. A carry-forward of excess IBL quotas (dollar days) for

up to 52 weeks might be allowed to accommodate

seasonal demands.

7. The level of reserve requirements for the IBL quotas

could be phased in, starting with the same percentages

as at present (where such requirements exist) or with

modest requirements where none exist currently. The

initial reserve requirements could be adjusted

appropriately as the financial markets stabilized and

interest rates declined.

C. Allocation of IBL Quota Increases

1. Initial (across the board) rates of increase in

aggregate quotas might be set and adjusted as needed

to stabilize the ongoing rate of increase in private

non-financial credit market debt.

2. The subsequent allocation of quota increases might be

based on several factors, such as:

a. The amount of ordinary savings account deposits.

With appropriate limits on interest rates paid on

such accounts, it should be feasible to provide

minimum IBL quotas for each institution equal to

(or some multiple of) total savings account

deposits. This would permit unlimited acceptance
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of such deposits. Thus quota restrictions would

apply solely to higher-cost purchased funds.

b. The quota carry-forward position, with lower

allocations to those with proportionately

stronger carry-forwards.

c. Provisions of some type might be needed to permit

more rapid expansion of IBL quotas for

institutions in new or rapidly growing areas.

d. A portion of the quota increases might simply be

sold by the Federal Reserve to the highest bidder.

3. After the financial markets stabilized, positive yield

curves were restored and interest rates had declined

significantly, a gradual reduction in the overall rate

of increase in the IBL quotas could be initiated.

This would continue until dynamic equilibrium was

achieved in the economic size of the stock of domestic

non-financial credit market debt at whatever minimum

inflation rate was deemed acceptable.

D. Penalty for IBL Quota Deficiencies

1. In the event that current quota deficits exhausted all

quota carry-forwards, interest at a specified rate

could be charged on the quota deficiency. In

addition, it might be required that the cumulative

(dollar days) of quota deficiency be offset within a

specified time period by the maintenance of excess

quotas.

99-166 0 - 82 - 14
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2. Stricter regulatory control could be exercised during

any period when a cumulative deficit quota position

existed, and possibly for a probationary period

thereafter.

E. Forfeitures of IBL Quotas

1. Failure to maintain the required reserves for an IBL

quota would cause a forfeiture of that portion of the

quota corresponding to the reserve deficiency.

2. An excessive quota carry-forward position might

provide a basis for a reduction in the on-going IBL

quota.

II. Effects of Dual Reserve System on Banks, Savings & Loans, etc.

A. Limitation on Interest-Bearing Liabilities

1. Under current regulatory controls banks and other

financial intermediaries are able to buy additional

loanable funds to meet loan demand.

2. This permits banks, etc. to incur higher loan ratios

and to issue forward commitments with minimal concern

about their own liquidity.

3. The historic record demonstrates that the present

banking and monetary control system produces:

a. Instability in the aggregate rate of credit

expansion

b. Marked fluctuations in the rate of credit

expansion for particular end uses, such as

housing, consumer durables, business investment,

etc.
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4. By limiting the availability of loanable funds, the

dual reserve system would force a new sense of

responsibility on banks, etc. to optimize on the usage

of available funds and to avoid overcommitting. It

would decentralize some of the responsibility for

maintaining the liquidity of the economy from the

Federal Reserve to individual banks.

B. Reduced Cost of Funds to Banks, etc.

1. Under the dual reserve system, the Federal Reserve

would be able to create excess reserves without

affecting the authorized quantity of interest-bearing

deposits, CD's, repos, etc.

2. Banks with excess reserves would loan or invest those

funds. That action would transfer demand deposit

balances to the public, who in turn would seek to

convert them to some interest-earning form. However,

the banks would be limited by their IBL quotas in the

aggregate amount of funds they could accept.

3. The resultant increased availability of

interest-bearing funds to banks, etc., would

progressively reduce the need to buy high-cost funds

in the money markets. Shifts in supply and demand

relationships would take place;

a. The establishment of excess reserves would put

-sharp downward pressure on the federal funds rate.
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b. The effect of declining federal funds rates would

spread rapidly to other short-term rates,

restoring a rising yield curve by length of

maturity. The decline in short-term rates would

spread slowly to long-term rates.

c. As a positive yield curve persisted and financial

investors recognized the probability of permanent

declines in interest rates, financial-investment

demand would shift from short-term issues to

long-term bonds and mortgages. This would

progressively restore the long-term debt markets

that are so important to capital investment.

C. Effect on Solvency of Thrift Institutions

1. The combination of a reduced cost of funds and the

limited supply of loanable funds for ultimate

borrowers would restore the profit margins of the

Thrifts.

2. The progressive decline in long-term interest rates

would gradually restore the market value of the

long-term portfolio holdings.

III.Tax Revision to Prevent By-Passing of IBL Quota System

A. Non-regulated intermediaries designed to by-pass the IBL

quota controls would develop if not restrained.

B. Excessive usage of debt financing by business is stimulated

by the preferential tax treatment of interest expense

relative to dividends.
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C. Equal tax treatment of interest expense and dividend

payments could ease both of the above problems. For

example:

1. Interest expense and dividend payments might both be

made 50 percent deductible for federal income tax

purposes, except:

a. The interest payments of financial intermediaries

subject to the IBL quota system would continue to

be fully deductible, and

b. A safety net could be provided for hardship

situations.

D. Any financial intermediary might be allowed to elect to be

subject to the IBL quota system and thereby qualify to

deduct all its interest expense for federal income tax

purposes.

E.. To limit by-passing by offshore lenders, a suitable

withholding tax might be needed on interest paid to them by

domestic borrowers.

IV. Monetary Policy Experience of Other Countries

A. United States, United Kingdom, and Australia

1. None of these countries appear to have an adequate

means of restraining credit expansion independent of

the money supply.

2. All have exhibited a progressive decline in M per

$1.00 of GNP since the second World War. (Figure 1)
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3. All have exhibited a progressive increase in nominal

interest rates during the same period. (Figure 2)

B. Germany, Switzerland and Japan

1. All of these countries appear to have an independent

means of restraining credit expansion.

2. None have exhibited the steady progressive decline in

M1 per $1.00 of GNP found in the first group of

countries. (Figure 3)

3. None have experienced the extreme increases in

interest rates found in the first group of countries.

(Figure 4)

C. Money Growth versus Inflation

1. The United States, United Kingdom and Canada

experienced higher inflation than the money growth

rate during the five years ending in 1980.

2. Germany, Switzerland and Japan experienced lower

inflation than the money growth rate during the five

years ending in 1980.
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FIGURE 4

PRIME LONG INTEREST RATES
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Representative REUSS. Thank you, Mr. Wilmeth. I would point
out that you, responsive to our rule, have completed your oral
statement, but there follows an appendix in which you manfully
set out to detail how to carry out your proposal for a dual reserve
system which will be before us. I'll have some questions to ask you
about it. Mr. Hotson, please proceed.

STATEMENT OF JOHN H. HOTSON, PROFESSOR OF ECONOMICS,
UNIVERSITY OF WATERLOO, WATERLOO, ONTARIO

Mr. HOTSON. Yes, Chairman Reuss. This will be somewhat of a
variation on a theme because, as you probably recognize, much of
what is in my prepared statement has already been said very ably
by Mr. Sommers and Mr. Wilmeth.

Most people know that the economy is in bad trouble but rela-
tively few understand what the real causes are and what the real
problems are.

The administration thinks the problem is inflation and that high
interest rates are the solution. But as Mr. Wilmeth has been
saying, overindebtedness and imbalances in the economy are really
the basic problem and high interest rates only make these basic
problems worse. It's the overindebtedness of the private sector I'm
talking about rather than the public sector. The only strong bor-
rower left in the system .now is the public sector.

THE RAPID GROWTH OF INTEREST PAYMENTS

Since World War II, the private sector has increased its indebted-
ness four times as fast as real GNP has increased; it's increased its
indebtedness twice as fast as the nominal GNP has increased; it's
increased its interest payments twenty-six times as fast as real
GNP has increased; and it's increased its interest payments 6 times
as fast as even nominal GNP has increased.

It's this rapid runup of interest payments and new borrowings,
where both have increased as a percentage of GNP, which has
made the financial system of the economy-and not just of this
country-so fragile.

Well, quite a bit of this has already been said, so let me skip on
to my figure 2 of the prepared statement. I show what's happened
to the indexes of different income categories and GNP from 1950 to
1981: real GNP reaching from an index of 1 to 2.8, a net increase of
1.8 times, but nominal GNP increasing 10.2 times. All categories of
income which increased more than 2.8 times you might say have
participated in inflation. Unless they've increased less than 10.2
times then they've fallen as a percentage of GNP. What we see
there is that business or the residual claim of profit has not kept
up. It has shrunk as a percentage of GNP, while employee compen-
sation or wages have gone up faster than nominal GNP. The dia-
gram is dominated by the phenomenal explosive growth of net in-
terest that's increased about 71 times, compared to real income
which has increased only 1.8 times. That's a totally unsustainable
growth. It's still a minor component of gross national product, how-
ever, but it has increased from 1 percent to 7 percent; that's almost
as much as the percentage increase in wages, the dominating cate-
gory.
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HIXSON 'S HELIX

I have quite a bit more to say on that that I'll skip over. The
central point I want to make begins with what I call Hixson's
Helix.

As William F. Hixson fully documents in "Some Aspects of Inter-
est and Reaganomics," the U.S. economy only prospers in years in
which private deficit spending, which he calls PDS, exceeds inter-
est payment on existing private debts, or private debt interest
[PDI] by some 40 to 60 percent. In years in which PDI exceeded
PDS a recession occurred. He also demonstrates that the private
sector has found it increasingly difficult to increase its debts faster
than its interest burden increases, "despite the herculean efforts of
the Federal Government to facilitate the process by loan guaran-
tees, interest rate subsidies, tax cuts, panic orders for poorly
planned military hardware, import-export subsidies, and expansion
of the money supply at such a rate as to permit private debt to in-
crease more from 1973 to 1980 than from 1789 to 1973."

So we come to figure 3 showing this explosive growth, this cycli-
cal pattern. I'd like to focus on that diagram. On the horizontal
axis we have total debt interest as a percentage of gross national
product, and on the vertical axis we have total deficit spending as a
percentage of gross national product. The 45-degree line represents
all the points where the two are the same, percentage of gross na-
tional product. Each cross represents 1 year, going from 1967 to
1982. The thing that dominates the diagram is this explosive spiral
upward with a larger and larger fraction of gross national product
being borrowed and spent-deficit financing-the peak being 22.2
percent of gross national product financed in 1978.

But the other thing which is very clear is that the economy
doesn't just spiral in one place, but is increasing the percentage of
both total deficit spending and total debt interest, and that can
only go on so far. Nobody knows what the peak is-whether we
could actually deficit finance half of GNP, I rather doubt it-but
somewhere up there is a limit to where the economy can go.

We seem to have hit some kind of crisis clearly in 1980 where
the economy comes down into a recession year. All the years below
are not near the 45-degree line of recession. We have come to a
deep recession, as we all know, and instead of going back on a
high-deficit-finance spiral we've gone off into a depression spiral.

One thing you might say of the diagram is that in traveling in
the north-northeast direction the economy, in the 1970's was spiral-
ing toward hyperinflation, higher and higher rates of inflation.
Now, going off in a east-northeast direction below the 45-degree
line, it is heading toward a debt-repudiation crisis, heading toward
a great depression.

Well, we don't want to go to either of those places. We need to
develop some kind of sustainable system where the economy stays
in the north-northeast quadrant without going to higher and
higher levels of deficit finance. We need to have small tight circles
in the north-northeast quadrant. That's what the economy needs.
We don't have the institutions to do that. Maybe we've had a part
of that new system proposed to us today by Mr. Wilmeth to keep us
from this never-ending spiral upward or then this miserable at-
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tempt to control that unsustainable growth by having a deep de-
pression-which is all monetarism or Reaganomics can offer to us.

A PROPOSAL FOR TAX BONDS TO FINANCE GOVERNMENT

As for solutions, I agree with my fellow panelists that we need
some new solutions. I have some partial solutions to propose. One
of them is the tax bond which is the method of financing the Gov-
ernment between the hard-fisted tax collector-"pay up or go to
jail"-and the wheeling bond peddler of "will you please buy these
bonds at competitive interest rates." We could cut taxes and re-
quire people to take the tax cuts in the form of tax bonds, low-in-
terest-rate bonds like we had back in World War II. We could make
further situations where a person could or a corporation could cut
their taxes still further for every dollar reduction in their taxes
they had to buy more than a dollar's worth of these bonds. This
would be, of course, only a partial solution to the problem.

INCOMES POLICY

I go on to talk about incomes policies; it's something that we
always have. An economy always has an incomes policy. We
happen to have pretty bad ones. I show that Canada where I'm
teaching has even worse incomes policies than the United States as
shown by the fact that with the same monetary policy the United
States has got some reduction in its inflation rate while Canada so
far has not. It's a difference in incomes policy in general rather
than monetary policy which is a component of that incomes policy
specifically. Well, the paper spells this out.

NATURAL RATE OF INTEREST

Finally, I point to the work of Luigi Pasinetti in providing econo-
mists with something they's always lacked-what they've lacked
ever since they gave up on the Bible in the Catholic Church-a
theory of long-run rate of interest or natural rate of interest as a
productivity gain of the economy. We've had market rates of inter-
est set by supply and demand that tend to be far too high for sus-
tainable economy. They give us boom and bust. They give us this
cyclical pattern.

Since Keynes we've gotten better at living with this cyclical pat-
tern, moderating it. We've had about 40 good years but we've given
ourselves this tremendous interest-rate, interest-payment, interest-
income problem. We need to do more.

We need to adopt another concern of Keynes to get those interest
rates back down again. He had page after page in "The General
Theory" stressing the need to keep interest rates down, stating
that the tendency was for these long-run interests to be far too
high for a sustainable full employment growth.

[Mr. Hotson's prepared statement, together with several papers
and articles relative to monetary policy, follows:]
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PREPARED STATEMENT OF JOHN H. HOTSON

Economic Crisis and the Seven Summiteers--

The seven leaders of the western world have flown home from the eighth

economic summit and the world economic crisis continues. Any agreements they

may have come to - open or secret - to bring down interest rates and expand

world income, employment and trade by joint action can only be applauded. Any

failure to come to such agreements, and to take vigorous action to follow up

such, agreements, can only be condemned, because such failure might well be

the "last straw" that breaks the international financial system's back. Waves

of bankruptcies; both international-with Argentina and Poland the first on a

long list of defaulters, and domestic defaults by large as well as small

business,daily threaten to return us to scenes of financial panic not seen

since the 1931-3 period, when the world's leaders fiddled and fumbled their

way into the Great Depression.

By declaring "war" on inflation, and then fighting this "enemy" with in-

effective and even counterproductive weapons, the industrialized nations have

succeeded in converting the two "oil shocks" of the 1970s into the "Great Stag-

flation" which still continues. At present 30 million persons are unemployed

in the 24 O.E.C.D. nations alone. Furthermore, some 300 million are unemployed

in the less developed nations of the "South." In the 1973-1982 period the

world economy has lost several trillion dollars worth of real output which would

have been achieved had the growth rates of the 1950-1972 period been maintained.

Meanwhile a billion human beings remain seriously undernourished and some 15

million die annually of hunger in a world which produces more than enough food

for all. Instead of solving the real economic problems of both "North" and
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"South" by taking the vigorous action pledged at Cancun to "eradicate" hunger

"within as brief a period as possible," world leaders have seemed content to let

these matters wait while they focus on a never ending, no win, "war" on inflation.

Bad Theory- the Source of Bad Policy

If we are to convert the present retrograde motion of the world economy -

both "capitalist" and "socialist" - into the steady advance we all want to

achieve, and are technically able to achieve, we need drastically different

economic policies than those which brought us to our present impass. Since

economic policies, at least in part, flow from economic theories, we need to

re-examine and discard those aspects of present theories; whether "Smithian,"

"Marxian," "Keynesian," "Monetarist," or "supply side" which experience has

demonstrated to be faulty, while incorporating valid insights from whatever

source.

Our barriers to understanding and changing our situation are-the difficulty

most of us have in learning anything new after we are thirty, and the myth of

"no solutions." It is really a pity that it is not practical to recall defect-

ive graduates and "retrofit" them once a university realizes its professors mis-

educated them. For a defective car is a menace for only a dozen years or so

before it succumbs to wear and acid rain, while defective economics graduates

have 40 years or more to wreck havoc before they go to meet their Maker.
1

The world's present political, business and academic leaders are the most

intelligent, well motivated and highly educated the world has ever seen. If

everything they had been taught during their malleable years in school had

ISee, however, my piece, "They Recall Cars, Don't They? Why Not Central Bankers?"
Congressional Record, April 28, 1982, H 1643-5, in which I nominate Paul Volcker,
Chairman of the Federal Reserve Board, as the world's foremost candidate for
recall (to Princeton) and retrofit. The Canadian version of this article (featur-
ing Finance Minister A. J. MacEachen and Bank of Canada Chairman Gerald Bouey)
has appeared in three newspapers, while U. S. editors have yet to make use of it.
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been true I have no doubt that they would have long since solved the world's

economic, social, and armaments problems. However, as a candid President of

Harvard University is supposed to have told a graduating class, after the usual

congratulations, 'About one-half of what we have taught you is true, and about

one-half is false, and we have no idea which half is which. Your task and ours

is to improve this ratio." Few would hold that the natural sciences--which

not long ago taught that the world was flat, that rockets could not travel

through a vacuum and that bleeding patients with leeches would cure all ills--

are now 100% error free. However, it is the social sciences which so bring

down the truth content ratio of a Harvard education.

Among the social sciences, economics has at least its share of error, as

I am sure most members of this committee have long understood. Perhaps the

worst errors in economic "science" are in.the area of interest, interest rates,

interest costs, interest incomes, and the role of interest in determining the

price level. As George Horwich once wrote, economists have never satisfactorily

integrated their theories "of interest as a production cost, as a return to

the claimants of capital, and as a variable in monetary policy."
2

This "dis-integration" of the theory of interest has led economists to

wholly erroneous policy advice which has contributed mightily to the stagflation

of the world economy. For economic "science" has long taught that high interest

rates are anti-inflationary--indeed the majority of economists still teach this--

when it cannot possibly be true. For interest is a cost, and when costs go up

prices go up, not down. On this Sherman J. Maisel, a former member of the

George Horwich, "Tight Money, Monetary Restraint, and the Price Level," Journal
of Finance, XXI March 1966, pp. 15-33, quote is from p. 16. Horwich's attempt
to provided a rationale for the conclusions of normal economic "science" is,
to my mind, wholly unsatisfactory. See my comment, "Tight Money as a Cause of
Inflation," and Horwich"Reply" in Journal of Finance, XXVI, March 1971, pp 152-7.
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Federal Reserve Board has written:

"Whatever their indirect impact, the direct effects of interest rate rises

are inflationary. Interest plays a major role in the consumer price index,

especially through the housing and consumer credit component. It is a large

factor in utility costs. Regulatory agencies allow interest increases to

affect rates and prices almost immediately. Movements of interest rates in-

crease the uncertainties and therefore the risks and costs of doing business."

It is thus on the "indirect" effects of interest hikes that those who

advocate them as inflation cures must pin their hopes. They hope that interest

inflation will be more than offset by wage and profit deflation because of the

unemployment such policies cause--that for every dollar of interest inflation

there will be more than a dollar of wage and profit deflation so the net effect will be

favorable. Also, high interest rates raise the foreign exchange rate (until

other countries follow suit) which reduces import prices.

Advocates of the "class warfare" which a high interest rate policy entails,

appear to care not at all that a policy of deliberately causing unemployment is

immoral--and even illegal under the act which set up this committee. The Employ-

ment Act of 1946 requires all organs of the U. S. government--which certainly

includes the Federal Reserve System--"to use all practicable means.. .to pro-

mote maximum employment, production, and purchasing power." They are likewise

undeterred by the reflection that though unemployment brought down wages in the

"good" old days before unemployment compensation-because the jobless would

rather work at any wage than starve--that this "favorable" effect is much weaker

today. Indeed, when Chairman Volcker's policies force Americans into layoffs

he is reducing supply more than he is reducing demand, thus increasing the price

level. Every job lost reduces supply by the worker's full marginal product; but

unemployment compensation gives him/her a fraction of the lost income back to

keep on demanding goods.

3
Sherman J. Maisel, Managing the Dollar, Norton, 1973, p. 18.

99-166 0 - 82 - 15
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Perhaps some, at least, can be persuaded to abandon the high interest

coterie if it can be shown that instead of decelerating inflation, rising interest

rates are accelerating the economy into financial collapse. I turn to this task

in just a few pages. First I wish to deal briefly with the argument that in-

flation is moderating in the U. S. because of high interest rates, and with the

"no solutions" assumption regarding stagflation.

President Reagan and Chairman Volcker are currently congratulating themselves

because the rate of inflation has moderated considerably in the U. S. in recent

months. They attribute this moderation almost solely to the high interest, tight

monetary policy with perhaps a nod toward the "favorable expectations" generated

by deregulation, cuts in non defense spending, and tax cuts currently in place

and promised. Certainly they give no credit for the moderation to "incomes pol-

icies" - that last refuge of the unsound and "sociological" economist.

It is my contention that Reagan and Volcker have misunderstood the real

reason for their modest success, and that what is happening in Canada is the

best evidence for this. As Figure 1 makes evident, while in April the year over

year rise in the C.P.I. in the U. S. fell to 6.6%, it continued at 11.3% in

Canada. Since Canada has even more ferocious interest rates (which are non-

deductible for house owners and consumers) than the U. S. and a negative growth

of M1 , Canada "should" have less inflation than the U. S. Since Canadian tax

cuts flowing from the 1974 indexing of her income tax have been far more generous

that the cuts only promised in the U. S., Canada should, according to Reaganomic

thinking, be enjoying higher levels of employment and growth of productivity than

the U. S. Instead, Canada has even higher unemployment, reaching 10.2% in May,

and a miserable .2% rise in productivity, versus a weak .6% in the U. S. The

Canadian Federal Government has also greatly slowed the growth of its expenditures

and off loaded many financial burdens upon the provinces, which in turn have cut
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the rate of growth of these programs.

Figure 1
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narcial Post, June 5, 1982, p. 10.

What then accounts for the differing experience of the two countries in

"reining in inflation"? Despite his "free market" and anti-interventionist

image President Reagan has intervened frequently, effectively, even ruthlessly,

to keep U. S. wages down, while, despite his activist, interventionist image

Prime Minister Trudeau has not. The Reagan administration has held federal

workers to 5% wage increases for two years now, while demoting and R.I.F.ing

many thousands of them. In Canada, federal sector wage increases have been

more than 11% over the same period, while provincial wage increases have been

even larger. In the past two years the U. S. Congress has voted itself 5.5%

salary increases--though Senators can now moonlight without limit in outside

speech making. Last year Parliament voted itself a 47% wage increase. President

Reagan ruthlessly crushed the illegal aircontrollers strike and fired them all.

In Canada mast government workers are free to strike and many do; the postal

workers do so annually. The policemen, nurses, hospital workers, doctors etc.

legally can't strike, and when they do anyway they are more likely to be rewarded

than punished. (Ironically the Ontario nurse's and hospital workers strike

was crushed, but the doctor's strike led to | large increase in doctors' fees and
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no retribution.)

Before the Carter and then the Reagan administrations bailed out Chrysler

Corporation with $1.5 billion in loan guarantees, they exacted huge "give backs"

in wage and benefit increases foregone, from the United Auto Workers. These

give backs were then extended to General Motors and Ford. The Canadian and

Ontario governments extended similar guarantees to Chrysler Canada without

exacting any such sacrifices from Canadian auto workers. The Canadian U.A.W.

has adamently refused any and all wage concessions, and the Canadian Labour

Congress last week threatened a general strike if the Government imposes give

backs or wage controls. Thus Canadians seem determined to have all the dis-

advantages of the present depression without achieving any of the "benefits."

In short, a major difference in incomes policies, together with well known

differences in oil pricing policies, account for the very different degree of

"success" achieved by virtually identical monetary policies in the two countries.

Indeed, as we shall see, if and when we ever do end inflation it will be because

we have created and applied the incomes policies necessary to do so.

"No Solutions"

One of the chief barriers the human mind sets up to the solution of problems

is the immediate assumption that problems which have not been solved are in-

solvable: that all possible solutions have already been tried and have failed.

Though some problems are, no doubt, insolvable, all progress in economic policy,

as in all other aspects of life, have resulted from pushing through the myth of

"no solutions" to find and apply feasible solutions.

Nothing could be further from the truth than the myth of "no solutions" to

inflation control with full employment. We have known how to combine full employ-

ment with stable prices ever since Worl War II--when we fought the biggest war
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in history with the least inflation in history. What has been lacking is not

the means to combine prosperity with price stability, but the political will

to apply these means.

When persons or societies are unwilling to solve their problems and yet

they feel something must be done, they make gestures. They do something that

doesn't work, that they know doesn't work, but which indicates that they are

"working" on the problem -- and they tell lies. If the problem is very large

the gestures and the lies are correspondingly so.

Tight money as an inflation cure is a multitrillion dollar gesture. The

oft repeated claim that "governments: should never have incomes policies because

they never can work, never have worked, and never will work," is a lie. All

countries always have had, and always will have, incomes policies and they

always work.

Incomes policies are the net result, whether intended or unintended, of

all government policies upon the rate of growth and distribution of income.

The present incomes policies of the United States include her anti-trust laws--

which are a frail barrier to the wave of super concentration through mergers

now underway; her labor relations laws, which have kept her unions weaker than in

most democracies; her tariff laws, which discriminate against the lowest cost

producers in the third world; her agricultural support prices, her minimum wage

laws, and much more. Is it any wonder that,with incomes policies like these at

work, we manage to have double digit inflation together with near double digit

unemployment?

Monetary policy is itself a potent incomes policy. It is also a very in-

direct, inefficient, and unjust way to attempt to slow incomes inflation. What

tight money does is to decrease the pace of investment--upon which the pace of

real income growth largely depends, decrease the incomes of farmers and other

small businessmen, and their employees, while at the same time increasing the
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incomes of bankers and others with money to lend. All this is done in the

hope that if there is enough "slack" in the economy--sufficient unemployment

and bankruptcy--the next round of wage and price increases will be smaller.

Surely we can do better than that.

Like Moliere's Bourgeois Gentilhomme, who had been speaking prose all his

life without realizing it, the world's governments have always, likewise un-

consciously, practiced incomes policies. And some are a lot better at it than

others. Because their incomes policies are even worse than those of the U. S.,

the United Kingdom, Italy, and Canada manage to have even worse inflation and

unemployment problems. Because their incomes policies are the best in the

world,Switzerland and Japan have been able to ride out the two OPEC oil shocks

better than other countries although neither of them has any oil of its own.

West Germany has also done better than most countries at applving rational

incomes policies.

All sensible discussions of incomes policies must start from the recog-

nition that we already have incomes policies which work, and work to give us

stagflation. What we need to design are incomes policies which will give us

the desirable outcomes we seek !-full employment and stable prices. A good

incomes policv is easy to specify if harder to achieve--A good incomes policy

works to cause money incomes to grow only as rapidly as the full employment of

human and nonhuman resources allows our real output to grow, and for this growing

real output to be equitably distributed. Thus, if real output can grow only 5

per cent a year, then total money incomes should grow by 5 per cent a year, not

14 per cent, as at present. Before attempting to provide some guidance to build-

ing up such good incomes policies, let us survey some three decades of bad

incomes policies which have brought us to our present peril.
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U. S. Income Experience 1950-1981

Table 1 and Figure 2. provide comparisons between important indicies of

income categories from 1950 to 1981. Whereas real, or constant dollar, GNP

grew only 1.8 times in three decades, nominal, or current dollar, GNP grew

9.2 times as the price level more than tripled. All categories of gross in-

come which increased more than 1.8 times from 1950 to 1981 "participated" in

inflation. However, categories which increased less than 9.2 times decreased

as a share of GNP. Several things are striking about Table 1 and Figure 2

TABLE 1 GNP and Sub-Categories 1981 - 1950
1950 1981 1950

(Billions of Dollars)

GNP at Constant (1972) Prices $534.8 $1,509.6 1.82

GNP at Current Prices 286.5 2,922.2 9.20

Capital Consumption Allowances 23.5 321.5 12.68

Indirect Business Taxes 23.4 251.2 9.74

Compensation of Employees 154.8 1,771.7 10.45
Farm Proprietors Net Income 13.7 22.0 0.61

Non-Farm Proprietors Net Income 25.0 112.4 3.50

Net Rental Income of Persons 7.1 33.6 3.73
Net Corporate Profits 33.9 189.0 4.58

Before Taxes 42.9 230.2 4.37

After Taxes 25.0 153.9 5.16

Dividends 8.8 63.1 6.17
Undistributed Profits 16.2 90.7 4.60

Net Interest 3.0 215.8 70.93

Source: Economic Report of the President; February 1982

Over the three plus decades small business did very badly, particularly farm

proprietors, whose real income fell greatly. Corporate profits, and all sub-

categories of corporate profit,fell as a proportion of GNP. Compensation of

employees rose faster than nominal GNP, lending weight to the "wage push" in-

flation thesis, and Net interest rose a phenomenal 70.9 times! Who would argue

that we should attempt to stop inflation by raising wages, or profits 70 fold

when real output has increased less than 2 fold? Yet so confused is present

day economic theory that otherwise clear thinking economists have advocated

interest hikes as inflation cure alls.
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As a further comparison, Net interest was only 22 per cent of Farm proprie-

tors income in 1950, while it was 981 per cent of fram income in 1981. (As a

still further comparison, Personal interest income, which includes public debt

interest, was $9.7 billion in 1950 and $308.6 billion in 1981; thus 71 per cent

of farm income in 1950 and 1,403 per cent of farm income in 19811)

In Figure 2, Farm and Non-farm proprietors income is combined to produce

the line labeled "Proprietors Income,' and the imputed income category Net rental

income of persons is omitted. The diagram is visually dominated by the explosive

growth of Net interest. And as the semi-log format of Figure 2 makes evident,

the rate of increase of Net interest has been high, and all but constant, since

1950. Defenders of the "conventional wisdom" are quick to point out that Net

interest was only 1 per cent of GNP in 1950, virtually an all time low, and

that it is today only 7.4 per cent of GNP, or still not too significant. How-

ever, the rise of the share of the small "rentier" category of income has

squeezed down the "gross profit residual" virtually as much as the slow rise

of the massive wage share. Thus in 1950 Employee compensation was 54 per cent

of GNP and in 1982 it was 60.6 per cent. Thus the wage share gained 6.6 per

cent of GNP between these years, and the rentier share gained 6.4 per cent.

Inflation is routinely blamed on wage gains in excess of labor productivity gains,

but who would argue that the productivity of borrowed money has increased

explosively over the post World War II era? Interest rates are 4 times higher

now than in 1950; is the "marginal productivity" of a dollar 4 times greater?

The faster growth of net interest than of nominal GNP is the product of the

fact that Total Debt has grown faster than has GNP and the fact that interest

rates have increased As I show in the paper submitted to the Joint Economic

Committee entitled, "Can Capitalism Survive Its Economists?", Total Debt
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increased 10.9 times (from $472.9 billion in 1950 to $5,617 billion in 1981)

while GNP increased "only" 9.2 times. The fact that Net interest increased

more rapidly than Personal interest income (which increased "only" 30.8 fold)

also reflects the fact that it has been the private sector, rather than the

public sector which has been increasing its debts at a rapid rate. As William

F. Hixson ably shows in the paper, "Some Aspects of Interest and Reaganomics,"

which I have submitted to the J.E.C., the private sector since WWII has been

increasing.its indebtedness twice as fast as it increases its nominal income

(and thus roughly eight times as fast as it has increased its real income) and

it has increased its interest payments six times as rapidly as it has increased

its nominal income.

Monetary Interest Paid on a total indebtedness of $5,617 billion in the

U. S. in 1981 reached the staggering sum of $750 billion--or about the size

of GNP in 1966. Thus the average rate of interest was 13.4%. In contrast,

Americans owed eachother only $534.8 billion in 1950 and paid eachother interest of

$16.6 billion, or an average rate of 3.5%. Only some 41% of Monetary Interest

Paid (MIP) becomes Personal Interest Income, the remaining 59% is absorbed

by the banking and financial structure,entering GNP as wages and profits of

financial & non-financial corporations, or, in-the case of interest on public debt,

is excluded from the calculation of GNP.

It cannot be too strongly stressed that the disproportionate growth of

interest that we have seen for the past three decades is not sustainable; for

if it were sustained we would in a few years find Monetary Interest Paid greater

than GNP -- an impossible situation. MIP is so large, and growing so rapidly,

(44.2 times as large as in 1950) that in 1982 for the first time the increase

in MIP will exceed the increase in the wage bill. Furthermore, as I show in

"Can Capitalism Survive Its Economists?", should both MIP and wages increase

in the future as they have in the recent past, by 1988 MIP will exceed
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Employee Compensation! We should in that year be paying eachother $4,119.5

billion in interest, or not much less than the total debt burden in 1979' I

do not believe that it is possible for MIP, which provides the income of our

financial sector and a small group of wealthy "rentiers", to become equal to

Employee Compensation--which provides the income of some 80% of the population.

Either the pace of the growth of HIP must be reined in, and soon, or the pace

of growth of employee compensation will rise to match it, i.e. we shall have

a "hyper" wage inflation to match the "hyper" interest inflation which is

afflicting us.

It matters greatly, however, how the growth of MIP is reined in. If

the Reagan administration and Congress succeed with plans to cut government

borrowing just as the private sector is exhausting its credit, we will "succeed"

in reining in MIP, but at the cost of a debt repudiation crisis on the scale

of 1931-33 and deep depression.

Hixson's Helix--The True Inflation Spiral

As William F. Hixson fully documents in "Some Aspects of Interest and

Reaganomics," the U. S. economy onlyprospers in years in which Private Deficit

Spending (PDS) exceeds interest payment on existing private debts, or Private

Debt Interest (PDI) by some 40 to 60 per cent. In years in which PDI exceeded

PDS a recession occurred. He also demonstrates that the private sector has

found it increasingly difficult to increase its debts faster than its interest

burden increases, "despite the herculean efforts of the federal government to

facilitate the process by loan-guarantees, interest rate subsidies, tax cuts,

panic orders for poorly planned military hardware, import-export subsidies, and

expansion of the money supply at such a rate as to permit private debt to in-

crease more from 1973 to 1980 than from 1789 to 1973."
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In a growing economy it is only natural that total indebtedness will in-

crease as well. If debt increased no more rapidly than income, and the rate

of interest were constant the "rentier" share would remain constant and the

situation would be one of long run sustainability. Furthermore, if nominal

income grew no more rapidly than real income, the situation would be one of over

all price level stability, though, of course, sub-aggregates might grow at di-

vergent, but balancing, rates.

No such sustainable rate has been achieved in the case of U. S. private

debt and debt interest payments. Both PDS and PDI have increased more rapidly

than GNP secularly, while over the business cycle PDS has grown faster than PDI

in all but recessio* years. Figure 3, Hixson's Helix, traces the explosive

girations of TDI and TDS as percentages of GNP from 1967 though mid 1982.

The 450 line represent all possible points at which Total Debt Interest (TDI)

is just equal to Total Deficit Spending (TDS), as percentages of GNP. Of the

years surveyed, only 1970, 1980, 1981 and (probably) 1982 were "below the line"

and thus years in which new borrowing was less than interest payments. These

were also, and not coincidentally, years of recession and much economic "discom-

fort."

The over all visual impression of Figure 3 is of increasingly violent

financial fluctuations, with each "peak" year of the business cycle--1968,

1973 and 1978-increasing Total Deficit Spending greatly as a percentage of GNP

to an all time--so far at least- high in 1978 when some 22.2% of GNP was

deficit financed. However, these vertical departures from the 45 line do not

return to the same point with downturns for Total Debt Interest is likewise

increasing secularly as a percentage of GNP. Thus the upward spiral. No

one can say just where the upper limit is to the percentage of GNP which can

be borrowed and spent, or how much of our incomes we can devote to repayment of

interest. But such a limit must exist somewhere. It is hard to believe that
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the economy could operate with, say, half of total spending being deficit financed,

or with debtors paying half of GNP to creditors as interest. Yet as Hixson shows,

if Post WW II trends continue we shall reach such a state of affairs by 1990.

Figure 3 also indicates that something unusual happened in 1981 in that,

following the 1980 recession the economy did not resume a high deficit spending

recovery path, but instead appears deflected on a depression path with the TDI/

GNP ratio increasing greatly from both the rapid growth of the numerator and

slowed growth of the denominator.

Hotson's Discomfort Index

Some indication of the increasingly unsatisfactory performance of the U. S.

economy over the 1967-1982 period of Figure 3 is provided by "Hotson's Discomfort

Index!'--the sum of the rate of increase of the Consumer Price Index (P), the

percentage unemployed (U), the average rate of interest on all public and private

debts Ci) minus the rate of increase of real GNP (Y). This summary figure is-

given is Figure 3 in the circle for each year 1967 to 1981. Table 2 provides

the indices together with the index for the growth of the money supply (M1 )

Table 2. Hotson's Discomfort Index: P + U + i - Y -D

Year P + U + i - Y - D M1

1967 2.9 3.8 6.0 2.7 10.0 6.6
1968 4.2 3.6 6.2 4.6 9.4 7.7
1969 5.4 3.5 6.6 2.8 12.7 3.2

1970 5.9 4.9 7.0 -.2 18.0 5.3
1971 4.3 5.9 6.9 3.4 13.5 6.5
1972 3.3 5.6 6.8 5.7 10.0 9.3
1973 6.2 4.9 7.5 5.8 12.8 5.5
1974 11.0 5.6 8.3 -.6 25.5 4.4

1975 9.1 8.5 8.0 -1.1 26.7 5.0
1976 5.8 7.7 8.2 5.4 16.3 6.6
1977 6.5 7.1 8.8 5.5 16.9 8.1
1978 7.7 6.1 8.8 4.8 17.8 8.3
1979 11.3 5.8 9.8 3.2 23.7 7.2

1980 13.5 7.1 10.3 -.2 31.1 6.4
1981 10.4 7.6 11.4 1.9 27.5 6.3

Source: Economic Report of the President, February 1982, pp. 239, 266, 295, 303.
i calculated from FRS, Flow Of Funds, 1982; TDI/TD = i.
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Several significant patterns emerge from Table 2 and Figure 3. One is the

cyclical and secular tendencies of our "apples plus oranges minus grapes" dis-

comfort index. Upswings considerably decrease the degree of discomfort, however,

the secular tendency has been for discomfort to rise. Moreover, this increasing

tendency to malfunction is to be seen in all the component series: in accelera-

ting inflation, increased unemployment, rising interest rates and retarded growth

of real output.

A second pattern is that the rate of inflation is slower during upswings,

(1967-8, 1970-3, 1975-8) than during downswings (1969, 1974, 1979-80). This

suggests that strong action in 1982-3 to "restart" the economy would be twice

blessed in that inflation would continue to moderate, especially if the upswing

were accompanied by direct controls, such as Nixon's in the 1971-2 period.

A third is the relationship between the Ml and i variables and the overall

performance of the system. Clearly the "Fed" decelerated the growth of M1 and

raised i in 1969, then accelerated M1 and reduced i in the 1970-2 period, pursued

a "tight money" course in 1973-5 despite the recession, stepped up the growth of

M1 in 1975-8 while interest rates rose, rather than fell as in previous, less

inflationary, upswinns. Since 1978 the rate of increase of M1 has fallen to

almost one-half the rate of increase in P, with consequent steep increases in

i and fall in Y. That money has been very tight throughout the 1967-81 period

may be seen from the fact that while GNP rdse 2.65 fold from 1967 to 1981, M1

increased only 1.39 fold or little more than one half as much.

The economy has, until now, succeeded in expanding real as well as merely

nominal income despite a tight money policy, by"layering" ever more rapidly

expanding debts on a slowly expanding "official money supply." The private

sector has been overwhelmingly the deficit financier, engaging in roughly 80S

of debt creation. However, the private sector has increasingly "run out of
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steam" over the 1967-81 period as Table 3 makes evident. Table 3 presents

Government Sector (i.e.Federal, State and Local) Deficit Spending (GDS) as a

percentage of Total Deficit Spending (TDS). The pattern is clearly counter-

cyclical, with government borrowing "filling in the troughs" during recession

years when private borrowing falters,then shrinking relatively and absolutely

in more prosperous years.

Table 3 Government Sector Deficit Spending (GDS)
as a Percentage of Total Deficit Spending (TDS)

Year GDS/TDS

1967 21.7
1968 20.2
1969 12.0

1970 28.0
1971 28.5
1972 17.0
1973 15.7
1974 29.4

1975 48.5
1976 31.3
1977 24.6
1978 22.2
1979 20.0

1980 32.1
1981 34.4

Source: FRS, Flow of Funds Accounts

The most significant year surveyed in Table 3 is 1975 when GDS more than

doubled from its 1974 level of $48.4 billion to $111.0 billion and set the

economy onto an upswing, by supplying almost half of the economy's deficit fi-

nance that year. Any idea that the U. S. economy will recover from its present

deep downturn without similarly Herculean effort of expansionary fiscal and

monetary Policy is wholly erroneous. Those who insist that now is the time to

at least make gestures toward balancing the budget could not be more wrong.

Have we forgot everything Keynes taught us? Are we determined to relive the

1930s and wait for some latter day Hitler to give us an excuse to raise GDS?
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However, we must to more than set the economy up for just one more, yet

wilder,ride on "Hixson's Helix." We cannot continue indefinitely, or indeed

for more than a very few years,increasing deficit spending and interest repayment

as a percentage of GNP. We must find policies which will keep TII some constant

percentage, and TDS some constant, and higher percentage of GNP. Furthermore,

we must find policies to bring down the growth of nominal GNP to that of sustain-

able real GNP so that inflation can end.

Pasinetti's Theory of the "Natural" and "Market" Rate of Interest

To replace the "dis-integrated" concepts of the prevailing interest rate

theories, Luigi Pasinetti has recently proposed his theory of the "natural"

versus the "market" rate of interest. In the, admittedly abstract, or "model"

world of a pure labor economy, he demonstrates that the only sustainable interest

rate is the rate of growth of the productivity of labor. If the market rate of

interest exceeds the natural rate the share of the rentier will grow and the

share of labor (and by extension, the entrepreneur) will shrink. If, on the

other hand, the market rate falls below the natural rate the "euthenasia of the

rentier" once advocated by Keynes, ensues.

Extending Pasinetti's abstract argument to a world of money and prices we

can readily see why Keynes, unlike his "Keynesian'
4

disciples, put such great

great emphasis on the need to drive down the rate of interest if we are to avoid

cyclical instability and secular stagnation. The "natural" rate of interest in

Luigi Pasinetti, "The Rate of Interest and the Distribution of Income in a Pure
Labor Economy," Journal of Post Keynesian Economics, Winter 1980-81, III-2,
pp. 170-82. For an extension of his argument see his, Structural Change and
Economic Growth (Cambridge University Press, Cambridge, 1981)

5John Maynard Keynes, The General Theory of Employment, Interest and Money,
(Harcourt, New York, 1936) p.

3 7 6
.

6
See The General Theory, pp. 241, 340-3, 350-2, 374-8

99-166 0 - 82 - 16
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the economy is the rate of growth in "total factor productivity", i.e. real

output per head. This is quite low in even highly progressive economies like

our own, where it has averaged between 2 per cent and 3.5 per cent. In recent

years productivity gains have been driven down to near zero by the slowing of

investment and the obsolescenceof much of our energy inefficient capital stock.

During the World War II boom through the mid 1950s we enjoyed nominal rates of

interest which approximated that of real output per head. Indeed, when correct-

ion is made for the "creeping inflation" of that era, the "real" rate of interest

was negative during much of these years of rapid real growth.

Increasingly, however, from the late 1950s the "Fed" has jacked up the

market rate of interest far above this natural rate, promising endlessly that

so doing will end inflation. Naturally, it has done nothing of the sort. As

business firms have sought to prevent the fall in the profit share occasioned

by "unnatural" interest rates they have raised their prices. As wage and salary

recipients have been hit with increasingly "unnatural" interest rates they have

demanded higher pay to pay the higher interest rates and the higher prices they

helped cause. As we saw above, however, business, especially small business, was

not successful in maintaining the profit share. The result has been "stagflation"

rather than simply inflation, a fall of the stock market in real-price level

corrected terms,equaling the great crash from 1929 to 33, and secular stagnation.

High interest rates cause cumulative inflation--financed by layering more

and more debt claims per dollar of money supply, and pressing more and more debt

claims into service as "money." Ultimately such a "fragile" financial system,

to use Hyman Minsky's useful phrase must become top heavy and crash. Then after

a period of bankruptcy, scaling down of debts and interest rates, and general

7
See Hyman Minsky, "The Financial Instability Hypothesis: An Interpretation of
Keynes and an Alternative to 'Standard' Theory," Nebraska Journal of Economics
and Business, reprinted in Challenge, March-April 1977, pp. 20-7. For a fuller
statement of Minsky's views se his, John Maynard Keynes, (Columbia University
Press, New York, 1975).
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depression the whole dreary business will start all over again. In the"good

old days" of unmanaged capitalism, the whole cycle took only 8 to 12 years.

However, the downturn of the Great Depression era was so severe and so protracted

that we swore "never again" and the era of "Keynesianism", or managed capitalism

ensued. "Keynesianism" was such an improvement on laissez faire that we have

managed to have a 40 year boom, the longest and best sustained in the history

of capitalism. However, increasingly in recent years the difficulties we have

surveyed above have compounded. These difficulties have been harder to face

and resolve because the very successes of the "Keynesian" era in maintaining

growth and near full employment led to the revival of the ancient"classical't

error that such happy outcomes were "automatic" if only the government would

intervene less.

If we are to obtain a sustainable economy we must adopt the new wisdom

of Pasinetti and old wisdom of Keynes. Indeed, we need a return to the ancient

wisdom of our society, long scorned by the "worldly philosophers" of modern

economics. I refer to the prohibition of interest taking in all the books of

ancient wisdom of our society -- The Bible, the Greek philosophers, The Koran,

and the fathers of the Catholic Church. All held that there is no quicker

road to social or individual hell than allowing"usurous", or indeed, any

interest rate. For in a world of zero productivity gains, a world where for

hundreds of years the standard of living does not rise, the "natural" rate of

interest is claerly also zero--thus their view and Pasinetti's converge.

Clearly to, in such a world, the result of allowing any positive market rate

of interest is inevitable--a society of a few wealthy money lending landlords

with everyone else their ten4nts, servants and slaves. Such a result was the

downfall of the Graeco-Roman civilization. To avoid this result ancient Israel
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had the Year of Jubilee -- every 50th year all debts were cancelled, all

slaves set free, and all land returned to its original owners. (See Leviticus

25: 9-14).

The Way Out

The pressing needs of the hour are means to reverse the growth of the

various interest income categories as a percentage of GNP without setting off

either a "hyper-inflationary" boom or a debt repudiation crisis and collapse.

To this end I propose a combination of tax and interest rate cuts combined with

credit and incomes controls to channel expenditure into real investment rather

than consumption and price hikes. In addition, changes in the tax laws to

favor equity finance over debt finance, and to tax consumption financed by

debt rather than to subsidize it, should be enacted.

As a means to the end of low interest rates, some variant of William

Krehm's "tax-bond" proposal should be enacted. The basic idea of the "tax-

bond" can be seen in Keynes' "How to Pay for the War." The tax-bond is a form

of government finance midway between the compulsory tax and the purely voluntary

subscription to a government bond. The lower the rate of interest on the tax-

bond, and the more remote its redemption date, the more the tax element of

the tax-bond, and the more compulsion must be used to sell them. To the same

extent, the more the tax element the more their effect in reducing the interest

paid on the public debt and the greater the downward effect they have on ordin-

ary bond interest rates as the financial system increasingly loses its role as

holder of the public debt. Thus households and businesses receiving President

Reagan's tax cuts might be required to take the cuts in the form of say, 2 per

cent bonds maturing in three years, when hopefully the "Laffer curve" will have

had time to do its stuff. Those wishing to obtain a further tax cut could

do so by subscribing to further tax-bonds, buying $1 plux x of tax-bonds paying
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y rate of interest and maturing in year z. By varying x, y and z the government

could make the tax-bonds sufficiently attractive to sell any desired about at

interest rates far below the current "unnatural" market rate.

The tax-bond could also be incorporated into further investment expanding,

anti-inflationary programs. For example, corporations which stepped up their

investment in new capacity could be allowed the valuable privilege of buying

tax-bonds instead of paying part, or all, of their profits tax. A new incentive

to noninflationary wage-price behavior could be added to the "carrots" and

"sticks" proposed by Weintraub, Wallich and Okun for their various tax based

incomes policies. Corporations and unionists which made noninflationary wage-

price settlements would be allowed to buy tax-bonds instead of being taxes, c

while those who persisted in inflationary behavior would have to pay penalty

tax rates.

To reinforce the effect of tax-bonds in driving down interest rates, I

further urge that the Federal Reserve System lower its discount rate to 1 or

2 percectewhile committing itself to add no more than, say, 5 percent to the

monetary base. This move would greatly lower the cost of borrowed reserves to

the banking system and put them under heavy pressure to lower their prime rate

drastically rather than marginally. As always, the "Fed" would ration the

amount banks could borrow at this very attractive rate, while the banks, in

turn would be required to channel new loans into productive, rather than

consumptive, speculative and merger loans.

What will be required ultimately is a return to usury laws to hold market

rates down to rates the economy can afford to pay without setting off cumulative

booms and busts. We should abolish interest on NOW accounts and reduce interest

on savings accounts to 3%. People who want a higher return than that should
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take their chances on the stock market, instead of being offered an assured

return on a riskless investment.

It would be best to achieve these dramatically lower rates by close inter-

national coordination -- to prevent hot money flows and consequent exchange

rate instabilities. However, in the absence of such agreement the U. S. should

go it alone as it will be quickly copied here, as it has been in the disastrous

high interest policy.

For more on William Krehm's rationale for the tax-bond proposal see his,

"Tax-Bonding: An Economic Systems Approach, submitted to the J. E. C.,as well

his earlier publications.

Having destroyed the bond market with its tight money, high interest rate

policy, and the uncertainly and lack of faith in the future the failure of this

policy has engendered, the "Fed" should now restore this market by offering to

finance vital "sun-rise" industries with low interest, long term loans. This

is what the Bank of Japan has been doing for the Japanese computer and robotics

firms, while we have diverted IBM from the investments upon which its future,

and ours, depend to lending its profits in the money market.

For further proposals looking toward a non inflationary recovery I refer

to my,"Policies to End Stagflation: A Radical Proposal or 'ABC on D Day Plan,
4
"

At the time I wrote this paper the inflationary half of stagflation seemed the

more pressing problem than the stagnation half. In the present situation I

would not advocate an actual rollback of wages and prices--a one year freeze

should be quite sufficient together with the other policies there advocated.

For a preliminary econometric test of the tax-bond in a Canadian setting

see James A. Brox and Wlater Reger's, "A Simulation Study of Tax-Bond Financing."

8
William Krehm, Price in a Mixed Economy: Our Record of Disaster (Thornwood,
Toronto, 1975); Babel's Tower-The Dynamics of Economic Breakdown, (Thornwood,
Toronto, 1977); How to Make Money In a Mismanaged Economy,(Thornwood, Toronto,
1980).
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The perils through which our economy is now passing are also a great

opportunity -- an opportunity to think anew, create anew, and with strong

leadership expressive of a new political will, set the world economy up for

another 40 good years.
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CAN CAPITALISM SURVIVE ITS ECONOMISTS?

John H. Hotson, Professor of Economics
University of Waterloo

In the rock opera, "Jesus Christ Superstar", Webber and Rice have

Jesus sing, "The end is just a little harder when brought about by a friend."

There is also an old prayer, "God protect me from my friends. I can handle

my enemies myself." It is my contention that both of these poignant lines

apply to the present plight of the capitalist system. It is in peril of being

destroyed and swept into the dust bin of history, not by the machinations of

its avowed enemies, but by the tragically misconceived policies prescribed by

its most fervent friends -- its doctors of economics.

Who can doubt that President Reagan and his supply side advisors at

the White House, Chairman Volcker and his aids at the "Fed", and their counter-

parts in Britain, Canada and other lands all ardently desire to end the Stag-

flationary disease and restore capitalism to health? Like medical doctors with

a patient ill with a baffling illness they have prescribed the best medicines

they can think of, or find in their medical books, and yet the patient has got

sicker and sicker. They have dosed the patient with tax cuts, spending cuts,

regulatory reform, tight money and high interest rates and yet his inflationary

fever persists and his energy level has noticeably decreased. All the vital

signs are down: employment, output, balance of payments, growth, investment.

What to do? Should Dr. Heller, who used to treat the patient in the

healthier 1960s be called back to apply his prescriptions of higher taxes and

lower interest rates? Should Dr. Weintraub be called in to TIP' the patient

toward health with his Tax-Based Incomes Policy? Or should we wait a while

longer to see 'hether there is "light at the end of the tunnel", whether

indeed, "prosperity is just around the corner."? A still more disturbing

questin pre> sents itse!lf increasisuly of late: Could ir be that some of the
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medicines so hopefully prescribed by our learned doctors are useless or even

counterproductive, and if so, which ones?

But let us take the medical analogy a step further. Until about the

middle of the 19th century it was considered good medical practice to bleed

patients for many ailments -- fevers, epilepsy, pneumonia, gout, insanity,

headaches and many more. Phlebotomy, or blood letting, was carried out by a

variety of methods -- scarification, cupping, venesection, and leeches, and the

medical student had much to learn concerning which vein or artery to open for

which disease and how much blood to withdraw, and how rapidly, to effect a

cure. So important was venesection to medical practice that the leading British

medical journal is still titled The Lancet and so common was the application of

the medical leech that medical men themselves became known as leeches, not

because of the size of their bills, but because of their method of treating most

ailments.

Why did doctors bleed their patients and why don't they do it anymore?

The custom of bleeding to cure diseases goes far back into prehistory and the

theory still taught into the 19th century goes back to the early Greeks.

Hippocrates and Alcmaeon, and later the Roman Galen taught that disease was

caused by a disequilibrium between the four body "humors" the sanguine, phegmatic,

choleric and melancholic. The sanguine patient had too much blood (which came

from the liver); a phlegmatic person had too much phlegm (which came from the

brain, stomach and lungs); the choleric had too much yellow bile (from the gall

bladder) while the melancholic was long on black bile (from the spleen). The

purpose of the doctor's lances and leeches, purges, emetics, and hot or cold

baths was to restore equilibrium, and thus health. The four humors were

supposed to correspond to the four "natural elements" of fire, air, water and

earth and having decided whether the patient's symptoms were of an excess of
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heat, dryness, wetness or cold the doctor went to work to remove the imbalance.

As E.S. Turner puts it, in accordance with this ingenious theory, "For 2,000

years stupendous quantities of rubbish, some of it lethal and much of it obscene,

were shovelled into the human maw, and rivers of blood were drained away ... "

(E.S. Turner, Call The Doctor, A Social History of Medical Men, New York, St.

Martin's Press, 1959, p. 21.)

There is an easy parallel between the four elements of early science and

the four "factors of production" in economics: entrepreneurship = air, labor =

firescapital = water and land is, of course, earth. Furthermore, the economist's

vision of the "general equilibrium" obtaining between supply and demand in all

markets, so that prices and quantities reflect optimum economic health, is close

to Hippocrates' dictum that "The human body is a circle, of which each part may

be esteemed as both the beginning and the end ... By the affection of one part,

the whole body may become affected ... " (as cited by Gerhard Venzmer, Five

Thousand Years of Medicine, London, Macdonalds, 1968, p. 75.) In accordance with

the economist's theory and the insight that an inflationary boom was like a

fever, or sanguine condition, the world's statesmen and central bankers have

sought to cure inflation by draining some of the economy's life blood by higher

taxes (the lance) or higher interest rates (the leech). Similarly they have

attempted transfusions of new money, tax cuts and government expenditure boosts

in depressed times, while perhaps trying to reduce the black bile prevalent in

such melancholic times with social reforms. Medical doctors have now abandoned

lancing and leeching, and much of the lethal, obscene rubbish they once prescribed,

and are, therefore, now much less of a menace to their patients than they once

were. Has there been similar progress in economics, or are we still in the dark

ages of economic theory and practice?

it is of interest that the practice of applying leeches to cure the

sick did not go out with a whimper, but with a bang, its greatest vogue coming
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in the first third of the 19th century. This vogue was the result of the

persuasivec-powers of one Frenchman, Francois Joseph Victor Broussais, and the

rapid subsequent demise of leeching owes much to another Frenchman, Pierre

Charles Alexandre Louis. Broussais was an ex soldier and military doctor who

taught that there were no such things as different individual diseases. There

was only one disease, inflamation of the gastro-intestinal canal, and only one

sensible cure, leeches. As Venzmer tells it,

"Broussais, who had at his disposal great powers of persuasion,
won many adherers for his peculiar system. As a result, the
demand for leeches became prodigious: in 1827 thirty-three million
leeches were imported into France; in 1833 the number was forty-
three million. Fortunately, an opponent to Broussais was soon to
appear in the person of Pierre Charles Alexandre Louis, born in
1787, who introduced the science of statistics into medicine. By
means of these he easily proved that Broussais' universal remedies
of bleeding and applying leeches were not only useless for many
diseases but often even harmful." (Venzmer, Five Thousand Years
of Medicine, p. 240.)

Broussais and his "one disease-one cure" theory reminds one of Milton

Friedman and his "monetarist" view that everything wrong with the economy can be

cured by wise monetary policy, and of the story of the student who dozed in one of

Friedman's, by all accounts, stimulating lectures. Friedman, perhaps noticing

the inattention of the student, directed a question to him. The startled student

answered, "Sir, I didn't catch the question, but I know the answer is, 'Reduce

the money supply."' It is a good story and it also illustrates what teachers

are up against, for Friedman has never in his life advocated reducing the money

supply. Friedman attributes the Great Depression of the 1930s solely to the

reduction of the money supply from 1929 to 1933. What Friedman does advocate is

slowing the growth of the money supply to a steady 2 to 5 percent per annum and

he does maintain that if this were done,mcost, or all, of the macroeconomic ills

the capitalist flesh is heir to would soon clear up so that the economy would be

up and about in nu ti-ne willking about without Keynes. Even this simple doctrine
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appears to tax the mental abilities of his 'inattentive students, who, when they

graduate and become central bankers, do attempt to cure stubborn stagflltion with

the "shock therapy" of zero or negative money supply growth, and then when this

policy leads to a depressionary tailspin, give a quick transfusion of easy money,

much to Friedman's disgust. Perhaps Broussais had similar troubles with somnolent

medical students graduating with the impression that if one leech a day didn't

cure that twenty leeches a day would. Be that as it may, Broussais' excessive

claims for leeching succeeded in discrediting this ancient error once and for all,

and it is to be hoped that Milton Friedman's excessive claims for the likewise

ancient "quantity theory of money" and the "classical dichotomy" will similarly

lead economists to abandon these errors. But if Milton Friedman is the

Francois Broussais of economics, who is our Pierre Louis? Until a greater talent

takes up the cause, wee shall do our best.

As all students of economics are taught, the "Quantity Theory" states

that it is the relationship between the supply of money and the total output of

the economy which is central to accounting for the level of prices. In simplest

form the quantity theory is reduced to the statement, "Double the money supply

and the price level will double with all real quantities (output, employment

levels and real wages) unchanged." Friedman asserts that this simple version is

true in the "long run", but also maintains that in the "short run" changes in

the money supply also affect output and employment. The "classical dichotomy" is

a logical corollary of the "quantity theory" and consists of the proposition

that economists' macroeconomic theories of particular prices, and relative prices,

have nothing to do with the macroeconomic theory of the absolute price level.

Not all economists subscribe to the quantity theory and the classical

dichotomy. Notably the great British economist Lord Keynes renounced these

doctrines and sought to build his theory of the price level on the "homey but
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intelligible concepts" of microcconemics. Unfortunately only a minority even of

his disciples followed him in this -- the dozing student syndrome again -- so

that most "Keynesian" economists have been as blind to the perverse effects of

their "anti-inflationary" doctoring as the most purblind monetarist. The

economist's blind spot, Achilles heel, and schizophrenia consists of his self-

contradictory theories of interest and taxes. In his macroeconomic analysis of

the "theory of the firm" the economist shows clearly that interest and taxes are

costs and that when they go up firms must raise their prices, whatever the loss

in sales. When they turn to the macroeconomic "theory of the price level"

they hold the direct opposite and teach that raising interest and tax rates

will reduce the price level by reducing demand. But how are, otherwise

intelligent, economists able to maintain such discordant ideas in mental

equilibrium?

Figure I is the standard diagram economists use to illucidate the

"theory of the firm" and by extending the argument slightly it can illustrate

the economist's defense of the "classical dichotomy." The extension consists of

pointing out how much the short run cost curves of the firm resemble the hull

of a boat. Now boats float on water and if we identify the water with the

money supply the defense is complete. Figure 2 shows our cost curves

Price rginal Cost

Average Cost

Average Variable Cost

Quantity

Figure 1: The short run cost curves of the firm
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Price

Pe

Quantity

Figure 2: Cost curves as a boat floating on the money supply

transformed into a boat by filling in the bow and stern, afloat on the equilibrium

price level, or what is the same according to the quantity theory, the money

supply. Let us now visualize all the business firms of the world as ships

afloat in a large body of water. Will changes in the ships' displacement as new

ships are added, old ships sink, or ships rise and fall in the water as their

costs change, alter the level of the water, i.e. the price level? The answer is

clearly, "very little" in the case of a lake with no outlet and "not at all"

if the body of water has a considerable connection with the sea. Suppose further

that all these boats are in a lake whose level is controlled by lock keepers,

i.e. central bankers, and our analogy is complete. Therefore, if money -- or

"liquidity" is like water, and firms are small relative to the amount of water-

money, it must follow as the night the day that doubling the money supply will

roughly double the price level and the fact that lower interest rates might

accompany the rise in the money supply (a cost reducing factor) will be totally

swamped by the upward movement and vice versa for a tight money, high interest

regime. Before we leave our lake or yacht basin, let us use it to illustrate

two of the economist's favorate points.
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1. The perniciousness of price controls. Picture a boat tightly

anchored in a bay subject to strong tides. What may happen to the boat?

Answer, if the tide rises too high the boat will sink, like a regulated

industry such as apartment rentals during a general inflation.

2. On the relative unimportance of the degree of monopoly in

determining the price level. In terms of our boats, a "purely competitive"

firm has little or no "sails" ability and its owners will be lucky if they can

charge a price much above its average cost at the minimum where the deck is

intersected from below by the marginal cost "keel". However, the firm with a

high degree of monopoly power is "rigged" for its market like a fast sloop or

Arab douw with its latteen sail. Here AR= Average Revenue or Price and MR= Marginal
Revenue and profits are maximized by producing
where MR = MC.

Price level - - '

Figure 3: A Monopoly firm rigging its market by
restricting output to Q while raising
price to P

m

This discussion can be much extended, as by getting into Schumpeter's discussion

of the virtues of innovative monopolies or by picturing the multiproduct firm

as, say, a three masted schooner, but this is beyond our present purposes.

However, seductive as is the boats-water analogy, is it really

a good picture for the relationship between business firms and the money supply?

A moment's reflection upon the actual size of the money supply (whether measured
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as Ml, M2 or M ) relatively to GNP, or the capital stock and surplus of all

business firms, will indicate that it is not a good analogy. The money supply

is considerably smaller than the "boats" that are supposed to float in it. Thus

an analogy of a person climbing into the bathtub is much closer. Clearly, with

a given amount of water in the tub, the size of the person - or persons - climbing

into the tub has a lot to do with how high the water will rise. Furthermore,

people taking a bath do not take the amount of water in the tub as "exogenously

given", nor do business firms take the amount of money and credit in the system

as something they are powerless to affect. It is interesting that the money

supply is now much smaller relatively to GNP than it was in 1950 yet the price

level now is more than 3 times higher. Thus M1 (currency plus demand deposits)

was 41% of U.S. GNP in 1950, but only 13% of GNP in 1981. In 1950 M2 (Ml +

time deposits) was 80% of GNP but only 63% of GNP in 198l. Thus, whether we

picture the monetary policy pursued from 1950 to 1980 as lancing, leeching,

opening the lock gate, turning off the water, or pulling the plug, the result

has been a higher price level rather than an end to inflation.

So let us turn from misleading analogies to a few statistics, since

it was statistics which led to the end of the use of medical leeches. Although

economists have a keen interest in quite a number of macroeconomic series; GNP

and its components, the money supply, the price index, etc. etc. they display

little interest in two series which we maintain must now come center stage:

Total Debt and Total Debt Interest. It is what has happened to Total Debt and

Total Debt Interest while economists were fooling around in the bath tub and

pretending they ware controlling the tides which threatens the continued

existence of capitalism. Yet so little are these vital series known that the

typical American economist couldn't find either of them if given three hours to

hunt them up in the library, while the typical Canadian economist couldn't find
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them at all. So little importance is accorded these series that Jimmy Carter

stopped printing the U.S. series on Net Debt Public and Private in the Economic

Report of the President in 1976, and the Monetary Interest Paid series gets little

notice in the Survey of Current Business. The Canadian economist can't find the

series because they have never been published in Canada as such, but must be

pieced together from the Flow of Funds Accounts, which few u-:eYstand- Most

economists are vaguely aware, as the "man on the street" is not, that private

debts as well as public debts exist and are very large, andjpomists who have

troubled to look at the figures know that the total of private debt is several

times as large as (and is growing more rapidly than) the public debt which so

worries conservatives. The economist can also readily see if he thinks about

it, that since debt is increasing rapidly and the rate of interest is also

rising, that Total Interest Paid, which is the product of Total Debt times the

average rate of interest must be growing very rapidly indeed. But even the few

economists who know these facts don't seem to worry about them. think they should.

Debt, Interest and the Emerging Financial Crisis

In 1950, the U.S. and much of the "western world" was in the earliest

stages of what turned out to be the longest and best sustained boom in the history

of capitalism. At the beginning of this boom the rate of inflation was low (1.4%

in 1950) as was unemployment (5.3%), growth of real output was high (8.7%). Taxes

were low (24% of GNP), money was readily available at low interest rates (the

average rate was 3.5% ) and only the Federal Government was heavily in debt.

(Federal debt = 76% of GNP, state and local debt = 9% of GNP, private debt = 80%

of GNP). Things turned progressively sour as the boom wore on and by 1981 the

figures were as follows: the rate of inflation was high (9.1%) as was the level

of unemployment (7-6%), growth of real output was small (2.0Z), taxes had

99-166 0 - 82 - 17
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increased to 33% of GNP while the money supply had shrunk relative to GNP and

was available only at high interest rates (average 13% with the marginal rate on

new loans much higher) and all categories of debtors except the federal government

were heavily in debt (Federal Debt = 39% of GNP, state and local debts 12% of

GNP, private debt = 141% of GNP).

Figure 4 makes some comparisons between important indicies from 1950

to 1984. Whereas real, or constant dollar, GNP grew about 2.L times in

three decades (from $534.8 to $1,509.6 billion in 1972 dollars) nominal, or

current dollar GNP grew almost9.2 times (from $286.5 to $2,922.2 billion) as the

price level more than tripled. Moreover, Total Net Debt increased lr)v times,

(from $472.9 billion to $5,63(lbillion (est.)) thus at a faster pace than GNP, so

that debt burdens increased. However, the most important fact conveyed by

the figure is that Monetary Interest Paid increased far faster than debt or income,

growing 4,f.2 times (from $16.6 billion to $750 billion) from 1950 to 1981, as

the average rate of interest rose from 3.5 percent to over 13 percent. Thus

nominal GNP grew by more than the square of real GNP, while interest paid grew

by more than the cube of real GNP. Another way of putting the same facts is

to say that interest paid grew more than 16 times as rapidly than did real

output. Who would argue that we should attempt to stop inflation by increasing

wages, or profits, 16 times as rapidly as real output is growing? And yet, so

confused is present day economic theory that it is argued by not only sane, but

reputedly wise men, that raising interest rates controls, rather than contributes

to, inflation.

It cannot be too strongly stressed that the disproportionate growth of

interest that we have seen for the past three decades is not sustainable; for

if it were sustained we would in a few years find Monetary Interest Paid greater

than GNP -- an impossible situation. Already Monetary Interest Paid (MIP)
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has grown from 5 percent of GNP in 1950 to 26 percent of GNP in 1981. Indeed

MIP is today as large as GNP in 1966. It matters greatly how this dispro-

portionate growth of interest paid comes to an end. It may end in a debt

repudiation crisis as farmers, homeowners, small businessmen, and even great

corporations declare bankruptcy. It may first lead to hyperinflation as

nominal GNP rises toward the pace of interest paid before an even more terrible

crash. It can be ended by wise government policy to steer us away from shipwreck.

However, the time left for maneuver is very short. Consider a few

figures. Over the period from 1950 to 1981, while nominal GNP rose i9.2 times

Employee Compensation grew 1J.4 times (from $154.8 billion to $1,771.7 billion)

so that wages and salaries grew from 54% to 61% of GNP. Thus Employee

Compensation (W) grew far too rapidly for price stability and wage "push" is

an extremely important component of our inflation. Inflation will never end

unless and until wage and salary gains approximate the growth of real GNP. But,

as Figure 4 indicates, MIP is growing at a far faster rate than W. Thus MIP was

only 10% of W in 1950, but 42% of W in 1981. Indeed, should both series

continue to grow in the future as they have in the recent past (1980-1)

shall obtain the following increasingly impossible results.

Table 1: Projection of 1981 Growth Rates of: 1. Monetary Interest
Paid (AMIP) 2. Employee Compensation (AW) 3. AMIP/AW Ratio
and Resulting 4. Monetary Interest Paid (MIP) 5. Employee
Compensation (W) 6. MIP/W Ratio.

1. 2. 3. 4. 5. 6.
Year A MIP AW A MIP/ W MIP W MIP/W

1981 $ 162 $175.2 .92 $ 750 $1,771.7 .42
1982 206.6 194.4 1.06 - 956.6 1,966.1 .49
1983 263.6 215.8 1.22 1,220.2 2,181.9 .56
1984 336.2 239.4 1.40 1,556.4 2,421.3 .64
1985 429.8 265.7 1.62 1,986.2 2,687.0 .74
1986 545.9 294.9 1.85 2,532.1 2,981,9 .85
1987 697.6 327.3 2.13 3,229.7 3,309.2 .98
1988 889.8 363.1 2.45 4,119.5 3,672.3 1.12
1989 1,135.0 403.0 2.82 5,254.5 4,075.3 1.29
1990 1,447.7 447.2 3.24 6,702.2 4,522.5 1.48
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In 1981, as the result of the high interest policy Monetary Interest

Paid was 27.6X greater than in 1980, while Employee Compensation grew 11%

in the same year. As Table I indicates, should these growth rates continue

for both series, the increase in interest paid (AMIP) will exceed the

increase in wages paid (AW) in 1982; thus "interest push" will soon exceed

"wage push" as an increment to cost, and by 1988 Monetary Interest Paid will

exceed Employee Compensation! We should by that year by paying -- or rather,

trying to pay, 54.119.5 billion in interest -- not much less than the total

debt burden in 1979! The result is impossible and so it will not happen.

However, what will happen instead if we continue present policies will be

bad enough, perhaps bad enough to end capitalism as we know it.

At the time of writing, early 1982, high interest rates have so

discouraged borrowing that the weak recovery from the 1980 slump is over and

the economy has plunged into recession. If the current recession is deep

enough this will slow wage increases and interest rates will dip even without an

easy money policy as many bankruptcies occur. If the present recession is

allowed to become a full scale depression in an excess of "bloodletting" zeal,

there will be great losses to creditors from bankruptcies, credit moratoria,

and a general writing down of claims. In all probability there will also be

wholesale debt repudiation internationally with consequent failure of the

international banking system. What we are describing has all happened before --

notably in the Great Depression of the 1930's. After several years of debt

liquidation and sufficiently low interest rates the stage might be set for an

"automatic" capitalist recovery -- should capitalism survive anywhere on

earth.

In an effort to avoid the "great crash" or "shipwreck solution" to

our difficulties, the monetary authorities will almost certainly, however,
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reverse course once signs of serious depression become unmistakable and

flood the credit markets with new money via massive purchases of government,

or even, private debts. This bailout will keep the ship afloat, but set the

stage for even more rapid inflation in the recovery phase, and a yet more

violent collapse as interest payable forges ahead of new borrowing. All

this has also happened before, as Figure 4 makes evident. Each of the

recessions since 1950, evident as dips in the real GNP index -- those of 1953-4,

1957-8, 1969-70, 1973-4; were preceeded by rapid increases in Monetary Interest

Paid, as both borrowing and rates of interest increased. As the recession

worsened, monetary policy became expansionary and interest rates dropped,

producing the "saddles" in the Monetary Interest Paid graph in 1954, 1958,

1970-2, 1974-6. (The 1961 "saddle" was the only drop in interest rates in

three decades engineered before, or instead of, a recession.) So the more

likely short-run prospect is "strato" inflation as wage inflation rises

toward the 28% pace of interest inflation, with perhaps some short-run

moderation of interest inflation to "only", say, 18%. Something close to

this seems to be occurring in Mrs. Thatcher's England. As South America has

shown, countries can endure "strato" inflation rather indefinitely provided

that they inflate via non interest bearing paper money rather than by high

interest rate borrowing. However, they cannot save and invest heavily in

the real capital needed for real growth with inflation rates of 1502 a year

and interest rates of 230% a year, such as afflict Argentina. Nor can

countries enduring the social conflicts that accompany rapid inflation

preserve democratic governments.

Are there, then, no choices other than depression now, or a bigger

depression later after one last bout of "strato" inflation? Yes, there is

one, but making it involves abandoning the conventional wisdom and mystifica-
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tion which has led us to this impass. If we are to avoid shipwreck or rapid

inflation we must get the rate of increase of Monetary Interest Paid down and

keep it down. AMIP depends on two elements: the current rate of interest and

the current rate of borrowing. Both must be reined in so that AMIP takes on

the growth rate of nominal GNP, and nominal GNP ultimately takes on the growth

rate of real GNP.

Thus the great needs of the hour are means of driving down interest

rates and keeping then down, and credit allocation to direct credit to its most

productive uses. Even the monetarists,who so hate government intervention,

recognize that the private sector cannot be trusted to create the right amount

of new money. Thus they advocate that the "money supply" be regulated so that

it will only grow as fast as the full employment real output of the economy

can grow. What they have failed to recognize is that it is not just that

particular debt called money -- roughly currency, coin, and bank deposits -- which

must be controlled, but all debt. For the private sector, which has done almost

80% of all deficit finance since World War Two has proved extremely ingenious at

expanding debt claims rapidly even though the Federal Reserve System has kept

the official money supply growing only slowly. It is not a rapid growth of that

debt called money which has financed our inflation -- M1 (currency, coin, plus

demand deposits) is up only 3.1 times since 1950 (from $115.3 to $360.0 billion),

or little more than real GNP; M2 (M1 plus time deposits) is up 6X4 times (from

$288.1 to $1,841.2 billion), but total debt, up 1V.'S times, and interest on that

debt, up 45.2 times.

What we need ultimately is a return to the interest rates of the

depression and World War Two era, with short term rates of 1 to 2 percent and

long term rates of 2 to 5 percent. Switzerland had such interest rates during

much of the 1970's together with the lowest rate of inflation of any country on
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earth. As a means of getting to such rates we urge the following policy upon the

Reagan administration: finance all current and prospective Federal deficits

with tax-bonds paying considerably below present rates of interest. In addition

"roll over" existing high interest rate debt into tax-bonds as they mature.

Tax-bonds combine the two main methods by which the government sector

finances itself. At present the government approaches the private sector in two

guises: that of the hard hearted tax collector -- pay up or else, or the

weedling bond peddler -- please buy some bonds. With the tax-bond, first

proposed by William Krehm, / the government allows the public to buy low interest

rate bonds in lieu of taxes. Thus the tax-bond goes a step beyond the war bonds

which President Reagan and other movie stars helped sell to finance World War

Two. It was wise to finance part of the war by low interest rate bonds rather

than by either taxes or money creation for important supply side reasons. Had

taxes alone been used, the marginal rate on ordinary Americans would have

approached 90% with important supply disincentive effects. Had money creation

alone been depended on we might have created the kind of hyperinflation endured

during the American Revolution and Confederate States periods. Instead we used

all three; compulsory tax payments, all but compulsory war bonds, and new money

creation, together with wage, price and interest rate controls, together with

credit allocation, to fight the largest war in history with the least inflation.

The tax-bond has the potential to save the Treasury billions of dollars of

Interest as high rate marketable securities are replaced by low rate tax-bonds.

But let us make the tax-bond proposal more specific. The Reagan administration

has committed itself to a series of tax cuts over the next few years which will

1/ See William Krehm, Price in a Mixed Economy: Our Record of Disaster, Thornwood,
Toronto, 1975; Babel's Tower-The Dynamics of Economic Breakdown, Thornwood,
Toronto, 1977; How to Make Money In A Mismanaged Economy, Thornwood, Toronto,
1980.
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cost the Treasury several hundred billion dollars. In time the "Laffer curve"

- by which low tax rates are supposed to generate high tax revenues -- may be

vindicated provided that investment is not strangled by high interest rates.

Certainly the Canadian experience of tax cuts every year since 1974, large

deficits and high interest gives no support to the "tight money-loose

fiscal" dream of the supply siders. Therefore we urge that Congress amend the

tax cut law to require households and businesses to take their tax cuts in the

form of, say, 3 year tax-bonds paying 6 percent. With current tax laws and the

current recession the Federal government faces the prospect of deficits of $60

to $130 billion per year through 1984. These deficits are all interest, which

has reached $100 billion per annum on a Federal debt of $1 trillion. If, to give

a representative but realistic figure, $100 billion of tax-bonds per year paying

6 percent were substituted for the same amount of marketable issues paying 15

percent, the Treasury would pay out on the tax-bonds only $36 billion in interest

over the first three years instead of $90 billion on the marketable bonds, for a

deficit shrinking saving of $54 billion. Furthermore, as deficits shrank and

more and more maturing marketable debt was paid off, these funds would be

available at fallen rates to the private sector. Then as market rates fell, the

rate payable on new tax bonds could be cut further, to 4 percent and ultimately

to 2 percent. The tax-bond could also be incorporated into further investment

expanding, anti-inflationary programs. For example, corporations which stepped

up their investment in new capacity could be allowed the valuable privilege of

buying tax-bonds instead of paying part, or all, of their profits tax. A new

incentive to noninflationary wage-price behavior could be added to the "carrots"

and "sticks" proposed by Wallach, Weintraub and Okun for their various tax

based incomes policies. Corporations and unionists which made noninflationary

wage-price settlements would be allowed to buy ta:c-bcnds instead of being taxed,
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while those who persisted in inflationary behavior would have to pay penalty

tax rates.

To reinforce the effect of tax-bonds in driving down interest rates, MT

further urge that the Federal Reserve System lower its discount rate to 1 or

2 percent, while committing itself to add no more than, say, 5 percent per

annum to the monetary base. This move would greatly lower the cost of

borrowed reserves to the banking system and put them under heavy pressure to

lower their prime rate drastically rather than marginally. For the main debt

and interest problems of our society are in the private sector, not the public

sector. The private sector owes over $4.1 trillion of the $5.6 trillion total

U.S. indebtedness; private debt has grown far more rapidly than has total debt

(2t.0 times since 1950 versus 1r.l times for total debt) and it has pledged to

pay "itself" even higher rates of interest than has the public sector. But how

many corporations are able to earn 15%, much less 20% or 25%, on capital

invested? Very few of them can, with the result that the stock market has

plunged and high interest rates have dealt real investment a double blow: few

investments promise prospective yields higher than the rate of interest, and

firms can do better by lending their surplus funds on the money market than by

re-investing them in expanding their own business. Low interest rates will

reverse these factors and, aided by credit controls, channel funds into real

investment.

What will be required ultimately is a return to usury laws to hold

market rates down to rates which the economy can pay without setting off

cumulative booms and busts. It would be best to achieve these drastically

lower rates by close international coordination -- to prevent hot money flows

and consequent exchange rate instabilities. However, in the absence of such

agreement the U.S. should go it alone. The inflationary impact of some decline

of the dollar internationally would be small relatively to the inflationary
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impact of the high rates themselves and, furthermore, a declining dollar

stimulates exports.

But how low an interest rate should we aim for? Luigi Pasinetti, in

a recent and very important article, / has supplied us with an answer. He

shows that in the, admittedly abstract, world of a pure labor economy, that the

natural rate of interest is the rate of increase of the productivity of labor.

If the market rate rises above the natural rate the income share of the

"rentier" rises, shrinking the shares of profits and wages, and if the market

rate shrinks below the natural rate the "euthanasia of the rentier" once

advocated by Keynes, ensues. Extending Pasinetti's argument to a money economy

we argue that in the attempt to avoid the fall of profits occasioned by too

high interest rates, businessmen will raise their prices, and attempting to

avoid the fall in real wages caused by the rise of prices and interest rates,

workers will demand higher wages, which will lead in turn to still higher

interest rates. Thus high interest rates cause cumulative inflation -- financed

by layering more and more debt claims per dollar of money supply. The economy

will ultimately become top heavy and crash, and then, after a period of bankruptcy

and depression the whole dreary business will start over again. Attempts to

stop inflation by monetary restriction will fail, as they cause interest rates

to rise all the more, even as real output shrinks. Anti-usury laws, on the

other hand, by slowing the money lender relatively to the wage and profit

recipient may prolong the boom.

Pasinetti's insight that an economy can afford to pay an interest

rate no higher than the growth in its real per capita income shows us how

2/ Luigi L. Pasinetti, "The Rate of Interest and the Distribution of Income in a
Pure Labor Economy", Journal of Post Keynesian Economics, Winter 1980-81, 111-2
pp. 170-82. 5''-'" 9 [>,.<-, qj, ' ._ t *4 - ;
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"unnatural" current rates of interest have become and just how far the

"conventional wisdom" of today is from true wisdom. It also shows us that

ancient wisdom, long scorned by the "worldly philosophers" of modern economics,

was indeed based on sound insight and observation. We refer to the prohibition

of interest taking in all the books of ancient wisdom of our society -- The

Bible, the Greek philosophers, The Koran. For in a world with zero productivity

gains, a world where for hundreds of years the standard of living does not rise,

what is the "natural rate of interest"? Clearly it is also zero, and since the

market rate was far higher than zero, the result of allowing money lending was

inevitable -- a society of a few wealthy money lending landlords with everyone

else their tenants, servants and slaves. Such a result was the downfall of the

Graeco-Roman civilization. To avoid this result ancient Israel had the Year of

Jubilee -- every 50th year all debts were cancelled, all slaves set free, and

all land returned to its original owners. (See Leviticus 25: 9-14).

We have a long way to go to get interest rates down to natural rates

and very little time to do so if we are to avoid disaster. The capitalist

system needs all the help it can get if it is to survive the 1980's. Perhaps

the energies and the moral ferver of the "Moral Majority" should be enlisted in

a Crusade against sinfully high interest rates.
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Year ; :onetary 2otal : .oinal : eal
Interest .'et C"P GYP
Paid Debt

I C 50 1.000 1.000 1. 1. CGO

1951 1.102 1.055 1.151+ 1.03
1952 1.211 1.128 1.215 1.123
c193 1.331 1.195 1.260 1.166

1854 1.446 1.263 1.280 1.152
1955 1.602 1.375 1.396 1.229

1956 1.807 1.445 1.472 1.256
1957 2 054 1.515 1.550 1.279

1956 2.05 4 1.611 1.570 1.273
1959 ~~~2.4+64+.4 1.70 ~ 1.31+9

1c;952.3 1.6117 1:76 1.376
19,60 2.753 1.841

19,61 2.910 1.955 1.631 1.1+15
1962 3.253 2.093 1.972 1.4496

1963 3.614 2.255 2.083 1.,77
1964 +.012 2.426 2.225 1.63S!
1965 4.1452 2. 627 2.412 1.738

1966 5.030 2.811 2.639 1.c341
1967 5.512 3.015 2.791 1.891

1968 6 .25 3.297 3-o049 1.978
1969 7.2E9 3. 578 3.295 2.Gl34+
1C70 ,.31+4 3. 828 3. 465 2.030

1971 8.. 6c80 4.186 3.761 2.099
1972 9.873 4.662 4.139 2.217
1c73 12.524 .-5p243 1+.630 2.347
iC74 15.613 5:591 5.oo6 2.3334
1975 16.361 6.074 5.407 2.307

1S76 17.651 6.754 5.997 2-.432
1977 2C.241 7.623 6.-95 2.565
1978 241.349 8.735 7.526 2.678
197c 30.795 9.884 8.425 2.773
1c80 35.4+22 10.866 9.166 2.769

Sources: 'ror !'onetary inter st paid, nominal and real G-'P
various issues of urvvev of Cur ent 's ess.

:cr Total net deot ''ederal :'eserve Systeem Flow cf
unds :'evcrtz.
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TAX-RONDING AND DETAXATION _ SOME POLICY IMPLICATIONS

OF A PLURALISTIC VIEW OF PRICE

William Krehm

A disturbing aspect of our present troubles - the combination of high

interest rates high inflation and high Unemployment - is that we

have been through it ell before. On several occasions during the

post two decades the same policies led us to the identical grim results.

For ench successive round we have simply raised the scale on which

we applied these remedies - on the assumption that if they had not

worked it wes because the dosage was too weak. You cannot help being

reminded of Hitlers insistence that if Germany lost the First World

War it was only because the Army had been stabbed in the back and that

was simply necessary to do it all again but bigger and better.

That is hardly a promising pattern. If it is left unchallenged,

we can foresee that two or three years from now our central banks will

be trying to cure 20, "inflation" with a 30% interest rate and 20%

unemployment. Our main trouble is in fact not "inflation", but the

breakdown of our ability to think out our economic problems. It is

time that we faced the point.

To do so we must start by taking nothing for granted. We must

Adopt as our point of departure observable relationships rather than

shopworn dogmas.

For the past two decades an increasing number of businessmen have

based their strategies on the realisation that borrowing money on long

term at fixed rates can be as important a way of building up equity as

retaining revenue earned. That is because the rise of our prices has

long since ceased being a cyclical affair. Instead our economy has

developed a structural price gradient that has become its basic

topographic feature. No policy that pretends that the price gradient

is not there, or assumes that it can be made to vanish by manipulating
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supply end demand interest rates and money supply can bring us

anything other than further harvests of disaster. We must start

rather by trying to understand the very different forces that have

gone to create the price gradient that is so crucial to our affairs.

The conventional equilibrium model that dominates economic theory

makes it impossible for us to do so. For that model - whether in its

monetarist or Neo-Keynpsian variant - explains everything in terms

of a single syster and two variables the balancing of supply and

demand in its chnsen system. It assumes a stable price level to be

possible. Such a premise is derived neither from a reading of history,

nor from observing what is going on in our own world.

Instep, it is based upon setting up equations and setting the

first derivatives of their variables at zero - a simple device in

elementary cslculud now taught to senior students in our high schools.

Once this has been done. and palmed off as high science, there is

no way of working your way out of the bind. It has become the very

idiom in which you must discuss all matters; your wits have become

imprisoned in it like a fly in amber.

We must then scrap the whole idiom of marginalist theory. Instead

we must put together a model around the pluralism of our society.

Whenever we can detect a factor feeding an influence into price by

a logic of its own rather than by the market code. we must set it up

as a separate subsyste. And yet as-different as such subsystems may

be they do feed one into the other and by their interplay determine

the trend of price.

In this paper I will examine only a few of these subsystems (1) -

just enough to get on with our tax-bonding theme.

There is to begin with, the "pure and perfect market" in which

supply and demand do a constant balancing act around equilibrium

points. Apart from the stock market, few such markets ever existed,
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bit in a bras sense it corresponds to the rationale of 19th century
cp'itplisrr. The forces that injected discordant notes into this
idon>jzno system were later to develop into fully articulated subsys-

tems of their own. Everything in this cheerful model tended towards
a providentisl equ.ilibrium, and increased supply was supposed to
create its own demand (Say's Law). I will incorporate this model as a
subsystem of our scheme because it does express a fragment of
reality (Diagram A).

How tiny a fragment became clear during the Depression of the
Thirties. With considerable anguish Keynes and others were finally
able to fashion a model that embodied something that many layman had
long ago grasoed: when factories shut down the economy did not move
towards equilibrium, but a gathering momentum f unemployment took
over. Or in the terms of the Keynesian model: rather than oscillate
around equilibrium points aggregate demand and aggregate supply feed
positively into each other. (Diagram B). The system becomes non-con-
vergent.

I cell this subsystem the Keynesian. As it came to be recognized,
our economy became a managed economy. Governments were called upon to
work the controls - spending more than they collected in taxes during
slumps and taxing more than they spent in boom periods.

But the effects of all this on price were overlooked. Absorbed
by the great problem of the Thirties, Keynes for the most part did his
reasoning in real terms. The links between our subsystems 1 and 2
were hardly considered. They had been conceived in isolation. After

the war the neo-Keynesians sought to remedy this by erecting a grand
model that would reconcile the Keynesian theory with the marginalist
idiom in which economists had been trained to think. The link that
tied the two into a whole was that if need be. governments could
"syphon off" excess purchasing power by upping taxes, and in this way
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prices would be made to return to equilibrium points.

Few economists believe that sort of thing today, though you will

find it in our textbooks. But most of those who question the model

still evade the real point - for the full reality cannot be reconciled

with the basic marginalist idiom that takes price to be determined by

supply and demand and little else. They therefore blame unbalanced

government budgets for price increases .that are in fact due to the

increase in the ratio of our public to private sector.

To make the point we might try one of those little "thought

experiments" that Einstein was so fond of. Suppose aggregate demand

to remain unchanged but a substantial portion of it to shift from

the private to the public sector. What would the effect be on the

price level? The conventional answer - though the question is never

asked - would be that prices would stay the same since the ratio of

aggregate supply to aggregate demand would be unaltered. The correct

answer however, is that prices would have to rise, because more of the

national product would take the form of unpriced public services distri

buted not against market payment but along redistributional lines.

The increase in unpriced public services would have to be paid for

by levies on the factors and products of the private sector, and would

inevitably leach into price. To argue the contrary is to believe in

perpetu'l motion in the possibility of getting something out of nothing.

Thpt in fact is one of the things we have been doing. Governments

as well] as trade union leaders can be found refering to their real

take-home pay as the workers' standard of living. Lost from sight is

the growing basket of unpriced public services that we have all been

getting and clamoring for more of. But since we overlook a parcel of

value received, inevitably a deficit must appear somewhere in our

reckonings.

99-166 0 - 82 - 18
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Thmt however is only one of the deficits that a false economic

theory has created in our economy. That theory indeed has addled our

social accountancy, and made it quite 'literally impossible to keep

aggregate input and output in balance. The government budgetary deficit,

for all the attention it receives, is only one of these deficits

that we are suffering from. and it is not necessarily the most import-

ant. In a nutshell our trouble today is that these unperceived deficits

have grown until the economy has come to resemble Swiss cheese - in

areas there are more holes than substance. It stands in imminent

risk of caving in.

The reason that economists have never performed the elementary

"thought experiment" outlined above is that their model does not allow

them to add up costs to arrive at price. Instead they kid themselves

that they know the answer in advance: in all but the short term

aggregate price should be what it used to be. And that magic goal is

to be achieved by balancing supply and demand.

Since I do not subscribe to that theology, I show the Keynesian

subsystem feeding positive into the Social Lien subsystem and thence

into price. I use the term 'Social Lien' to denote the total taxation

that filters into price. And the subsystem that expresses this

relationship is the Social Lien subsystem (Diagram C). The crucial

ratio here is Taxation: Tax Base. Broadly this ratio reflects the

relative magnitudes of the public and private sectors. As the numerator

grows the denominator diminishes and the ratio grows in a non-linear

way. In addition to its implications for price, the growth of this

ratio indicates that more economic decisions are shifting from the

private sector to government that non-market logics are increasingly

taking over. Whenn that fraction attains a certain value, the state

finds that it has less space in which to maneuver.
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The development of the Keynesian subsystem set up the framework

for a managed economy: the pluralistic world ushered in by World War II

filled that f-ame to the bursting. Differences in the treatment

of races classes, sexes were to be lessened if not eliminated. Social

security was to be provided from the cradle to the grace. Vast migra-

tions provided the advanced lands with abundant cheap and motivated

labor. But in the prevailing egalitarian climate the immigrants

sssimilated rapidly to the standards of the host countries, and greatly

different price tags came to be set on their efforts.

Much of this levelling process did not take place through the

interplay of market forces, but by political process: higher minimum

wages anti-discrimination laws and social pressures. So important

has this become that it simply must be viewed as a separate subsystem.

It feeds a positive input into the price level that is simply not

reversible by market manipulation. No matter what Mr. Volcker may

screw the bank rate up to he is unlikely to bring back Jim Crow. At

most he c-n ignite the black ghettoes.

I call this system the Social Pevalorization subsystem. It

contributes A positive component into the Social Lien subsystem since

more government expenditure is called for to implement such things as

anti-discriminatinn legislation, and the public payroll is up because

of the higher wages of minority workers. If the Keynesian subsystem

is unsptisfied we have mass unemployment that transmits positively

into the Social fevalorisation system: unemployment breeds discontent

and generates pressures that give rise to more government expenditure.

The interplay of these subsystems is intricate and anything but self-

balancing.

Still other economic subsystems have come into prominence: it

is of the nature of or pluralistic society to breed such subsystems
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as rabbits do rabbits. For example the Non-Renewable Resources

subsystem. With the Keynesian system calling for an exponential growth

of output and the Social Revalorization system enjoining more of the

good things of life for all, pressure on non-renewable resources tends

to mount along an ever steeper curve. Production must shift to

ever more costly sources - to oil drilling under oceans and in the

Arctic. Manipulating supply and demand can hardly alter the basic

picture here: at best it can make things better or worse in the short

or medium term. Thus if we believe that we have heard the last of the

energy crisis because of the current oil glut. we are inviting rude

awakenings.

Then there is the Interest Rate subsystem. Though ignored by

ecnnomists the structural price gradient was sooner or later bound to

force itself upin the attention of lenders. They had for a couple of

diecades been getting their long-term fixed-rate loans back in clipped

coil and eventually were bound to come to the decision that if they

were to lend long-term at fixed rates at all it would be at rates

that more than took care of the price gradient. Improving on that,

central banks pushed up interest rates a coupld of notches further

'to lick inflation'. A new subsystem arose based on a blend of its

own logic and plain bad economic theory. It is literally devouring

the economy alive. There are, after all, few industries that can

count on a 20% return on investment even in good times.

Interest rates set an economy's time horizon. To determine the

feasibility of a capital-intensive investment. future income flows are

discounted at prevailing interest rates to determine their present

value. If those rates are in the 20M area, any income flow five or

six years awny becomes practically irrelevant. Under such conditions

it is impossible to plan megaprojects. let alone finance them.
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How are we to find our way through this tangle of subsystems

and sort out their linkages? Here we can learn something from physics.

The entropy principle in thermodynamics tells us that energy, though

Universally present. can be put to use only if there is a difference

in energy levels (potentials) that can be harnessed. The most obvious

economic parallel is the Great Depression. Willing hands and materials

weren abiinantly at hand, but prevailing theory and institutions ruled

oust potential differences that could set these in motion. The relevant

potential difference of course, in this instance was unsatisfied

aggregate demand.

In all the subsystems I have outlined the potential differences

- or 'negentropies' can be expressed by a given ratio. In the Social

Lien system it is the proportion of public to private sectors. Once

that ratio rises to the point where it interferes with the functioning

of the private sector, that sector breaks down under the burden of

taxation and alien logics. In the interest rate subsystem, interest

rates mey rise to a percentage of the net product where they simply

eat away at the vitals of the economy.

Such are the patterns that we must train ourselves to think in

rather than those dictated by the reversible equilibrium model. For

entropy build-ups are not reversible. Only by tapping negentropies of

other subsystems can the entropy build-up be rolled back. For as

in thermodynamics negentropies can be transferred from one system

to another but only at the risk of depleting the donor system. Gravit-

ational potential can be translated into voltage, which in thrn can

be transformed into differences in temperature. That is the sort of

thing Keynes achieved in economics. He created negentropy in what I

call the Keynesian subsystem through government expenditure and piped

this into the market economy.
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To ssses any policy we must track its effects through al' the

subsystems of the economy and see what it does to their negentropies.

Conventional theory does not allow to think in such terms. Instead

it is ever absorbed in balancing supply and demand of one sort or anoth-

er. Thus it bring two-dimensional solutions to multi-dimensional

problems. Such two-dimensional solutions - the so-called "trade-offs" -

whether the Philipps Curve, the Laffer Curve, the monetarist attempt

to control prices by controlling money supply, or the proposal to

control price by controlling wages - are all sure passports to disaster.

Once we have established that our problem is n-dimensional ( n->2), we

have proved this by the most rigorous of all mathematical methods -

abstract structure. And the existence of many identifiable economic

subsystems tells us that our 'inflation' problem is multi-dimensional.

(3)

For Any particular problem, the various subsystems must be studied

to determine which of them contributes a significant input to the

problem in hand. The other for the purpose can be disregarded. But

the interaction of all relevant subsystems are crucial and must not

be neglected in the name of simplistic "trade-offis". (4)

Some important lemmas emerge from this analysis. We must expenge

the term 'inflation' from our vocabulary as a misleading false aggregate,

Price movement may result from any of many different causes. There

could, of course, be an excess of demand over supply that would be

reversible by dampening demand. But it would be necessary to prove

the existence of such excess demand, and not just 'deduce' it from the

price rise. The latter could be caused by any or all of the structural

factors metnioned - or yet others that I have not introduced for lack

of space. (5).
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The eauilibrium model rivets attention on non-existent equilibrium

points and ' istracts kkexakkwvtimnxcf economists from those critical

retios that are the entropy rauges in the various subsystems.

Let me offer sonr examples.

For ye"rs the proportion of public to private sector was completely

ignored by the profession although it was an easy statistic to come by

Even tos'y as I have remarked the argument is shifted from that

ratio to the matter of unbalanced government budgets. which is quite

another matter.

In the Keynesian subsystem. instead of paying heed to the ratio

of aggregate demand to aggregate supply, the existence of an 'over-

heated' economy. i.e. an excess of demand, is deduced from rising

prices.

It would be sensible in any discussion of interest rate levels,

to ask what proportion of our net product is being appropriated by

money-lenders. Instead of that, just about any rate of interest, no

matter how high. is taken to be salutary so long as prices have not been

brought back to where they came from.

Real relations are in this way shut out of economists' vision

by A model that is essentially a plaything. It is therefore hardly

surprising that numbers themselve should shed much of their meaning

and fall victim to the inflationary syndrome. A few months ago the

heads of our central banks on this continent had taken to defending

their rates as real bargains, in real terms. However. when under the

impact of bankruptcies the price indices dropped to single-digit

levels interest rates stayed stuck, leaving a brutal spread for

real interest rates of about 12 - 13 percent. But the enormity of

exacting such real rates from a mortally ill economy does not even

occur to Mr. Volcker. Besides 12 - 13% sounds like a sheer bargain to

ears grown accustomed to figures like 18, 19 and 20%. The truth is
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that mistaken stabilization policy has accustomed money-lenders to the

taste of blood. It will not be easy to wean them from it.

Once the price gradient comes to be perceived, it undermines

the very bases upon which the economy has functioned. Essential

instrruments - for example long term mortgages or bonds at fixed rates -

are practica lly knocked ouit. We have reached that stage today. Only

r-elevant theory can equip us to design the policies and instruments

to to'-e the place of those that our price mobility has rendered

inoperptive.

W~7hnt we have need of is a fresh way of looking at familiar things.

With the price gradient established, long-term loans at fixed rates

can be as certain a way of transfering wealth as payment in the coin

of the realm. Yet there are differences between these two modes

of conveyance of value that can provide the key for managing our

refractory economy.

Over the past two decades and more many firms have survived and

even flourished through their recognition of the price gradient, and

the degt-managing strategies they have built around it. Though they may

have earned little or no profit from their day-to-day operations, they

grew equity through the shrinkage of the real value of their debt.

Governments however have closed their minds to the existence of the

price gradient - except when it came to escalating the salaries of

politicians and civil servants to 'inflation'. They were simply too

committed to 'licking inflation' the day after tomorrow to be able to

take the time off to ask whether in fact it could be done.

Tax-bonding. as I have proposed It, transfers to the government

the revenue it needs, but in a way that is less destructive to the

private sector. To achieve such a goal we must be alert to the

direction in which the price gradient slopes, and hence the i

direction of the resulting wealth transfer. (6)
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Governments would give firms the option of converting a portion of

their taxable income into long-term bonds bearing coupons well below

market rates. Note well that what the firms would be lending the

government would be not their present taxes, but a portion of their

taxable income. That would put into the hands of the government more

than just the taxes forgone. Government debt would thus shoot up; and

yet the state would be anything but improvident in contracting debt

on such a basis. An understanding of the structural nature of the

price gradient and a study of its components, should be enough to

allay anybody's fears on that score.

Moreover money raised in this way would be earmarked for capiti

expenditures - therenewal of infrastructures, frontier technology,

inexpensive housing retraining of the labor force. etc. Incurring

such manareable debt Pt modest rates, with the principal bound to

shrink in real value would qualify for high marks by any criterion of

providence.

With little understanding of the circuits feeding taxation into

price governments have made a practice of financing human and

physical capital from current revenue. In doing so they have needless-

ly burdened our prices with taxation, and added to the steepness of

the price gradient. Some of the shrinking debt contracted through

tax-bonding would restore a proper amortization of this human and

physical investment.

But why should firms lend the government money on long term at

less than market rates? Part of the answer is that the tax-bonds would

be carried on their books at face value: the loss of their real worth

would be gradual and meanwhile the bonds would fill a vital defensive

role. Not only would they underpin their balance sheets - and that

has become a major need throughout the economy - but in a pinch they

could be sold or borrowed against. If sold, of course, it would be
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at a discount of course. By the time they had shed a substantial

portion of their value thry would already have served a vital purpose

both for the firms and the economy as a whole. For the government

could use the inexpensive money raised in this way to replace those

long-term fixed rate instruments that have vanished in socially

sensitive areas of the economy.

There would be no need to give the tax-bonds a coupon amount-

ing to an insignificant fraction of prevailing market rates. For much

of their effectiveness they would rely on the compounding result

as the influence of cheap money passed from one to the other subsystems

of the economy. An 8 or 9% coupon would do the trick as well or

better than a 2% bond. For 9% was the market rate only a few years ago;

it is entirely credible - with imaginative policy design it is still

within our reach.

Indeed the success of tax-bonding in moderating the slope

of the price gradient would hold out to the tax-bond subscriber the

chances of capital gain.

If excess demand were really ascertained to exist and it was

found necessary to 'cool' the economy, the desired result could be

achieved by lowering interest rates on new tax-bond issues. That

would increase the discount on them, make them less attractive, and

probably result in putting less money in the government treasury.

Fighting 'inflation' by lowering interest rates is surely an

intriguing innovation.

It might, of course, be argued that the real worth of the

bond should be reported each year on the firm's books; and that were

that done, many of the advantages of the tax-bond would vanish. But

that is hardly realistic. Ignoring the price gradient has led to some

wild gaps between the real world and the accountancy enforced by
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governments. Taxation is based on the historical rather than on the

replacement costs of physical capital; real living standards of workers

are reckoned as the buying power of their take-home pay, and so forth.

Reassessing annually the replacement costs of fixed capital and of

inventories and entering these on the firm's books may have much to

commend it. When all this has been achieved and we have stepped into

the clear-eyed world of real-value accountancy, then carrying tax-bonds

at face value would be open to some valid criticism. But we are -

light-years from that happy state of affairs and travelling in the

wrong direction. Carrying tax-bonds at their nominal value would

merely tilt matters to lessen the distortions introduced into our

accountancy by ignoring the price gradient.

By revitalizing the various subsystems of the economy, tax-bdnding

could open to governments a whole repertory of options. They would

find it possible to scoop away entire layers of taxation from price.

Subsidies could be cut: in the case of vital industries requiring

support the subsidies could be replaced by inexpensive loans of the

funds raised through tax-bonds. Between lower interest charges and

the detaxation of building materials, for example, the capability of

the private sector to provide much low-cost housing might be restored

once more.

As the government had less need to go onto the capital market

to fill its borrowing needs, money would be more readily and cheaply

available to the private sector. And with interest rates lower, our

economic time horizons would be pushed back: many long-term projects

would once more become feasible. All this would help satisfy the

Keynesian subsystem - unemployment would thus become less of a burden

on the treasury.
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With the need for state grants and subsidies curtailed, more

decisions would be returned to the private sector, and the dead weight

of bureacracy eased. Such effects would tend to compound one another:

the dismal scenario of the past decades would be run in reverse.

Tax-bonding could be extended to private citizens as well, in a

wey that woiuld lighten the load of social services for the state.

Redemption privileges at par might be offered to private holders

under closely spelled-out circumstances: job loss, illness of a

bread-winner, a dependent going to university, the purchase of a first

home. and so forth. The scheme would thus blend features of social

insurance, and welfare with its primary purpose, and help more citizens

acquire real equity in their homes. That, of course, is important for

the balancing of the price gradient.

There is hardly a worthy social program that could not be at least

partly financed either with money raised through tax-bonding or by such

redemption provisions. Indeed in one of its aspects the money raised

through tax-bonds could been seen as something of a social security

fund. This redemption technique would thus enable us to harness the

price gradient yet a further time.

The redemption feature, could also be built into corporate

tax-bonds. The bonds could be cashed in at par for investment in

favored areas, or to defray the cost of introducing special pension

schemes, to help with environmental protection, for the construction

of homes for employees.

This redemption feature offers an interesting tool for coping

with the risk pressures that threaten to immobilize our economy. Given

the collapse of meaningful social accountancy, the rules of the red-

clawed jungle have taken over. Famished state bureaucracies are preying

upon the capital resources of just about any part of the private

sector not yet in distress.
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The treasury is simply driven to appropriate resources wherever they

can be detected without pausing to ask what in fact may be golden

eggs and what plain goose. This has heightened the risk factor in

today's business world: and that, of course, has helped drive up

interest rates. For make no mistake about it: part of our interest rate

is simply an insurance component against this climate (8) of high risk.

By placing massive funds in the state treasury tax-bonding

could provide an opportunity - probably the last chance -

of establishing a feasible working relationship between the public

and private sectors. Indeed the whole program can be advanced only

with a weighty caveat: the generous access of funds into the state

coffers must be Used wisely for the restructuring of our whole taxation

system. That however is not possible unless we have attained an

understending of how we got ourselves into our current troubles - by

attempting to rTin a pluralistic economy with precepts deduced from

a two-dimensional economic theory.

The crisis that has overtaken our long-term financial

instruments merely reflects a more fundamental crisis of our social

accountancy. We have simply been using the wrong algorithms for the

distribution of our net product. As a result what should be routine

transactions between one economic group and another have too often

become aggressions. When you attempt to allocate more than is there,

no other outcome is possible.

In its way Reaganomics was an attempt to remedy this. But

it focussed on a purely local aspect of the social topography - the

impact of increased publis expenditure on the price level - and shut

or't equally important features: notably the need for increased, if

more carefully costed public services, the inevitability of a structural

price gradient and indeed the very pluralism of our society. Inevitably
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the policies flowing from such a vision turn out anything but

neAtro. Likoe 11 simplistic two-variable solutions to multi-

v'rieble nr-b1ems they rust be agressive in the interest of certain

rroips 'P'inst nthers. That they profess to be quite the opposite -

'n iyllic return to the Eden of free enterprise - only underlines the

pnint. For the real concerns of those who rust suffer are merely

evcised fror its perspective. Thus responsibilities are unloaded

upon state governments without the funding to meet those responsibilitii

there is ingenuous talk of reducing government expenditure when the

administration is revving up for the largest armament program in

history.

To reestablish meaningful boundary markers between capital and

revenue we must formulate algorithms for distribution that are

relevant to our reality. There is no way of doing this without an

inderstanding of the structural price gradient that has become the

central feature of our world. Once we have done so, we shall be able

t-i mer-e ulse of it for the neutral transfer of wealth - i.e. for the

trensfer of wealth as it is formally supposed to be transferred. That

is what ts7-bonding is about.

Our Reegenomists have recognized the menace in the rank growth

of public spending. That could identify the key to useful policy

design: in large part taxation must be replaced by the only other

mode of transfering wealth to the government - through the long-

term attrition of long-term debt. Once we have established a valid

neutral algorith for the distribution of our net product, we shall

have no difficulty in handling the current crisis of our long-term

financial instruments.
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Diagram A

CP SS

Diagram B

P t+,tP

TEI DIAGRAO

Demand (D) feeds positively into Price (Pt and P negatively
into D. The whole thus tends to balance. The same relation-
ships obtain between Supply (S) and Price. The structure
is thus self-equilibrating.

Aggregate Supply (aS) feeds positively into aD
(Aggregate Demand). The two like signs in the

t two logo making up a cycle indicate that the
structure is not self-balancing but divergent.
The Policy Shunt is there to show that with the
recognition of this and the need for state
intervention to create agg egate demand when needed
the econmny has become a managed econor.

G-~c~ZZ
Relationships between
the components of
of the entropy ratio
of the Social Lien
subsystem and Price

(Keynesislaystem)

w . >~ ' IR _ Interest Rate Subsystem
T (Social Lien NRR - Non-renewable Resources Subsystem

\ *\N -g< W Subsystem) SR - Social Ravalorisation Subsystem

\ is the entropy ratio or the Keynesias
aD subsystem

T is the entropy ratio or the Social
IVPMP) G Lien subsystem

Diagram D

iUBSYST
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NOTES

1) William lirehm

Revue Econominue. Paris, May 1970, La stabilite des orix et le secteur

publicue. Thernwood Publications,

Price in a Mixed Economy - Cur Record of Disastes/Toronto, 1975

Economie Aooliouee. Archives de 1'IS.M.E A., Librairie Droz, Geneva,

Tame m-1977 -No. 1 . The entropy concent as a tool of economic analysis.

Babel's Tower - The Dynamics of Eonomic Breakdown. Thonwood Publications,

Toronto, 1977 -
How to Make Money in a Miamanamed Econoa, if end other essays.

Thornwood Publications, 1980, Toronto.

2) The tyranny of two-variable trade-offs in our economic thinking is, of course,

parallel to the same, thought-etructure in behaviorist psychologr that reduces

human conduct to two variables: stimulus and reaction. For a comprehensive

treatment of the latter see Arthur Koestler, The Ghost in the Machine. Hutchinson

of London, 1967. Thus on p. 4.:s The crude slot-machine model... .the dog on the

laboratory table, predictably salivating at the sound of a gong, has become a

paradigm of existence, a kind of anti-Promethean myth; and the word 'conditioning',

with its rigid deterministic connotations, has become a key-formula for explaining

why we are what we are, and for explaining away moral responsibilitym.

Here you have the counterpart of the supply-demand model in economics

that has been raised to the absolute determinant. In abstract structural tercm,

the two syndromes are perfectly parallel - except that the supPy-demand model

goes further. It postulates reversibility of the relationship, to the point where

the salivation of the 4og on the table would produce the sounding of the gong.

All this can be referred to the difficulty - even in mathematics - in dealing

with more than a two-body problem. Even Newton dealt with gravitation as a

two-body problem, but he had the wit to assess the true effects of the other

celestial bodies and handle their influences as perturbations. Economists, however,

have ehown themselves incapable of even admitting more than a single two-variable

trade-off. If attention at at moment centers on the relationship between a

particular couplet of variables, previously recognized couplets of variables are

dropped from consciousness. Thus the aggregate demand-aggregate supply couplet of

Keynes has been forgotten to make it possible to grasp the connection between



285

NOTES (2)

tax increases and higher prices. Predictably when Keynes becomes rehabilitated -

as ho is bound to be before long - the 'tax-inflatbn' couplet will be dropped from

view.

3) For example, the notion of reachAbilitX which determines whether in fact one

function, or one situation can be arrived at from another. Thus 1ouis Padulo and

Michael A. Arbib System Teorv - a unified state-soace approach to continuous and

discrete avstems (W.B. Saunders Company, Philadelphia, 1974, p. 202): 'If the etate

space of the linear system whose state transitions are described by I(t+l) - F x(t) -

Gu(t) has dimension n, then the system is reachable if and only if the block-

partitioned matrix (Fn- f ... |FG JGr) has rank nI. ('x' is the state variable and

'u' is the input).

The concept of 'state space' is crucial. In one aspect it is a sort of

memory bank of aU previous inputs and their interreactions; along with future

inputs it carries the information that enables you to predict future outputs.

Where U - input set and I the state set and'f'the local 'transition function'

f: IxUXi

and where'g ' is the local output function and I the output set

g: Ix uiY

Conventional equilibrium theory deals not with sets of input and output varlab:

but with a single favored input and a single favored output variable - the famousw

trade-offs. Then there is little in its methodology that remotely resembles a

state set - past and future being completely reversible to its mind, there is sea

room for memory banks, especially those involving dynamic functions.

- Applying ye state space theory to economics the input set would consist o

those independent variables drawn from all the econon4c subsystems, each reflectin

its peculiar logic. The set of state-space variables would basically be the entro

ratios of the various subsystems; the transition function 'f' relating inputs to

the state variables would reflect the actual circuits linking the subsystems and

their entropy ratios.

Using the concepts of reachability, controlabhlity, and observability,

99-166 0 - 82 - 19
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NOTBS (3)

economists1
could convince themselves in a trice that the attempt to stabilize prices

by monetary policy, or by slashing taxation across the board, could not possibly
work. By rigorous mathematical proof the goal is simply not reachable.

Observability concerns the possibility of tracking back a set of output to
a set of inputs. That will depend upon the etructure of the function mapping
the second set S upon the first f(S). The function must be injective i
sli e2 must impy f(sl) < f(s 2 ). This is a way of saying that the relationship
of the two sets is one-to-oney d1W4Itit must also be surlective (i.e. 'onto):
ftS must cover the entire codomain onto which S is mapped. (Micharl K. Sain,
Introduction to Alrsbraic System T Academic Press, New York, 1981, p. 30).
Only when these conditions obtain can the r(s) set be related to specific members
of the S set, i.e. be observable. Closely connected with infectivity is the concept
of invertibility - i.e. the possibility of using the sequence of outputs to
reconstruct the input sequence (Sain, p. 97). Clearly unless we are working with
functions of identical rank on either side of our equivalence, this can hardly be
the case.

Conventional economists cut a corner here. Rather than study the structure of
the mapping function, they assume all equations to be invertible an theological
grounds .

4) As an example of this sort of analysis let us examine some of the effects of
high interest rates _

H i -- For this I refer the reader to Diagram D below.
In this diagram wherever an entropy ratIo is shown in a particular subsystem, it

is important to distinguish between a positive input into the system and a positive
input into the entropy ratio resulting in its growth. The growth of the entropy
ratio indeed signifies an entropy build-up and hence a decline in the subsystem's
negentropy, a deterioration of condition. Thus there is a positive linkage between
T/G in the Social Lien Subsystem and Price (P) which could also be expressed as a
negative link between the Social Lien Subsystem and P. In this diagram I have
chosen the latter. What is important is not which formalism we adopt in this respect,but whether the two links between two subsystems, making up a comulete oleof the same or different sigms. In one instance the circuit 5 .1v`r5g-nin the other it tends to be equilibrating.
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NOTES (j4)

I have reversed my previous use and show the entropy ratio in the Keynesian

Subsystem as aS/aD - aggregate Supply oveY aggregate Demand. This is better

to reflect the entropy build-up. When aS exceeds aD the subsystem is in trouble.

Of course, in that case the entropy ratio would exceed unity, but that is a l purely

a formal matter that is readily remedied. Potentials awas involve an integration

constant that is arbitrary, and we can choose one for the calculation of aS that

would lead us to the more standard form associating sero negentropy with the absence

of any potential difference between aggregate supply and demand. We could, m

example, choose a constant of integration for aggregate Supply that historically/Ueft

the entropy ratio in a healthy state.

6. In those subsystems where we do not show the entropy ratio, the diagram reads

more simply. Thus in the Interest Rate Subsystem (IR) the entropy ratio is given

by the ratio of _ _ __ Ithe quantum of interest paid by

producers to the total net product. As this approaches unity the subsystem is in

trouble. In the short term this negative input into the IR system feeds positively

into Price - i.e. it is transmitted as a negative influence unchanged as producers

drop their prices to avoid insolvency. But lower prices brought on by liquidation

will tend to drive interest rates still higher as panic spreads, and thus contribute

to a further entropy build up in the IR Subsystem in the short term. In the
(lowering the negentropy of the IR system)

longer term, however, higher interest rates/feed into price negatively

as a production cost. And higher prices making for a steeper price gradient tend to

drive interest rates still higher. Hence the circuit in the middle term is thus

doubly negative and hence divergent: higher interest rates increase the entropy and

i~.xapskkaux lower the negentropy of the IR system. The lower negentropy is

transmitted to Price as an increase, and higher prices in'turn drive interest still

higher which lowers the negentropy of the IR system, further.

Higher interest rates, raising the entropy of the IR system feed positively

into the Non-Renewable Resources subsystem, i.e. raise entropy there as well kan

because projects become uneconomic, and future production is thus decreased.

Higher interest rates feed positively into the Keynesi subaystem.
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NOTES (5)

They depress aggregate Demand and cause the entropy ratio to shoot up. That in turn
induces a higher entropy in the Social Lien subsystem, the government must step in
with more relief, more work-making programs, more subsidies to shore up a sickening

private sector. That causes the T/G proportion to rise. Moreover, distress in the
Keynesian subsystem, taking the form of growing unemployment, feeds positively in
the Social R~valorization subsystem, spurring militancy and political pressures. This
again adds to entropy in the Social Lien subsystem. It also will have a the effect of
pushing up price as soon as the economy is permitted to recover : the trend will be
for higher wages for underprivileged groups.

You would have to be both blind and an incorrigible optimist to believe with
Mr. Volcker that a single of the links connected higher interest rates negatively to
price (reflecting the short-term effect of threatened bankruptcy) will outwigh these
multiple circuits, most of them divergent, that work in the opposite direction.

You would have to be no less an optimist to believe with President Reagan that tax-cuts

alone can revive the economy when the Federal Reserve policy assigns to the money-lenders
a growing portion of the nation's net product. That is especially so when the Federal
Reserve's monitoring of the money supply makes no allowance for the growing proportion
of available crediiis being preempted to finance the mounting deficits throughout
the economy caused by its very policy.

No matter hoew modest the parameters you assign to the links in Diagram D,
the compounded multiplier effect of mazy divergent circuits guarantee that unless

policy is radically altered we will have a recession of gathering momentum plus
continued price rise.

5) William Krehm (1980) pp. 25 et seq. The Service Quota, Demographic, and Hoarding

subsystema.

6) Krehm (1980) p. 56: 'What happens in the absence of a recognition of the price
gradient is illustrated by the case of Industrial Revenue Bonds (IRBs) that have become

a feature of industrial promotion by local governments in the U.S. 5
These bonds ...... X

issued for copporations through state and municipal agencies, are tax-free at the
federal level. Interest is often three percentage points below the going corporate
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bond rate... .To Uncle Saif they are expense account lunches - with the Feds footing

the bill in uncollected taxes...Forbes estimates that over $1.4 billion (in 1980

dollars) of federal taxes - over the next 15 years - were given away by states and

unicipalities last year alone." (Richard Greene, No Free _Imch. Forbes. August 4,1980

Like so much of our economic policy, IN~s are based upon a complete disregard

of the price gradient. As a result legislators have literally mistaken the ends of

the heavy gmns they have brought into play. In the case of tax-bonds, it is the

principal of the private firm that will erode over the years, thus balancing the taxes

forgiven. In the IRB instance, the gradient is not enlisted for such a balancing

role. On the contrary. Having already received federal bounty in the form of the

tax-free feature of the INNts coupons, the industrial borrowers have a windfall capital

gain thrust upon them as well.

'i) We could set up a Risk Factor subsystem with an entropy ratio: Risk (emuressed
Foreseen lasturn

all a Of investment). As this ratio moves in the direction of unity,
on Investment.

the motivation, and indeed the possibi ityt to invest lessens and eventually

disappears. By rolling back entropy in the Social Lien, Keynesian, Interest Rate,

and other subsystem, tax-bonding recharges the negentropy of the Risk subsysteit.

wI) This would be of partisular importance in the ease of public companies. Today the

depreciation they take on their buildings, for example, is

reported on their balance sheets as 'deferred taxes' - i.e. it contributes nothing to

their assets or net worth. Ta-bonding, however, would show the total taxation

transomted into tax-bonds into assets. A distortion? By no means. Once navigators

came to realise that the earth was round, it turned out that plane maps involved

serious distortions. The case of accountancy in the light of the structural price

gradient is similar,.
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Policies to End Stagflation: A Radical Proposal

The ABC on D Day Plan

Dr. John H. Hotson
Professor of Economics
University of Waterloo

Introduction - Big Problems, Big Solutions

As we all know, the world economy has gone seriously haywire

over the past several years and conventional economics has had nothing

to prescribe but patience, fortitude, and hope that the problems will go

away. As the Keynesian, so called, near golden age, 1945-69, wore on the

economists' "old time religion" of "self equilibration" at full employment

enjoyed an increasing revival and it was taught that the sole remaining

problem was that of creeping inflation - with tight money the sole and

sure cure. However, about the time that Says' and Walras' "laws"

trickled back down from the arcane mathematical general equilibrium treatises

to the intermediate textbooks, the world blundered into what Okun calls

"The Creat Stagflation Swamp" and what others have dubbed the Second

Great Depression.

According to the "conventional unwisdom" of the western world

the only "sound" "conservative" policy is to maintain "slack" in the

economy until "inflationary psychology" ebbs, and then try for full

employment - perhaps in 1984. Admittedly the cost is high, the U.S.

alone wasted $100 to $200 billion a year in unproduced output in every

year since 1974, but what else could governments do?

This paper presents a short list of "radical" answers to this

question - radical in the sense of fundamental, of getting at the roots

of stagflatiou, radical in the sense of being a major departure from

present "taper off" policies, and radical in requiring some "thinking the
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unthinkable and doing the (supposedly) undo-able". Though the policies

here advocated are thus radical in at least three senses, the goals sought

are conservative - the maintenance and expansion of a mixed, or managed,

capitalistic economic base for a liberal democratic superstructure. Thus

my proposals are very much in the spirit of Keynes'"radical-conservative"

anti depression monetary-fiscal policies while the specifics go beyond any-

thing yet attempted to manage the mixed economy.

Consider how similar Keynes' situation was to our own. Conventional

theory ("classical" theory to Keynes) had no explanation for the severity

and persistence of the Great Depression, and policy prescriptions based

upon it could only make matters worse. Although many economists, business

and government leaders, and men on the street, had the good sense to advocate

expansionary monetary and fiscal policy to stimulate recovery, their voices

were drowned out by the voices of the "conventional unwisdom" so that

useful moves were invariably too little and too late. Meanwhile, Hitler

had solved Germany's extremely severe unemployment problem, and, Stalin,

whatever his other sins, was not waiting around for the "Pigou effect" to

do its stuff. The tragic result was that the depression was not ended by

the modest expenditures on useful projects Keynes, and other, advocated, but

by World War II to prevent Hitler from imposing his model everywhere. The

tragedy today is that if decent, conservative, God-fearing men, such as

President Carter, carry through their "conservative" slow death policy of

"gradually" ending stagflation, we may get new Hitlers and Stalins who will

take matters out of their hands. Present policies remind one of the little

girl who thought it was cruel to dock a puppy's tail. She suggested that

it be cut off an inch at a time so that the "poor little thing" could get

used to it little by little. Even if the unemployed of the advanced countries
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will stand for the surgery advocated, the "cure" is unnecessarily cruel

- and the world politico - economy is highly unstable. Hoow many surprises

like the recent events in Iran can the world financial structure stand?

How long will electorates put up with governments who can think of nothing

better to do than to maintain 15 million unemployed in the industrialized

countries alone? For today everybody knows that "full" employment is

engineered by government and depression is likewise, so that if "moderates"

will not give us prosperity "immoderates" left or right -- will.

The Radical Proposals

The proposal here advocated is a "short sharp shock" end to

stagflation consisting of (a) equal percentage cuts to all wage and non-

wage personal incomes, (b) price cuts equal (on the average) to the incomes

cuts plus the average annual productivity gain, (c) tax cuts to stimulate

recovery and soften the blow of the transition to firms selling inventories

at lower than acquisition prices and households locked into high interest

rate mortgages, (d) a temporary freeze, or slow down, on the growth of the

nominal money supply, (e) the introduction of low interest rate "tax-bonds"

to finance some part of existing and future public debt. For the longer

term the proposal envisions: (f) the use of some variant of TIP to hold

income gains to productivity gains after the initial, more drastic, use of

incomes policies, (g) a long run commitment to hold the rate of growth of

government spending to the rate of growth of real GNP, (h) an attempt to

avoid the "self inflicted wounds" such as Okun writes of: increases in

minimum wages, reductions in farm acreage, and unnecessary governmental

regulation. I call this proposal "ABC on D Day" for Across the Board Cuts

on DcfI-tioa Day.

It is assumed throughout that the present regime of floating

exchange rates will continue. This means that if a given country succeeds
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in "opting out" of stagflation by means of the above "radical" solutions

it would receive partial, full, or overful insolation from world inflation

by the rise of its exchange rate. The degree to which the foreign exchange

rate would rise in response the above policies is important to their success

and difficult to foresee. If there is a strong belief that the country

will achieve full employment with stable prices its money will appreciate

greatly -- so much as to threaten its ability to export. On the other hand,

strong disbelief that any incomes policies can succeed, coupled with a

flight from the currency because of the fall in interest rates could have

perverse effects. An in between effect, with some rise in the exchange

rate, and some boost to exports through lowered prices to foreigners is

perhaps most likely. Let us explore the policy proposals at more length.

Incomes, Prices and Tax Cuts

The germ of this policy is contained in H. A. Turner's summary

and conclusion to his, Dudley Jackson, and Frank Wilkinson's book, Do Trade

Unions Cause Inflation? Their study indicated that in Britain tax hikes

designed to stop inflation by eliminating "excess" demand were instead

inflationary as they triggered wage hikes. Turner wrote concerning this:

" ... our study indicates (fairly decisively, one might
think) that 'orthodox' fiscal policy against inflation,
which as it was practised in Britain in the 1960's was
conceived as mopping up excess demand by increasing
taxation - or, even more, by allowing direct tax receipts
to rise disproportionately to income - had in fact a
perverse effect. Increases in indirect taxation (of
several kinds) raised prices and increased the pressure
behind wage-demands: and that was particularly the
impact of the increasing marginal rate of deduction,
by income tax and other levies, from wage income."

1

1 Frank Wilkinson and ii. A. Turner, "'The Tax--Wage Spiral and Labour Militancy",
In Dudley Jackson, 11. A. Turner, and Frank Wilkinson, Do Trade Unions
Cause Inflation? Cambridge: Department of Applied Economics, Occasional
Paper 36, 1972, 2nd ed., 1975, p. 115.
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Turner points out that, given the progressivity of the British

tax system and the quick responsiveness of prices to wage hikes, the

traditional strategy of British trade unions was self defeating. While

individual unions could boost their members' real incomes by obtaining super

average wage hikes, the more successful labour as a whole was in raising

money incomes the more real incomes sagged. If wages rose ten percent, prices

would quickly rise about eight percent, the difference reflecting a productivity

gain of about two percent. However, taxes have to be paid on the increased

money wages and the result is a disappointing increase in real net of tax

incomes, or even an actual decline. Furthermore, if stung by their failure

to achieve real income target gains, the unions insist on an average of 20%

hikes in the next round the results are bound to be even more disappointing.

It is the Alice in Wonderland situation where "the faster you run the

behinder you get". To the extent the increased taxes pay for increased

government services which the workers perceive as increasing their real

income, there is relief from this disappointment. Turner suggests that such

perceptions were almost wholly absent in the British case. Perhaps this

was because the increased government spending was largely in the form of

higher pay for civil servants and over-staffing without corresponding

increases in real benefits to the public. Furthermore, with the increasing

inflation of the late 1960's and early 1970's in Britain, and the rapid

transfer of resources to government spending, business investment, the

source of most productivity gains and of an exportable surplus, fell.
2

As Turner shows, the only way bhatl British unions could increase

the real incomes of their members faster than productivity growth without

2 This sad story is the focus of Robert Bacon and Walter Eltis' book,
Britain's Economic Problem: Too Few Producers. london: Macmillan.

1976, 2nd ed. , 1978.
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engineering a shift from profits which would increase unemployment would be

for them to demand - in concert - both price and wage-reductions. He

wrote:

"The point can be simply demonstrated by using the
approximately (for Britain) realistic assumptions (of)
an average rate of tax on wages of 15 percent and a
marginal rate of 30 percent. In that case ... a 6½
percent annual average wage increase produced a rise
in real disposable wage-incomes per capita of less than
1 percent a year. Suppose, instead, that unions
negotiated a general wage reduction of 6k percent,
combined with a reduction in prices (to allow for the
additional effect of our assumed 2½ percent yearly rise
in British productivity) averaging 9 percent. It needs
very little arithmetic to demonstrate that the fall in
net cash wages will be only 5½ percent: which implies
that real disposable earnings will increase by some 4
percent.

The difference over the normal increase in productivity,
of course, would in this case be supplied by a dispropor-
tionate reduction in the government's tax yield -
hopefully, even by a budget deficit. If we were operating
under current assumptions of excess capacity, no harm
would be done, since employment would be increased: it
would, to say the least, be difficult for the government
to condemn the process as inflationary."

(Jackson, Turner and Wilkinson, pp. 125-6)

It would take some doing to convince union leaders to take such a course,

even in England where the TUC has long had the power to take over and run

the country, but not the wit. Therefore, I propose the government initiate

and sell the program. Here too the barriers coming from our instinctive

lapses into money illusion and fallacy of composition are very formidable.

As witness, note one editorialist's reaction to my first attempt to build

on Turner's insight. The following appeared in the Nanaimo (British

Columbia) Daily Free Press for July 9, 1977. Good thing none of their

lumberjack readers know where I live: Well, they laughed at Keynes, too...

For a more temporate reaction see David Warsh's from the Boston Globe for

May 12, 1979, on the next page.
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B--' Mf-.6 SNA?'zAI?.iO tstBt.C

tirowden's Iontomin(,o,,50 eemc

Voltary wage eut/

*umlikely to see ruoh
:The working man has every right to

hate with a vile fury the economic theory

of Prof. John Hotson, of the Universty of

.Waterloojthat suggests workers come to

'the rescue of the government to save it

. from inflation by making what could be

called a supreme ascrifice.

The professor recently told the Cana-

dian Economics Association that pay cuti,

combined with a decrease in prices, would

ease inflation and actually give workers a

net increase in real spending power.

* We can see it now, workers all over the

nation rushing into their bosses' offices

and asking to have their wages cut ...

with Hotson first to reach the university

board of trustees (although, through < ense

of duty, he should have already been there

and taken a cut).

His figuring puts the blame for this

current "depression" gripping Canada on

government spending and says this could

be defeated by the wage cuts. Naturally, if

we all take wage cuts, the governmient

won't be able to gather so much monsy in

income tax and conrcquently will be

forced to reduce spending. Of course, with

tll the new inceome from reduced emp'oyce

.alaries, compznies will find it easisr to

ieduce ppiiri so that eane income con-

sumers will be able to buy, provided their

-greater profits don't simply return to the

government what the employees denied.
Obviously the ball and the blame for L1,.:

current economic mess is being put

squarely and confortably in the court of

the working man. His greedy desire for

some of the good life the rich enjoy is at

fault.
Hotson's sympathies lie with the unem-

ployed and we can't argue with him there.

That nearly a million Canadians are out of

work, more than during the depression of

the 19303, is deplorable. However, putting

them back to work, would produce that

income again for the government, and the

resulting f$S billion or so in extra pro-

duction would fatten the government

coffers even more, both simply stertirg us

en a new cycle of inflation.

Perhaps the effort would be worth it,

justtoget everybody back to work, 1lut the

Ilatson theory is licked before it starts.

If it isn't the first rule of economics. it

should be, that theorim muist be also

practical ideas before they are presented

as solutions. Nobody's going to inspire the

entire working population of Carrada to ask

for reduced swages. If somebody did ask,

how far would mist of us be tbick in one,.

we wonder?

I never
said
that.

?

nuts
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<C C Cv e 0ne wcSF zas, o
By David Warsh
Globe Staff

T. The Editor:
Perhaps the single too' rampnol

step that old he token to sh.u doun
eatuponl inflotion.n.os Id be sopoy pe.o-
pie IJa cioscy snd to chorgse Ies for
arms in the store,

1aigenilJO. Tohin

The above letter appeared last autumn,
not is the New York Times, but in Not the
New YVrb Times, the parody issue of the
out-of-tcwr, newspaper thrown together
by a lot of newsmen and other idlers dur-
ing the Big Apple's newspaper strike.

It stas about as funny as one could
hope to be at the time about the dismal
science, as economics is often called.

Now, a reapeeted economists has trans-
formed grim humor to ominous soothsay-
ing.

John H. Hlotson, chairman of the de-
partment of economics at the University
of Waterloo in Kitchener, Ont.- is sched-
uled to present a paper to a session of the
Eastern Economic Assn. in which lie ar-
gues not for a wage-price freeze but or a

wage-price rollback.
Hotson calls it, in the fashion of the

timre his "ABC" plan -- meaning 'across
the board cuts".

The title of his paper is, "Aux Grands
Mfux Les Grand Reinedins" - For Great
Ills Great Prescriptions

That inflation is a great ill is undoubt-
ed, although the filth annual ceo..titon
of the association, which ends its ihrec-
day Boston meeting today, was anything
but preoccupied with it Only four ses-
sions addressed the topic frontally.

Hotson's theme is designed to shock
listeners and it seems to do just that. No
lightweight, the Waterloo professor is a
member of the executise board of the
EEA and a member of the bhard of efit-rs
of the Journal of Post Keynesian econ
nomics.

What Hotson recommends is "a short,
sharp shock" to the economy -presume-
ably to the American economy - admin-
istered in the form of "D-Day", for defla-
tion.

Simultaneously, says Hotson, all per-
sonal incomes - wages and other income,
too - would be cut by equal percentages,
and average price cuts equal to the wage

cuts plus the annual productivity gain
would take place.

At the same time, the money supply
would be frozen. government hotids for f:-
nancing the deficit at low interest rates
would be offered, and soine forte of mid-
dle-range sage controls would be intro-
duced.

The result, according to Hoason, would
be a short, sharp fall in the price leeli
The point would be to show it could be
done, he sass

Hioison admits there are problems ga-
lore, beginning with the obotous or
Could there be wage and price cuts in one
country and not all the others?

Another problem, stated soteebhat
mctophywicallo, is that there is no provi-
sinn in the Hotsos ABC Plan for lowseing
bond rates of interest. So his plan, if en-
acted, would suddenly revetse the teni,-
tional skew of inflation: insteas of fa-or-
ing debtors at the expense of lenders, Ite
borrowers would suddenly find thee-
selves paying tile same high interest rates
with newly lowered wages.

These are details to be worked out in
discussion among economists of varvit~g
stripes, says Hotson; but, not surprisisgia

the proposal has already draw-n the fire of
some traditional friends to labor.

"The working man has every right to
hate with cile fury the econonic theory of
Prof. John flotson," was the wan a elior-
ful neiter for the Nanaimo, (B.C.) Free
Press put it a couple of years ago.

Hotson, a youngish looking American
who was trained in Philadelphia, is no
stranger to controversy.

In 1966, in what he remeotbers as a
transport of fury against the spiraling
war in Vietnam, he hit upon the idea for
which he is best known. Counseilors to
Lyndon Baines Johnson were pressing for
a 10 percent income tax racharge to
damp the inflation they vere sure would
come.

'Mlightn't the price-increasiog elfects
of a tax inr;-s' C-iLn: 4k ti-c pr-ide-
ereasing eflects?" he wette in a esfosci of
his idea that wa, publishe`d ii - of all
places - the kbr.mska 'oernal of lisai-
nces snei Econoci!:s. iHe rciiran-sf hi.
th-etae in a note, in the American E., a-so-
ic iltecen ltr teos: :s oe'r ared it si,,
s-:ougF to pla ce hm uein' the flinniers

- ;: -I.is,~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~i

. ..

J;l, .l-i;......

o ~tK, ,esine

J)ilN UOlTSO)N

-A-rh -. tle fotnnier of ii:, 'ins
pusi:'' school of tloe.oght feoet i: iso
seiof ofe;.s :hil ha- reot yt I'lr: I Lie
Oicpl! ati'
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Let us turn aside, for the moment, from the very large problem

of convincing people that the way to raise the real wage and to restore

full employment is to cut the money wage, to examine Turner's point more

fully, by means of a simple equation.
4

If we ignore debt, real balance, and level of employ-

nent effects we have as an approximation: NRW = W + r - P

where NRw is the percentage rate of change of net real wages, W is the per-

centage rate of change in the average money wage, r is the percentage rate

of change in the retention ratio (r = (W - T) / W, where T is the average

tax per wage recipient), and P stands for the percentage rate of change of

,the price level. Let us assume that the average tax on wage incomes, T, is

given b/ T = m(W - D), where m is the marginal rate of taxation and D represents

allowable deductions against income to calculate taxable income. Further,

let us assume that the rate of change of the price level is equal to the

rate of change of money wages minus the percentage annual increase in

productivity, thus P = W - A. Thus, our equation becomes: NRW = A + r.

Note that in our model of Turner's argument, the tax system is progressive

only in that the average tax rate, t = T/W, rises with W. If, instead, we

assume that the marginal rate of taxation, m, varies with W, Turner's point

is reinforced.

Next we must express r in terms of W. We have:

W W - m(W - D) = ( mD

mD mD -mDAW -mDW
r +AW + W ~W T+ AW) (W + 6W)

I am indebted to Jack Johnston for this equation and much that follows
on the next few pages.



300

Dividing by r we obtain: r -F---)

Thus our formula for the rate of change of the net real wage becomes:

HRII= A _ -nxr) W and the slope of this critical
I + W.. .

relationship is _ (mD/rw)
(I + W')

Recent experience suggests that we may take A as about constant

at 3 percent per annum. As is well understood, real income per capita of

an economy as a whole can increase only at the same pace as real output per

capita. However, a national economy can for a time obtain higher growth

rates in per capita income by running a balance of payments deficit, as the U.S. and

Canada arepresently doing. Furthermore, during the recovery from a recession

productivity temporarily grows at supernormal rates as labour is "dishoarded"

arid underemployed and unemp'oyed men and machines are utilized.

Although an economy as a whole cannot increase real income faster

than real output grows, individuals and sub-groups may do so either by

increasing their productivity at a faster than average rate, or by inducing

or forcing, society to value their inputs more. This latter tack involves

some redistribution away from less favoured, or organized, individuals and

groups, reducing their relative, or even absolute, incomes. Turner's point
is that, although the groups able to gain sufficiently above average wage

gains can benefit themselves by driving up wages, wage earners as a whole

hereby suffer a lower than productivity gain increase in net real wages

because of the tax effect. Much depends upon the numerical value of our

taxratio s = mD/rW, as Table I makes evident. Here illustrative values

of 10, 20, and 30 percent, lave been given to s, resulting in the varying

response of NrW to '4.
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Table 1: Rate of Chair-j of Net Real WaI e (IRi) for Varying Rates
of Change of MIoney Wuages (ii) Hi th Given TL.x Ratios,
s - mD/rW.

1iRW
W s = .10 s = .20 s = .30

-10 3.9 4.82 5.73

0 3.0 3.0 3.0

05 2.5 2.05 1.57

10 2.1 1.18 .26

20 1.3 - .33 -2.00

If the mD/rW, or "s" ratio) is merely .10, then quite large rates

of change of money wages have quite small effects upon the rate of change

of net real wages. Thus, if the money wage does not increase at all, 14 = 0,

the net real wage would increase 3 percent. However, reducing the money

wage 10 percent would increase the pace of NRW to only 3.9 percent, while

W = 10%, entails that NRW increases only 2.1%. Honey waSes would have to

increase at a nearly 43% per annum to reduce IIRW to zero. Thus in a world

with a small tax lien, and moderate inflationTurner's point would be an unimportant

one. As can be seen, however, in the s = .20, and s = .30 columns, thie effect

becomes much stronger as the tax ratio rises. With s = .20, W = 17.65% reduces NRW

to zero, while with s = .3, W = I.18 is sufficient to reduce NRW to zero.

Which of these illustrative values are approximated by real world economies?

As an approximation, only, the present tax schedule for the

majority of British workers can be represented by: T = 0.35 (W - I,000),

with W - 42,500. So the average tax pcid is about 525 and the retention

ratio, r = Z2,500 - ;W525/i 2,500 z 0.79. Thus mD/:h' = .35(0,000)I.79(2 500)

=.17,7. So the British econnomy approxinates our s = .20 column, and the

99-166 0 - 82 - 20
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large wage settlements received in Britain in recent years resulted in

virtually no gain, or even a fall, in the net real wage, of the average

worker.

The United States wage bill in 1978 was $1,100.7 billion and the

employed labour force was 94,373,000 strong. By division we obtain an average

wage of $11,663. Assuming an average U.S. worker had two dependent children

a wife who did not work outside the home, which he was buying, we can

calculate his total deductions and allowances as approximately S4,000.5

Total taxes payable for our "typical" American come to $1,500, thus the

marginal rate of taxation, (m = T/(W - D) ) is $1,500/$11,663 - $4,000 = .196

The retention ratio (r = W - T/W) is $11,663 - $1,500/S11,663 = .87. The

tax ratio, (s = mD/rW) is .196 ($4,000)/.87 ($11,660) = .077, in comparison

with an s of .177 in Britain. Thus the less heavily taxed American worker

does not run into the "Turner effect" to the same extent as does the British

worker.

The Canadian case lies between that of the British and U.S.

examples.

The total Canadian "wage bill" in 1976 was $105,827 millions, and

total employed labour force was 9,572 thousand persons. Thus, the average

employment income is about $11,600. If we assume our "typical Canadian

worker" bad two children under 16 years, and a wife who did not work outside

5 Personal deductions are $750 x 4 = $3,000. Mortgage interest plus local
property taxes vary widely. Here it is assumed that the two deductions
together with medical and charitable deductions sum to $1,000.

6 Federal income tas on $11,663 for family of four = $ 760.00
Social security taxes on average income 738.56
Total direct taxes $1,499.56
This calculation makes no allowance for state income taxes (which collected
$63 billion in 1975), or for indirect taxes. It thus understates the taxes
paid by an average American.
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the home, we can add $500 of taxable family allowances, and calculate total

deductions and allowances as $4,950. Total taxes payable come to $1,733,

thus our marginal rate of taxation is $1,733/$11,600 - 4,950 = .26, and the

retention ratio, r = $11,600 - $1,733/$11,600 = .85. Our tax ratio, or s,

becomes .26 ($4,950)/.85 ($11,600) = .1305. Moreover, Canada removes much

of the "Turner effect" through indexing of the income tax for inflation.

Canada's inflation in recent years has been less severe than Britain's, so

that the frustrations of our employed workers is not as severe as that of

British workers -- yet. However, Canadian inflation was enough greater

than U.S. inflation that it put our balance of payments in deficit and

compeled the imposition of the AIB wage and price control program. If there

is one thing that Canadian workers "know for sure" is that the AIB was their

enemy, in that if forced them to accept lower settlements than they would

otherwise have negotiated. But our equation indicates that on average

they are wrong, as does the evidence the AIB has published showing that

real wages grew faster under controls than was the case in the immediately

previous period. Indeed, if the AIB imposed a complete freeze of wages,

coupled with a 3% fall in the average level of prices, this would result

in a 3% rise in net real take home pay as there would be no additional

income tax to pay (and somewhat less sales tax to pay on lower priced goods).

6 Incone tax payable, $l,4l23; Canada pension plan payable $135; Uncp;ployment
insurance preriuns. $175. It is here asstecd that our "typical" Canadian
worker lives in Ontario, ard thus pays a Provincial anica tax equal to
30.5% of his Federal tax. All other provinces, except Alberta, opp!y a
higher inione tax, so otr si nl .llion Ccunwh.rt enrcrstvtcs. thw typic, l
worker's inaco;,iC tax payuect.
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Again it is the story of the "fallacy of composition". As long

as everybody else is engaged in the self-defeating gauie of increasing their

money i7conmcs at an inflationary pace, each individual must do his or her

best to keep up-to exhaust himself running to stay where he is, and he must

wish his union to be as strong and disruptive as possible, as only thus can

he hope to pull ahead of the pack. But we ought to be intelligent enough

to use the institutions of big labour and big governnent to make collective

bargains which are in our real interest, rather than destructive of these

interests.

It is often said that Britain's present is Canada and the U. S.'s

future. If so, it is a grim future. In no other country has the 'normal"

behaviour of labour unions been so destructive of the economy and of the long

run interests of their own members. The British Trades Union Congress (TUC)

has long held vast power over government and business in Britain. Now, this

is not necessarily a bad thing, but what is bad is the stupidity with w-hich

they have used this power -- excessive wage hikes, resistence to moderniza-

tion, and over-manning requirements have contributed to the slowest growth

of real output, and investment, and the highest rate of inflation in the

industrialized world. Suppose they used their power intelligently, however?

Suppose just one of the top leaders of the TUC thought the whole sftion

through clearly, or rad Turner, or me and that he addressed his mates somewhat

as follows.

"Men, I'm tired of being stupid. Tired of leading my troops into a taxflation

ambush time after tine. Let's stop this gave of knocking off one company

at a time for higher w~ayes which osly lead to highcr prices, higher taxes,

the fall of the Pound, Pro; lower emnploynment. Let's organize for a general

strike, so we call back Britain to the wall if we have to enforce our mill!
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Then let's demand the fol lowing of government and bus iness. I. We demand

that you cut a I wages and salaries, including the Prime Ministers, the Queen's

Allowance etc., dividends etc., and other incomes, say lC%. 2. We demand

that businesses cut prices by lO' plus the annual productivity gain, thus

13t. 3. We demand that the government not raise the tax rate, thus that

our tax payments fall at least 2%. 4. We demand that the government stop

preventing a return to full employment, that it consider whether further tax

cuts might be made where they would do the most good in stimulating jobs

producing real goods and services, not make work. Let society inscribe upon

its banners, Cut the money wage! Raise the real wage! -lOT - (.13T + -2t) =

Workers of the world, unite!! You have nothing to lose but your money illusion!!!

You have a world to win!!!! ABC on D Day!!!!

Oratory aside, the benefits to Britain of adopting the program

proposed by my wythical intelligent TUC leader are immediate and immense.

Stagflation is ended and full employment is quickly restored. The Pound,

from being a sick currency, rising now, only because of nortlh sea oil, would rise in
value . British exports
now so over priced, would be eagerly purchased by the benighted residents

of less enlightened countries -- countries which hopefully would quickly

follow England's lead into a full employment non-inflationary world. Interest

rates, now kept so high by the expectation of continued inflation, and

"tight" croney to resist that inflation, would fall drastically, With stable

prices, mortgage interest rates should fall to the 4% to 6% range we enjoyed

in the 19
1
40's. Low interest rates -- a major goal of Keynes', - but not

Keynesians -- are important ars society builds massive newr capital projects

to tap the power of the sun and the wind as the oi l runs out . The money
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supply (whatever that is, N1 N2 ... ) could stop growing for a time

(policy proposal (d)) or even shrink somewhat, thus saving much paper and

ink, and making the monetarists happy. (Though I suppose they would use

up all that paper and ink trying to prove that the fall of the price

level xzas the effect of the fall of the money supply rather than its cause.)

The most difficult administrative problems are foreseeable regarding

price cuts.

While the proposal is that all wage and non-wage personal incomes

are to be cut by the same percent (say 10% for expository purposes), prices,

on the average should fall by the wage cut plus the productivity gain (say

13%). Since most service activities are little blessed with productivity

gains, their prices can fall by only the income cut without squeezing profit

margins. Therefore, manufacturing and farm output, where productivity gains

are concentrated, should fall by more than 13% in price so that the overall

target can be met.

Furthermore, productivity gains are spread out throughout the year,

rather than realizable on "D" (for deflation) Day. Therefore, on D Day, it

might be legislated that all prices fall by at least 10%, while certain

manufacturing goods and farm products are to fall by, say, 12%. (In the

case of farm products it might be well to lower only the official support,

or regulated prices by 12% while letting actual prices be influenced by

market forces). In subsequent steps three or four months apart, manufactured

goods in various sectors could be scheduled for further cuts. Corporations

might be directed to lower the weighted average of their prices by, say, an

additrLonal 5% over the remainder of the year, the decision as to which
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prices to cut being up to them. This is similar to the directives under

which the automobile companies are moving to increase the "fleet average"

gas economy of their cars. In subsequent years the goal would be to maintain

the average level of prices and it is here assumed that some variant of

TIP ("carrot", "stick", etc.) would be sufficient if the rewards and

penalties were adequately chosen.

Again, much will depend upon the course of the foreign exchange

rate. If it moves upward only slowly the period after D Day would see a

spurt in exports as the deflating country's goods can be sold for more

outside its borders. If, as is assumed, the country has been in a net

deficit position with heavy unemployment this surge in exports (and fall in

imports) is all to the good in reducing or eliminating both problems while

putting upward pressure on the exchange rate. As already stated, the

course of capital flows is difficult to foresee -- the higher value of the

deflating country's money tends toward international appreciation while

its falling interest rates might induce capital flights and even some

(perverse) depreciation during a "wait and see" period.

Limitations of the NRW Equation: Debt Interest, and Expectations

If a 10 percent wage and non-wage reduction would do much good,

would not a 20 or 30 percent reduction do that much more? Certainly, according

to our lIRW equation it would, which points up important limitations of that

equation. For small changes in the wage and price level, debt effects are

not crucial. For large changes they are. Unless it is possible to index

all debt contracts, the deflation our intellignt TUC leader is advocating

will aid creditors aid injure debtors. To some extent, the debtor and creditor

are the sare person at different points on his life cycle -- t.:!iat he loses

on his mortgage payment, he (laims on his p.nsion, bat scill whc pio:lcm

would becce' severe for large p. rcentagt' changes in incomes and prices.
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In 1976, the last year for which the Economic Report of the President

supplies the figure, Net Public and Private Debt in the U.S. totalled

$3,355 billion, while GNP totalled $1,700 billion. Clearly the real cost

of making contractual interest and principal repayments on this debt load

rise if the price level is lowered. If all loan contracts were short term

or renegotiable the transition would be easily weathered. However, many

bond and mortgage contracts are of many years duration. For more than 40

years the course of the price level has been upward so that the real rate

of interest has fallen short of the nominal rate. At the time of the "short

sharp shock" envisioned above, the real rate of interest on existing debts

will rise even as the nominal interest rate falls. In the subsequent period

of stable prices the nominal and real interest rate must be kept as low as

possible in order to promote growth. The result can only be a sharp rise

the price of existing high interest rate debts and some capital gains to

bondholders. For 40 years or more the shoe has been on the other foot,

with negative real rates of interest in marV years, and it is suggested that

society honor all existing debt contracts in deflation as in inflation.

A further foreseeable consequence of the scenario here envisioned

is a major fall in real estate prices -- a 131 fall in the all over price

level leading to a fall in land and existing house prices by perhaps 25%

or more. This shakeout is a necessary result of the reversal of the inflationary

expectations which bid real estate prices to present levels and ultimately,

when coupled with lower interest rates, will spark a revival of house building.

However, the trauma to financial institutions will be great and since there

is probably much truth to Hyman Minsky's "financial instability hypothesis"8

7 By 19;9 total indebtedness in the U.S. must exceed S4 trillion but they

quit p blishing the fitgre. 
t

hy
9

See Iu:1 ' P. Minskv, "Financial Resources in a Fragile Financial Environment",

C. Ihla-nge July/Augfnst 1975, pp. 6-13; _ , John Nay'ard _Kvno, New York,

Cullmrc'j I ni\-rsity Press, 1975; , "The Financial Instability Hypothesis:

An Intcrpretatlon of Keynes and an Altcrnntive to 'Standard' Theorv",

Challe.,nLs, Miarch/Airi I 1977, pp. 20C-27.
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it would be wise to be cautious here. It may be that a 13% deflation would

be too strong a medicine to administer given the "fragility" of the current

financial environment. Perhaps a cut half as big, if followed by an era of

stable prices, would obtain all the benefits sought at lesser cost. The

important thing, however, is to change peoples' present inflationary

expectations to expectations of price stability and it is here argued that

a mere price "freeze" will not do this.

Figure 1 traces the history of the long and short run rate of

interest in the U.S. from 1929 through 1978. Notable is the greater

volatility of the short than the long rate and that it tends to approximate

the long rate except in "abnormal" periods -- such as the Great Depression

and IdWII era when the short rate sagged far more than the long rate, and

9periods like the present where the short rate exceeds the long.

The nominal rate of interest (short and long) is important to

business costs and thus to the location of Keynes' Aggregate Supply Function.

However, it is the real rate of interest, and even more importantly the

expected real rate of interest, which is important to decisions whether to

Among the many defects of Hicks' IS = LM diagram, with which we have all
been miseducated and in our turn have miseducated the young, is that it
makes no distinction between "the" short and long rate. Clearly it is
the long rate which is relevant to investment (and thus to the location
of the IS line) while it is the short rate which can be affected by
monetary policy and is thus relevant on the LM side. Keynes' "liquidity
trap" argument -- that expansionary monetary policy might drive down
the short rate but have little or no effect on the long rate on which
recovery from depression depends - has been misunderstood and his proposed
solution -- that the central bank tender a "complex offer ... to buy
and sell at stated prices gilt edged bonds of all maturities" -- has
not been carried out. (See Keynes, General Theory, p. 206.)

10 Also much neglected by conventional theory. For some attention to
interest cost see my, "Neo-Orthodox Kevnesianism and the 45 Heresy",
Nebraska Journal of Ecenomics and Business, 6, (Autumn 1967), pp. 34-39;
and my Stngflation and the P..stard Kcynesians, Waterloo University Press,
1976, Chapters 5, 6, and 7.
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(a) resrain liquid or lend short or long term, (b) borrow to make real

investments. It is not possible to study directly expected interest rates.

However, in order to study the real rate of interest one need merely calculate

the year to year change in the price level and add it to the nominal rate

of interest in years in which the prive level fell and subtract it in years

when the price level rose. Thus in 1932 the nominal short term rate of

interest on prime commercial paper in the U.S. was .0264 and the price level

fell in that year by .112. Thus the real short term rate was a large .1393

(.0264 + .1120). In 1942 the nominal short rate was only .0066 and the price

level rose by .129. Thus the real short rate was minus .1224. It very

much paid to hoard money (if you had any) in 1932 -- you gained 11.2% on

idle money. It did not pay to borrow money -- you had to pay back 13.9%

more purchasing power than you borromed. In 1942 it was just the other way

round. It paid to borrow and spend rather than hoard - if you find anything

on which to spend in VWII.

Figure 2 compares nominal and real short term interest rates from

1929 to 1978, while Figure 3 carries out the same comparison for the long

term interest rate. Several points are of present concern.

(a) So long as the price level is falling sharply -- as it was

from 1929 to 1933 -- (down some 23%) the short and long term rate of interest

is very high. This consideration alone is sufficient to destroy the "Pigou"

(and the "Keynes") effects of a falling price level. Investment would fall

and people would hold back on consumption expenditures as long as falling

Again we see how misleading is the IS = LW1 model. The diagram proports
to be concersed with the real level of output and the real interest
rate. The horizontal section of the LM function proports to trace the
liquidity trap argument that the rate of interest cannot fall to zero.
Clearly, however, the real rate of interest: can, and often does, fall
through zero to negative values. It is the nominal short term rate of
interest which can only approach hut never equal zero, and it is not
the nominal rate that IS = LM proports to explain.
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Flgure 2 Nominal and Real Short Term
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Figure 3 Nominal and leal Long Term
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prices adc such behaviour pay off and the depression would get worse, not

be alleviated as Pigou, and to a lesser extent Keynes, believed. In terms

of the usual diagrams, the IS and l1I functions would shift upward and leftward,

not downward and rightward as the textbooks have it. A falling price level

is thtas adverse to higher employment, while a fallen price level confers no

particular advantage except when authorities have been "fighting" inflation

by causing/permitting/not resisting unemployment. But this case is our

present case, which the "short sharp shock" of one shot deflation seeks to

cure.

(b) From 1933 to 1934 real rates of interest fell sharply as

prices rose during deep depression (largely through the NRA codes, which

may have been misguided, and which certainly demonstrate that "excess

demand" need not be present for there to be price increases). The failure

of the U.S. economy to expand more rapidly, particularly after the aggressively

easy money policy of the 1938-40 period, demonstrated Keynes' point that

open market policy, particulary if confined to the short end of the interest

spectrum, is incapable of ending deep depression without the aid of fiscal

policy.

(c) The real short term interest rate was negative in most

years from 1934 through 1958, and the real long term rate averaged near

zero over the same 25 year period. These negative to zero real interest

rates contributed greatly to the recovery and after the war, the buoyant

economy of these years. It is possible, but unproved, that a negative real

rate (i.e., "unexpected inflation") is necessary to maintain near full

employment given the "over savings" propensities of our society. At any

event, the real rate of interest must be kept low for investment to be

strong, as Kcynes so vigourously maintained.
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(d) The fact that lenders accepted negative or zero real rates

of interest from 1934 to 1958 suggest that throughout this period the

ex ted real rate of interest was higher than the realized rate of interest.

That is to say, people expected inflation to end and fears of depression

kept them from spending as freely as the objective situation warranted.

The slowness with which expectations adapted to the reality of persistent

slow inflation suggests strongly that monetarists are off on another wild

goose chase with the present "rational expectations" literature. This

literature seeks to demonstrate that participants in "the market" can foresee

correctly the outcome of governmental fiscal, monetary and other policies,

so that there is practically instantaneous adjustment to the new equilibrium.

The history surveyed in Figures 1 through 3 would seem to indicate strongly

that borrowers and lenders cannot foresee the future and continue for long

periods to make contracts which are greatly injurious to one or the other

party to the contract. This tendency for slow adjustment of expectations

is relevant to the "radical" policies advocated here -- people may expect

inflation to continue, or resume, and contract for unduly high real interest

rates.

(e) The increasing nominal rates of interest in the past 20 years,

and particularly in the past 10 years, as borrowers and lenders have come to expect

continuing inflation and co allow for it, is itself one of the important

causes of inflation. Economists have not focused upon this "cost push"

aspect of rising interest rates because they have never integrated their

theories "of interest as a production cost, as a return to the claimants of

capital, and as a varial'le in monetary policy", as George Horwich put it.

12 G. Honaich, "Tight Money, Monetary Restraint, and the Price Level",
Jn,,raln of Finance. 21. March 1966, no. 15-33. Sec my "Comment" and
horicrh's "Reply" Jourzna of Fisl;lsc, 26, March 1971, pp. 152-8.
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If ever wie are to obtain a stable price level with full employment, interest

rates will have to fall drastically. The next section contains a "radical-

conservative" proposal to obtain this end.

The "Tax-Bond" P ropsal (e)

In two important, and too little read, books, William Krehm has

traced much of the inflation, so called, of our present era to the

disproportionate rise of the government sector and proposed the "Tax Bond"

as a partial rcmedy. At present the government approaches the corporate

and individual citizen in one of two ways; either as a hard hearted, no

nonsense tax-collector -- pay up or else; or as a soft spoken, pleading

bond peddler. Krehm's "tax-bond" is a middle way, with important advantages

over either extreme. Society's present investment in public structures,

roads, education, etc. was largely financed on a "pay as you go basis"

-- something no home owner or private business would do, .and its rapid

growth in recent decades has, in Krehm's view, contributed unnecessarily

to the price rise. Krehm suggests that society borrow against this "hump"

of assets while cutting current taxes to reverse the "shift and countershift"

multipliers be sees at work raising the price level. He suggests the

"forced-sale" of tax-bonds in lieu of taxes at below market rates of interest

rates, to bisincsses and individuals. The argument recalls several of

Keynes' points in How to Pay for the Tear regarding the differing morale

and incenti ve, or "supply side" eifects engendered by bonds and tax

receipts. Keynes felt that if WI-I were to be wholly tax financed the

marginal rate of taxation on workers might becser as high as 90% and that

13 ,Nillia i Krehm, Price, in a .i ed tonova: Our R~ecord -of Disaster,

lieu jeena. 're'tvo, V 15 babes Tower: lhe 1vonamics If Ecoenomic

_Brce ',_de-, Thornwer'd, Toronto, 1917.
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in consequence people would be unwilling to ork overtime and weekends (except

for emergency, patriotic reasons). Hle held, however, that people forced

to save in the form of war bonds would be willing to work long hours and

that the savings could be spent to maintain demand in the postwar period.

Present circumstances differ greatly from wartime Britain yet the

tax-bond has a useful role to play. The corporate liquidity squeeze would

be much relieved by the gentler tax-bond way of finance, as the bonds could

be sold (at a discount because of their low interest rate) to raise funds

for expansion. Further, as the public debt is increasingly

refinanced with ordinary business and households, the banking and insurance

system would compete down the rate of interest charged private borrowers,

setting in motion further forces to hold costs and prices down. Krehm

suggests varying the coupon rate on tax-bonds, raising the rate when the

economy is especially depressed to, say, 3 or 47 on the longest terms and

lowering the rate, to\say 2% on long terms when the economy is buoyant.

The central point of the tax-bond, however, is that it is not sold to

compete with other borrowers in the normal loan market. Being allowed to

buy tax-bonds rather than be taxed is a valuable privilege, no matter how

low the interest rate, as the tax-bond will ultimately be redeemed.

Coupled with the incomes controls advocated in the earlier sections of

this paper, the tax-bond can help finance a non-inflationary full employment

world with interest rates at late 1930's through MM111 levels.

99-166 0 - 82 - 21
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Concludinon~ments

This paper is already over long, and yet is is embarassingly

sketchy regarding many questions. Nothing has been said regarding the

longer run issues regarding TIP (f), slowing down the growth of government

(g) and regarding "self inflicted wounds" (h). However, much has been

written on these matters elsewhere by others. Here suffice it to say that

if the "tax-bond" is merely used as a less painful way of financing a

continuing disproportionate growth of public sector spending its net impact

will be inflationary, rather than deflationary. Much could also be said

regarding the desireability of cutting top salaries by more than the average

percent (because such persons will also get the biggest tax break) or cutting

the minimum wage and unemployment compensation by more than the standard

percent (to "tilt" the margin in favor of work rather than welfare).

However, perfect justice forever eludes and a uniform percentage would seem

much easier to enact and to police. For now, however, it is only the main

point I want to stress -- stagflation can be ended, and quickly, by an

across the board wage and non-wage income and price cut, and then we

could get to work trying to solve the really difficult problems.

What is the likelihood that some country will give it a try? This

is a world of instant communication and rapid change. If we had been told

a few years ago that people would quickly stop using aerosol sprays because

of a remote threat to the upper atmosphere; if we had been told the U.S.

would give up on building a supersonic transport just because it is noisy,

dirty, uneconomic, and also treatens the ozone layer, I dare say most of

us would hardly believe it. If I had been told a decade ago that a few

years after the introduction of the pill and easier abortion, the U.S. and

Canadian birthrate would fall below net reproduction, so that eventual
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depopulation, rather than the population explosion becomes rite new threat,

I would have been skeptical. If you told me ten years ago that my sons

would soon be wearing their hair longer than my daughters ...

These are rapidly changing times. People can adapt quickly to

all kinds of "unlikely" or even "impossible" appearing things. And then

after the change some wise fellow will come forward to show it was "inevitable".

Should England try the above proposed scenario? Or Canada pioneer?)4Why

not? The difficulties, federal-provincial separation or powers, Quebec,

and all, are great. But so is the need. We have the highest rate of

unemployment in the "high income" world. The one thing other countries

should not do is wait around for the United States to take the lead. Based

on past performance the U.S. is the last country on earth to try anything

new and useful in the socio-economic realm. Even with Hitler, it took

three years of World War to get them up to full employment.

But somewhere, soon, it is not impossible that some top labour

leader will say to his fellows, "Men, I'm tired of being stupid ... Now

let's get organized to really help our men!" Or some top political leader

may use his Anti-inflation Board to stop and reverse inflation in one step. 5

And after it was all over some pundit will say, "Of course, only sensible

thing to do! Inevitable!"

14 For some worthy Canadian pioneering regarding detaxation and charging

for goverttnent services see Richard Bird, Charging For Public Services:

A New Look at an Old Idea, Toronto: Canadian Tax Foundation, 1976, and

A. R. Bailey and D. C. Hull, A More Revenue agpendent Public Sector,

Supply and Services Canada, Hull, 1979.

15 Indeed, as the attached newspaper article makes evident, Switzerland

has alreadv had the wit to tise its special circumstances to opt nut

of stagflation. Those who merely throw up their hands and cry "OPEC!"

when it is suggested that stagflation can be ended should remember

that Switzerland has no oil and very little coal.
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SOME ASPECTS OF INTEREST AND REAGANOMICS

by William F. Hixson

I

The political crisis in Poland which has been so much in the'
news headlines of; late has been paralleled by a' financial crisis.
In addition to all its troubles with the Solidarity movement at
home, the Polish tgovernment has had problems with bankers abroad.
Poland is not only unable to meet its debt repayment obligations,
it is unable even to borrow enough to pay interest due. Nor is
Poland the only country in the world with such a problem; there
are many countries with an external debt so large and an annual
interest burden so oppressive that they avoid being declared
bankrupt only because they are able to arrange new loans with
which to pay interest on previous loans. This: they are able to
do because the creditor banks feel compelled at any cost to
prevent an open default---a default which would destroy the myth
that their earlier loans are assets.

My reason for repeating what is common knowledge about the
propensity of foreign countries to avoid bankruptcy by borrowing
to pay interest is that it provides an introduction for a less
commonly acknowledged fact, namely, that borrowing to pay interest
has become a way of life for the private sector of the United
States economy as well. Before setting out in earnest to support
this statement, however, I wish to cite a few other background
facts about debt and interest in this country.
Item 1. In 1972 the consumption of petroleum in the United States
amounted to six billion barrels at $3.39 per barrel for a total
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of $20.3 billion. In 1981 at $37.00 per barrel the cost of six

billion barrels was $222.0 billion. The oil bill thus increased

about i200 billion in nine years. 1 There is general agreement

that everyone who could do so passed on the increased petroleum

cost in the form of higher prices and that the net effect of

higher oil prices has been higher prices for almost everything.

"There is no doubt," says a report of the Joint Economic Committee

of Congress, "thatVif... in the 1970s... oil prices (had remained)

reasonably stable, inflation would have been much lower".
2

In 1972 the average rate of interest on the total private plus

government debt in this country was 6%. By;1981 this average

had risen to 10% and because of the higher .interest rates Americans

paid $225 bTillion more interest in' 1981 than they would have paid

had the 1972 rates prevailed.
3 Everyone who could surely passed

on the increased interest cost in the form of higher prices and

surely the net effect of the greater interest burden has been

higher prices for almost everything. Strangely, the Joint

Economic Committee has not one word to say about increased interest

burden as a cause of inflation.

The economic devastation wrought by the $200 billion oil rip-

off---by no means solely a domestic matter---has evoked demands e

for excess-profits taxes and even evoked calls for the national-

ization of oil reserves. It is interesting and quite curious that

the equally great devastation wrought by the $200 billion interest

rip-off---almost entirely a domestic matter---has resulted in

no comparable calls for excess-interest taxes or for the national-

ization of credit reserves.

Item 2. From 1980 to 1981 the "wage bill", portion of National

Income increased ll%---only i of 1% faster than total National
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Income. Over the same period, the interest portion of National

Income increased 194j% or 9% faster than the total. Nevertheless

everyone talks about inflation being caused by increases in wages

in excess of increases in the productivity of labor and virtually

no-one talks about the fact that there has beenno measurable

increase in the productivity of borrowed money to justify the

huge increases in the cost of borrowed money.

Item A. Alan Greenspan is hardly an alarmist by any definition

yet in the Mar-Apl 1980 issue of Challenge he wrote as follows:

...the total interest and scheduled amortization payments
on both mortgage and installment-debt currently accounts
for 28 percent of cash disposable personal income...
Moreover, nearly one-fifth of all American families owe
no debt at all at this time. Consequently, the four-
fifths of families who are debtors must be allocating
roughly 35 percent of their cash disposable income for
debt service payments. If the average of debtors is
that high, a substantial portion of households must
surely be committing closer to 50 percent of their
monthly paychecks to debt service.

We may safely assume that a considerable number of the house-

holds with half their paychecks going to pay debt service were

either unable or unwilling to live on the remainder and that

they increased their spending on goods and services by such ex-

pedients as "consolidation" loans, second mortgages, and the like,

that is, that in effect they borrowed to pay interest.

Irving Fisher's favorite word for describing the condition of

our economy in 1929 was "overindebtbdness". 5 My purpose here

is to show that once again overindebtedness is, or at any rate,

should be, a matter of first concern. Further, that when our

basic problem is taken to be inflation or stagflation rather

than overindebtedness, the result is much mis-directed and

unrewarding research.
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PART II

The best way to get to the heart of the cause of our current

economic malaise is by consideration of the ratio of private

sector borrowing, or what I prefer to call, Private Deficit X

Spending (PDS) to Private Debt Interest (PDI),. "Private Sector"

as used here refers to the investment sub-sector as well as

the consumer sub-sector. There may be a better way than the

PDS/PDI ratio to bring into sharp focus just what has gone wrong

with this econcmy but it has not come to my attention.

Table I shows six periods of one to four years in length and,

for each period, the average annual PDS and PDI. It shows as

well the PDS/PDI ratio and finally the compound per annum growth

rate of Real Gross National Product (RGNP).

Table I

Period No. PDS PDI PDS/PDI RGNP
(inclusive) Years (billions current $)

10967-69 3 99.6 68.8 114.8% +3.37%
1970 1 8953 90.8 93.9 - 18
1971-73 3 179. 113.7 * 158.1
19741-75 2 116.9 170.0 68.8 -

1976-79 14 343.7 241.3 142.4 +4.70
1980 1 315.5 385.o 81.9 - .16

Note from Table I that in the first, third, and fifth periods

(which were periods of RGNP growth) the PDS/PDI ratio was

between 140 and 160 percent while during the second, fourth, and

sixth periods (periods of RGNP decline) the ratio was between

68 and 94- percent. What is evident is that when 40 to 60 per-

cent more than enough to pay interest was borrowed by the private

sector, the economy prospered but that when less than enough to

pay interest was borrowed, a recession ensued. In other words,
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all of our troubles are not due to an out of balance federal

budget and the private sector of the economy is nearly as

bankrupt as Poland.

The patent and perhaps somewhat startling showing of Tables~

I is not the result of averaging or other clever manipulation

of the data as Graph I shows. The graph provides curves for

the PDS/PDI ratio and for the RGNP growth rate for years 1968-80

and demonstrate that even on an annual basis there is a close

correlation between the cyclical fluctuations in the two curves.

We shall see later that there is an even closer correlation

between the RGNP curve and the ratio of Total (government +

private) Deficit Spending(TDS) to Total Debt Interest (TDI) but

the PDS/PDI ratio deserves further attention before we turn

to TDS/TDI.

The fluctuations of PDS/PDI over a more extended time period---

1947-80---is shown by Graph II. Because the curves overlap in

such a way to confuse no RGNP curve has been shown but note

that the low points on the PDS/PDI curve teading from left to

right correspond to the slump of 191+9, the recessions of 1951+

and 1958, the mini-recession of 1960, the "credit brunch",of

1966-67, and the recessions of 1970, 1974-75, and 1980. Note

especially the general downtrend of the curve. This shows how

our present troubles have slowly but inexorably developed over

a period of three decades.

A declining PDS/PDI curve is, above all, indicative of the

fact that the private sector is finding it increasingly difficult

to borrow enough to pay Its interest burden despite the herculean

efforts of the federal government to facilitate the process by
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loan-guarantees, interest-rate-subsidies, tax-cuts, panic

orders for poorly planned military hardware, import-export-

subsidies, and expansion of the money supply at such a rate

as to permit private debt to increase more from 1973 to 1980 @

than from 1789 to 1973.

What is shown by the declining PDS/PDI curve of Graph II

may be shown in another way by Graph III which shows curves

for PDS and PDIU Everyone knows how a given sum increases at

compound interest but when not only is enough borrowed to pay

interest but an additional amount borrowed to keep the economy

growing and when, on top of all this, the rate of interest

increases secularly, then the rate of growth of interest burden

can only be described as fantastic. As Graph III shows, from

19146 to 1980 the private sector interest burden increased 75

times. Meanwhile the income out of which this interest had to

be paid---$GNP---increased only 12j- times and RGNP only 3 times.

Graph III shows that the more the private sector borrows, the

more interest it has to pay, and the more interest it has to

pay the more it has to borrow to pay the interest and :keep the

economy above the recession level. Behind all the other more

talked-about spirals of this gyrating out of control economy

is the PDI-PDS-PDI amplifying-feedback spiral.

If only minor artistic liberties are taken this spiral can

be shown as by Graph IV. This graph plots PDI in billions of

current dollars on the horizontal scale and PDS in the same

units on the vertical scale. Points corresponding to the PDS

and PDI values of each year from 1967 to 1980 are marked and

labeled and then connected by the dashed spiraling curve. A
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faint line at 4F50 represents PDS/PDI - 100%. "Credit crunch"

year 1967 is barely above the line and recession years 1970,
1974-75, and 1980 are below the line. The 450 line more or
less corresponds to the secular trend of the ratio.

As mentioned above a key factor in the rapid growth of PDI
and hence of PDS has been an increase in the average Private
Debt Interest Rate (PDIR)---it has nearly tripled since the end
of World War II.i It is customary to blame high interest rates
almost entirely on high rates of inflation but this is a gross
oversimplification. There is another hypothesis, one usually
ignored but nevertheless one deserving of more attention than
economists generally accord it, namely, that it is the increasing
shakiness of the private debt structure and the increasing aware-
ness on the part of creditors of the nearly hopeless state of
affairs which drives up interest rates. "The relationship

between interest rates and risk... lies at the heart of the
banker's art." 7 This is especially true of long term interest
rates. When higher risk pushes up interest rates, the interest
burden increases accordingly, and, when all debtors in a position
to do so, pass on this higher interest burden in the form of
higher prices, it is the inflation rate which goes up because of
higher interest rates, as well as vice versa.

I am, of course, not contending that the passing on of
interest burden in the form of higher prices is the only cost-
push factor in the inflation of the past decade nor that such
inflation could have been sustained without constant increases
in the money supply. What I do contend is that interest-push
is an extremely important---increasingly important---albeit
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seldom emphasized factor and that just as interest rates tend

to increase with inflation rates, inflation rates tend to

increase because of interest rate increases.

Although intuitively we all know that "borrowing to pay

interest" by the private sector is a process which must

necessarily'eventually terminate, it is desirable to approach

the matter analytically as well. To this end, let us now

consider Graphs V and VI. The first of these graphs shows

by heavy solid lines how $GNP and PDI increased during the

eight years of the Eisenhower.Administration, that is, from

1952 to 1960. The faint dashed lines of the graph show a

projection of the 1952-60 growth to intersection at point A

in year 2002. What this graph tells us is that as early as

1960 it was obvious the system could not continue to function

as over the previous eight. years without a breakdown sometime

before 1990 when it would take an impossible 50 percent of

$GNP to pay the private debt interest burden.

It is vital to understand that long before the Vietnam War,

The Great Society, EPA, CPA, OSHA, the decline in the growth

rate of labor productivity, before OPEC---before any of the

factors on which our present crisis is usually blamed---it was

obvious that eventually the differential between the growth

rate of $GNP and PDI was bound to produce a profound crisis.

It was also obvious that if the growth rate of PDI was to be

sustained even a matter of decades this would only be possible

by borrowing to pay interest and thus inflating income or $GNP.

That this is precisely what happened and how it happened is shown

by Graph VI.

Q9-166 0 - 82 - 22



334

n . . . .. . . . . . . . . . .. . . . .. W -- - - . I!

i1 i _71-H 4F - b4£

oi+ : .~ 1 H E

-- - --- ---

C.Iza -q

S�

GRAPH V

47f

E

f -H ,

t i t t - A - - A H f A
ME 4-] I m

-i- 411

l-I- fTi-i--f I i t T i H
ziThttl1l-H~

t L-I Im 4-tl -ll -bt-i-i- W1-14-!- 1-44-1

al

th
I

PII

T-f - tuwt4±

- ZiW 1Zsi 5 VX t

i1

-4v

LT

41_

- fH I-

II

IT]

t-i4

4�1��4�

-f- Ht4 -U i- U 'I T TDl_7

I-I I l I [

-1-114+-t tlA--

tii
r ti t- --f t

, .Ii *Ijn n T r ftli--I

15

4T -TTF

: lwo-- I :-

i --i+l i-$-.l '

tt
: - T j� -:pl-j7j

� -- --, AlMv- -i-

.a

lgf

W

IT-FIE-~TJA

.e: ja

,Wi i'-t'i ii--;ii f.

t- m- L--~t I

2. 0 (OtcSo t VI a * q'o

- ...... T



335

Graph VI shows curves for the actual growth of $GNP and PDI

from 1950 to 1979 in solid lines. It shows also the same

dashed lines as Graph V converging on point A. It shows as

well a dashed line projection of the growth of $GNP and PDI ,

from 1978 to 1979 intersecting at point B in 1997---five years

earlier than the 1952-60 projection. Whatevei merit there may

be in the argument that debt can be "inflated away" there is

obviously no meitt whatever in the suggestion that interest

burden can be so easily banished. It is interesting to

calculate that at point B in 1997 PDI would equal over $17

trillion or 6* times the 1980 $GNP and even that utterly incredible

amount of inflation would be to no avail.
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Part III

While the overall picture sketched in Part II concerns only

the private sector it, nevertheless, offers a very good first

approximation of what is true of the total economy. If

government is brought into the picture and we consider the

TDS/TDI ratio instead of PDS/PDI less is changed than might

be supposed. This is shown by Table II, the counterpart of

Table I except hat PDS/PDI has been brought forward from.

Table I for direct comparison to TDS'/TDI.

Table II

Period No. TDS TDI TDS/TDI PDS/PDI
(Inclusive) Years (billions current $)

1967-69 3 120.9 86.6 139.6% 144.8%
1970 1 118.4 112.9 104. 9 9.9
1971-73 3 223.0 139.2 160.2 158.1
1974-75 2 196.6 205.8 95.5 68.2
1976-79 4 450.4 296.8 151.8 142.4
1980' 1 464.6 478.0 97.2 81.9

Just as in the-case of PDS/PDI, only when TDS/TDI is sub-

stantially above 100% does the country enjoy prosperity. The

effect of government deficit spending is most obvious in the

difference between the ratios during the recession years. The

policies of the government have been significantly contra-cyclical

during recessions as, of course, has been intended.

Graph VII shows curves for TDS/TDI and PDS/PDI for years

1967-80. The general shape and proportions of the curves are

clearly similar. Another way of showing that the conclusions

reached on the basis of considering the private sector alone

are substantially the same as the conclusions which follow from

considering the total economy is Graph VIII. Here is shown

curves for growth of TDI and $GNP for 1950-79, projections
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of 1952-60 growth to point A, and projections of 1978-79

growth to point B'. Point Al falls in 2008 compared to 2002 -

for point A on' Graph VI. B' falls in 1996 compared-to 1997

for point B on Graph VI. Thus, so far as years 1950-79 are

concerned, essentially the same conclusions follow whether

we concern ourselves With TDS/TDI or PDS/PDI. 1

For other years, for years ofriraior'rdepressiof inzparticular,.

PDS/PDI-is less',fignificant than TDS/TDI because of the far

greater federal deficit spending in such years. Graph IX shows

a TDS/TDI curve for years 1917-1980:' This is a highly signif-

icant curve and the following in particular should be noted:

1. The curve begins at the left with the ratio very high due

primarily to World War I spending.

2. The war was followed by a deep, short depression in 1921

and the TDS/TDI ratio dropped far below 100%.

3. The ratio was near 100% during the boom years of the twenties

due almost entirely to private deficit spending. The federal

debt actually declined throughout the twenties.

4. From 1930-34. TDS was negative, that is, more debt was either

paid-off or cancelled by bankruptcies, mostly the. latter, than

money was borrowed. The bankruptcies, of course, were in the

private sector. A government never goes broke in the same

sense as a private enterprise. TD8 was negative again in 1938

and 1946.

5. For 19)41-44 federal deficit spending set new'all-time highs

and so did TDS/TDI and RGNP.

6. Slnce 1946 "the mixed economy" has been far more carefully

controlled than during the earlier years and TDS/TDI has been
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held within a comparatively nar±pw range. Nevertheless,-note

the steady downtrend in TDS/TDI and compare with the downtrend

of PDS/PDI shown by Graph II.

The close correlation between the growth of the economy in.s

real terms and the degree to which the TDS/TDI ratio exceeds

100% io evident from Graph IX but is a matter of such import-

ance Table III has been prepared as a supplement to the graph.

Tabl'e'III will ' considered self-explanatory except that two

general observations beg torbe made. First, that the cause of

the Great Depression was that for whatever reason borrowers

were unable or unwilling to borrow and lenders were unable or

unwilling to lend 'in such a way'that TDS could exceed TDI.

Second, that what ended the Great Depression was no;, as is so

often said, "the war", but federal deficit spending for the war.

There is every reason to suppose that deficit spending, federal

or otherwise, for any purpose whatever, so long as it materially

exceeded TDI would have ended the depression.

The time-honored mechanism for bringing an out-of-control

interest burden back to tolerable proportions is a debt-liquid-

ating, interest rate-reducing depression. The effect of such

a depression on private-debt is shown by the topmost curve of

Graph X. Private debt peaked in 1929 at $161.8 billion. By

1934 private debt was down to $124.5 billion---a 23 percent

liquidation. (In 1981 private debt was$S.1 trillion and a.

similar liquidation would sweep away Just under a trillion

dollars of assets.)

The two curves at the center of Graph X show the course of

long-term and short-term interest rates. From 1930 to 1940
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Period No.
(Inclusive) 'Yrs.

1917-18 2

1919-22 ' 4

1923-28 6
1923-29 7

1930-38 9
1930-39 104'

194+0-4+5 *6

3

1946-49 4
1946-50 5
1946-51 6

1951-65 15

1966-80 15

Table III

TDS
Av. Yr.

$17.7 bil.

*5.7.

7.7.
7.4 .

-1.3
. .

13.2-
53.1

10.0
16.1
18.9

51.3

259.8

TDI
Av. Yr.

$ 4.8 bil.

6.3

735 '

6.6-
6.5

7.5
8.0
8.2'

10.7
11.0
-11.4.E

35.0

195.8

TDS/TDI RGNP

368.8% +6.13%

83.8 - .63

105.5
98.7 +4.66

-19.7 --. 69
- 13.8 + .13'

494.7 -'.+9.80,
5140.0 -+10.20
647.6 +12.433

7-319
.93

165.8 + 56

146.6, +3.75

132.7 +3.15

long-term rates were reduced

fell from near 5% to i%. In

by nearly half and short-term rates

consequence of the decline in both

debt and interest rates, PDI, shown in the bottom curve of Graph

X, was more than cut in half.

A better measure of the significance of interest burden than

'its amount in dollars, however, is interest burden as a percent

of income or $GNP as shown by Graph XI. This graph covers all

years for which reasonably accurate statistics are available.

The PDI/$GNP ratio increased from around 5j% in 1917 to over

7% in 1929. The peaks in the curve above the reference line

A-A' in 1921 and after 1929 were occasioned by large drops in

$GNP rather than rapid increases in PDI. By 1945 the ratio was

less than 2% and in all probability at the lowest point this

century although there are na hard facts to prove this. One

i.
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reason---and one of the most important--- for the exceptionally

long period of post-World War IIprosperity was the thorough-

going shake-out of the economy during the long years of the

Great Depression

It was not until sometime between 1965 and 1968 that PDI/$GNP

equaled and surpassed its 1929 high. Not coincidentally this

was about the time that the Dow Jones Industrial Average, that

sensitive barometer of the general health of the economy, made

its all-time high (in real terms) and began an irregular down-

trend---a downtrend in which it still finds itself. It can

also not be taken as coincidence that shortly after PDT/$GNP

returned to its 1929 level three recessions followed in rapid

succession.

For reference purposes Graph XI shows in a dotted line the

TDI/$GNP curve for the post-World War II years. For 1980 this

curve was just under 18% and the PDI/$GNP curve near 15%,

both at all-time and precarious highs.
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I j Part IV

The crisis of our economy may'be considered from what might

be termed exactly the opposite point of view than that heretofore

taken. Rather than think in terms of interest burden on debtors

we may choose to consider the interest income of creditors.

While it is more or less obvious in advance that the new

approach is unlikely to lead to a very different conclusion

it is desirablew
tto proceed because an-entirely different set

of statistics is involved and it will be interesting to see

to what extent previous conclusions are corroborated.

Table IV shows the types of income recognized by the Department

of Commerce as constituting National Income. The latest figures

available at the time of this writing are for the third quarter

of 1981 and these are shown in Table IV along with those of

the third quarter of 1971 and the ten-year growth rates.

Table IV

Item 1971-II18 19 81-IIP Growth
Rate

Compensation of Employees, $655.7 bil. $1789.9 bil. 10.56%
Proprietors Income 66.4 137.2 7.53
Rental Income 20.5 33.9 5.16
Corporate Profits 77.5 191.2 9.1+6
Net Interest Income 143.2 219.6 17.66

Total = National Income 863.1+ 2371.9 10.63

What is most significant about Table IV is that the growth

rate of Net. Interest Income (NII) is far greater than that of

National Income (NI) while the growth rates of all other

components are smaller. There is obviously occurring a redis-

tribution of wealth from all other components to Net Interest

Income, that is, to rentiers. Moreover., this redistribution is

taking place at a rate which signalsserious trouble in the years
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immediately ahead as Graph XII shows more definitively.

The heavy solid lines of Graph XII show growth of NII and

NI for years 1950-80. Following the example of Graphs VI end

VII this graph shows a projection of the 1952-60 growth rates'

to point At' and a projection of the 1979-80 giqowth rates to

point B". Thus, Graph XII reveals essentially the same

problem as the previous graphs. Whether we begin with the

PDI/$GNP ratio,"the TDI/$GNP ratio, or the NII/NI ratio we

are led.; to the same conclusion---there is no way the system

can function another three decades the way it has functioned

the past three. There is, in fact, every reason to believe

that the system cannot function another decade as it has in

the recent past.
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Part V

There is another level of generality on which the interest

problem may be considered. Everyone has encountered at one time

or another examples of the fantastic results of compound growt~h,

for example, that if the United States population increased for

the next thousand years as over the last one-hundred years, the

population would reach three thousand trillion or three people

per square toot of land area, Alaska and Hawaii included.

Obviously it is impossible in the long run for population to

increase at a rate greater than the rate of increase of living-

space.

Similarly it is impossible in the long run for a debt in

gold, however small, to increase at a rate greater than the

rate of increase of the gold supply. One ounce of gold invested

by Pizzaro from the loot of Peru at 5 percent would now amount

to more than the gold supply of the entire world. If an economy

grows at 3A percent and the gold supply at j percent a "gold

standard" or the payment of interest in gold at a rate greater

than j percent is a long-term impossibility.

Still more generally, if an economy grows at 3A percent in

real terms, interest at a nominal rate greater than 3j percent---

say 10 percent on average as at present---must necessarily become

"unreal" at some point before the owners of the debt own everything.

What is "unreal" about the payment of interest at 10 percent

today is that it is being paid with borrowed money. This only

adds to an "unreal" debt---unreal in the sense it could never

be liquidated for anywhere near its nominal amount.
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In an economy which grows at virtually zero percent per year

as was the case with virtually all economies up until the last

few hundred years, the maximum rate of interest sustainable over

a long period was zero percent. Perhaps this is why the sage!.

and philosophers of the past, almost without exception, inveighed

against usury or interest at any percentage whatever. In

contrast, in his celebrated Defense of Usury Jeremy Bentham

declared emphatically that, "No one rate of interest is naturally

more proper than another, " but he was wrong---a rate of interest

greater than the real growth rate of the economy will in due time

bring about such a transfer of wealth from creditors to debtors

as no one would deem proper.

I conclude now with an analogy which I hope will make clear

why this problem which has been with us and slowly worsened

since the end of the Great Depression without attracting much

attention is now a matter of surpassing urgency. For the sake

of the case imagifeI a laboratory beaker of, say, 1000 ccs filled

with a nutritious broth. Imagine- that we introduce into the

broth a billionth of a cc of a micro-organism capable of

doubling every ten minutes. One would have to watch-the beaker

for hours and hours before the organism filled it one-quarter

full. In another ten minutes, however, it would be half full,

and in yet another ten minutes, completely full.

It is the nature of compound growth that a process can go

entirely unnoticed, indeed, can be unnoticeable, for great

lengths of time and then almost suddenly become impossible to

ignore. The human race required perhaps two billion years to

populate the planet; it could vastly overpopulate it in less

than another two hundred years Similarly with PaI/$GNP,
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TDI/$GNP, and NII/NI. It has been possible to ignore these

ratios without calamatous consequences up until now. We

cannot continue to ignore them much longer with similar impunity.
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Part VI

The prosperity of the first two post-World War II decades

was prosperity based on borrowed money and therefore could not

endure. The fundamental defect of "The American Way" and the $

underlying cause of the present crisis is debt dependence---

overindebtedness. Between 1947 and 1969 Private Debt (PD) in

the United States increased nearly eight-fold while SGNP only

quadrupled. This" doubling of the private sector debt/income

or TD/$GNP ratio in only twenty-two years is of surpassing

importance if the current economic problems are to'be understood.

There is no way that for over twenty years debt could increase

twice as fast as income or twice as fast as assets without

upward pressure on interest rates. That "risk insurance" should

be added to rates which would otherwise have been charged was

inevitable. Had interest rates remained constant from 1947 to 1969

the doubling of the PD/$GNP ratio would have meant a doubling of

the interest burden/income or PDI/$GNP ratio. In fact, the

average rate of interest on private debt ddubled from 1947 to

1969 and thus the PDI/$GNP ratio quadrupled.

Graph XIII shows curves for the 1947-70 growth of interest

rates, $GNP, private debtand interest burden. It shows as well

that the respective growth multiples were in the approximate

ratio of 2/4/8/16. It may be added that for 1947-80 the

multiples were in the approximate ratio of 3/9/27/81. Thus a

handy rule for the ratio appears to be x/x2/x3/x4.

Toward the end of the decade of the sixties the rate of growth

of the PD/$GNP ratio began to slow as the private sector began to

exhaust its credit. Thus began the decade of the seventies---
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a decade of Federal guarantees to facilitate private debt

growth and of massive Federal deficit spending to supplement

private debt growth. A tripling of Federal debt from 1969 to

1980 barely kept the economy limping along.

In the long run there can be no satisfactory economic

performance unless we come to grips with debt dependence and

the resulting overindebtedness. Our problem may best be defined

as how to devise.dnstitutions which will enable us to enjoy

prosperity other-4ise than on borrowed money. As Joan Robinson

wrote in Challenge (Nov.-Dec.1979):

If there were no expenditure this month except out of
last month's income, the system would quickly run down...
Thus, even to maintain, still more to expand, the flow
of income there must be some booster to expenditure over
and above expenditure out of income being currently
received.

The main boosters, of course, are budget deficits of
governments.. .the excess of business investment over and
above what is financed out of current cash flow; and
consumer's expenditure covered by borrowing.

While the long-term and root problem of the private sector

is debt dependence---the growth of the PD/$GNP ratio leading

to growth of PDI/$GWP, large-scale Federal deficit spending

brings to the fore the TDI/$GNP ratio. Graph XIV shows curves

for the latter ratio and its factors---TTD/$GNP and TDIR. What

is apparent from this graph is that our immediate problem is

interest rates---that the quickest and easiest way to bring down

the TDI/$GNP ratio is to bring down interest rates. The Reagan-

Volcker policy of record-high interest rates is absurd unless

its objective is to produce a 1930s type debt liquidation.

But somehow we must accomplish a reduction in TDIR without

a soaring growth in debt. I see no way to accomplish this other

than by credit allocation other than by "money market forces".;



356

GRAPH XIV

0.o- - - -

ix3 9; X

2 -

99166 697

I



357

tu
MU

I
0

U,
Up
2



358

Since the government already effectively controls the supply

side of money and since, therefore, forces other than market

forces are already operative, no new departure in principle

is involved in government control of who gets access to the ,

money it creates. When it was discovered in Nineteenth Century

Englandthat, in the words of Walter Bagehot, "money will

not manage itself," it also bacame apparent that a money-economy
will not manage itself. I consider it prudent to extend
government management into new areas only when it becomes

essential to survival as is now the case. Not only will

control of money have to be expanded to control of credit

but if interest rates are to be controlled there is no reasonable

argument against control of wage rates, profit rates, or prices.
Some sort of incomes policy, tax-based or otherwise, must be
an essential part of a program designed to prevent The Great
Depression II.
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NOTES

1. See, for example, "Pelf and Petroleum" by Michael Kinsley
in New Republic, June 13, 1981.

2. StaOflption: Its Causes and Cures: Dec. 1980 Joint Economics
Committee of Congress.

3. For data on debt and interest see Appendix.~

4. Sur'vev of Current Business, Jan. 1982, p. lo.

5. "The Debt-Deflation Theory of Great Depressions" in Econometrica
3:35. ''...aseNexplanations of the so-called business cycle...
I doubt the adequacy of over-production, under-consumption,
over-capacity, price dislocation, mal-adjustment between
agricultural and industrial prices, over-confidence, over-
investment, over-saving, over-spending, and the discrepancy
between saving and investment.

I venture the opinion.thatrinthe great booms and depressions
each of the above-named factors has played a subordinate role
as compared with two dominant factors, namely, over-indebted-
ness to start with and deflation following soon after..."p. 311

6. Data on which this and subsequent tables and graphs is based
will be found in the Appendix.

7. Anthony Sampson, The Money Lenders, New York: Viking, 1981.

8. The National Income and Product Accounts of the United States,
1929-7+, U. S. Government Printing Office Stock No. 003-010-
00052-9, p. 43.

9. Survey of Current Business, January 19&2, p. lo.



360

APPENDIX
TOTAL DEDT AND ITS COMPO0ENTS 1946- 80.
TD FD SLD GD PD

1046 37 .1' 229.2 : 14.9 2244.11947 9d.2 222.1 16.3 238.4 159.0
194 8 - 16.2 216.7 18.5 235.2 189.2
199 4735.3 219.1 21.0 240.1 195.2
1950 4+72.9 218.1+ 2124.4 21+2.8 230.1

1951 498.7 218.2 26.6 244.8 253.91952 - 533.6 223.6 30.2 '253.8 279.8
1953 565.1 230.6 3.5 '265.1 300.01955+ 597.2+ 233.0 m 40.6 273.6 323.8
1955 650.2 233.2 ;145.9 279.1 371.1

1956 683.2;,,' 227.8 +9.5 27?.3 405.9
1957 716.8 226.9 53.7 280.6 435.81958 762.0 235.8 59.2 295.0 467.01959 826.3 244.8 65.5 310.3 516.01960 870.7 21+3.1 70.8 313.9 556.8
1961 924+.4+ 250.8 75.9 326.7 597.71962 989.9 259.1 81.2 390.3 649.6
1963 1066.6 e 264.7 86.9 351.6 715.01964 1147.4 271.4 92.9 361.63 783.11965 1242.1 275-3 100.3 375.6 866.5

1966 1329.3 289.5 105.9 390.1+ 938.91967 1125.9 297.7 113.7 411.4- 1014+.5
1968 1559.0 315.1 123.2 1+38.3 1120.71969 1691.9 321.2 1.52.3 1237.61970 1810.3 343.0 1.87.4 1322.9

1971 1979.6 373.8 161.8 535.6 1444.01972 2204+.7 397.1+ 176.5 573.9 1630.8
1973 2479.3 425.7 191.2 : 616.9 1862.1+1975 2643.8 457.6 207.7 665.3 1978.51975 2872.5 552.5 223.8 776.3 2096.2
1976 3194.1 637.6 239.5 877.1 2317.0
1977 3606.8 716.7 261.1+ 978.1 2626.71978 9 130.6 807.1 287.5 1094.6 3036.01979 1671+.O 893.8 309.3 1203.1 3470.91980 5138.6 1016.1 336.1 1352.2 3786.1+

2 g

Source: Federal Reserve System - Flow of Funds AccountsTD is Total Credit Market Debt plus Security Debt plus
Trade Debt. FD is total of all U. S. Government Securities.
SLD is state -+ local debt. GD is the sum of the preceding
two columns. PD is total of all private debts.
All amounts are in billions of current dollars.
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APPENDIX
DEFICIT SPENDING - 1946- 80

TDS

19.1

19.1
37.6

25.8
34.9
31.5
3528

33. 0
332

.6-.

44.4

537
65.5
76.7
80.8
94'.7

87.2
96.6

133.,
132.9
118.4

169.3
225.1
274.6
164.5
228.7

'21 .6
410.7
525.8
543.4~
46.6

FDS

-7.1

2.,4
-0.7

-0.2
5.4+
7.0

--2.4I
.2

-5.4
-0.9
8.9
9.0

-1.7

7.7
8.3
5.6
6.7
3.9

9.2
13.2
17.4+
6.1

21.8

30.8
2. 6
28.3
31.9
94.9

85.1
79.1

86.7
122.3

See preceding page fo

SLDS

2.2
2.
3-4

- 2.2
3.6
5.3

6.1

5.3

5.1
5.3

5.7
6.0

5.6
7.8
9.5
9.9

11.3

17.4+
1'.7

16.5
16.1.

15.7
21.9
26.1

21.8
26.8

r source and

GDS

-5.-7

49
2.7

2.0
9.0

11.3
8.5
5.5

-1.8

3:-315.3

12.8
13.6
11.3
12.7
11.3

14.8
21.0
26.9
16.0
33.1

48.2
38-3
4.0

111.0

100.8
101.0
116.5
108.5

sybo .1

symbol code.

Year

1947

191+9
1950

1951
1952
1953
195L
1955

1956
1957
1958
1959
1960

1961
1962
1963
1964
1965

1966
1967
1968
1969
1970

1971
1972
1973
1974'
1975

1976
1977
1978
1979
1980

PDS

24.8
21.2
14. 2
34.9'

23.8
25.9
20.2
23.8
47.3

34.8
29.9
31. 2
49. 0
40.8

40.9
51.9
65.4
68.1:
83.4

72.4
75.6

106.2
116.9 J

85.3

121.1
186.8
231.6
116.1
117.7

220.8

431.9-315 .5



362

APPETDIX
TOTAL DEBT INTEREST AND ITS COMPONENTS

(Billions Current Dollars)

Year TDI FDI SLDI GDI PDI

1946 11.1 5.5 .6 6.1 , 5to
1947 12.0 5.4 .6 ' 6.0

1949 ', 14.0 5. 4 6.''} 6.1 ';7.9
1950 15.4 5.6 .6 6.2 9.2

1951' ' 16.9 - 5.7 , .7 6.4' 10.5
1952 18.5 5.9 .7 66 11.91953 20.3 ,t 6.1 .8 ' 69 13.4
1954 21.8 - 6.4 .9 7-3 .14.5
1955 24.1 6.4 1.1 7-5 '16.6

1956 27.0 6.8 1.2 8 0 19. 0
1957 30.4 ' 7.3 .1.4 8.7 21.7
195N 32.9 7 1.6 9.3 - 23.6
1959 36.1 7.8 1.8 9.6 26.5-
1960 39.9 8.1 2.1 10.2 29.7-

1961 41.6 6 2.2 9.8 31.8
1962 46.3 ' 3 2.5 10.8 3
1963 51.0 8.9 2.7 11.6
1964 56.14 9.6 2.9 12 5
1965 61.9 10.0 3.1 13.1

1966 69.3 11.1 3.4 14.5 54.81967 75.7 12.0 3.8 15.8 5 59.9
1968 835.2 13.8 4.1 17 9 '-67.3
1969 98.9 14.9 4.8 19.7 79.2
1970 112.9 16.6 5.5 ' 22.1 90.8

1971 120.5 16.6 6.4 23.0 t97 5
1972 133-3 17.3 6.9 24.2 109.11973 163.9 21.1 8 29.4 1'4.51974 200.4 .123.9 9. ' 29. 186:9
1975 211.2 27.1 11.0 3.1 '173.1

1976 226.8 32.1 12.5 44.6 '182.2
1977 260.4- 13.7 349.1 211.3
1978 311.7 45 14.9 58.4 '253.3
1979 388.4 53.6 16.3 69.9 318.5
1980 478 .0 e 75.0 e 18.0 e 93.0 e :,385.Q f

Source: National Income and Product Accounts of
Department of Commerce: various issues of
Survey of Current Business
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APPENDIX-
DATA FOR YEARS 1916-1+4

Year TD TDS TDI PD PDS PDI $GNP RGNP

12.3
23.0
10.8

7.1+

.6
39.9
6.5
6.7

,av9.5

6.3
8.7
8.1+
5.6
.1+

-9.1+
-7.9
-6.5

3.1
3.1+

5.6
1.6

-2.

6.5

21.6
47.2
54.6
57.1+
35-3

3.8 82.4
5.7 ' 91.5 I
6.2 97.2
7.0 105.8

7.2 106.2
6.8 109.5
6.9 116.3
7.2 123.0
7.3 132.3

7.1+ 138.9
7.6 147.6
7.5 156.1
8.5 161.8
8.5 161.1

7.5 148.l
8.2 137.1
6.9 127.9
6.7 12;.3
5.9 121.5

5.5 126.7
5.3 126.9
5.2 123.3
4.9 12 .3
4.8 128.6

5.3 139.0
6.7 141.5
8.2 144.3
9.6 1144.8
10.4 140.0

3.1
5.9 3.3
9.1 t 1+.
5.7 4.7
8.6 5.5

.4 ' 5.6

6.7 5.8
9.3 6.o

6.6
8.7
8.5
5.7

-. 7

-12.7
-11.3
- 9.2
- 2.6
- .8

2.2
.2

-3.6
1.0
4.3
1+.

2.5
2.8

-4.8

6.1
6.4
6.3
7.2
7.1

6.1
6.4
5.3
4.9
4.2

3.9
3.7
3.6
3.3
3.3

3.5
3.7
3.8
3.8
3.6

48.
60.4
76.4,
84.o
91.5

69.6
74.1
85.1
84.7
93.1

97.0.
-94.9

97.0
103.1+

90.7

76.1
5585 8

65.3
72.5

82.7
90.9
85.0
90.9

100. 0

125.0
158.5
192.1
210.6
212.4

208.2
209.6

o 23541+
227.0
218.5

198.2
229.5
257.2
256.5
278.2

294.6
291+.3-
296.0
315.7
285.7

263.5
227.1
222.1
239.1
260.0

295.5
310.2
296.7
319.8
344.1

4+00.4+
461.7
531.6
569.1
560.4+

Figures for TD, TDS, PD, PDS and GNP 1916-28 are from
Historical Statistics of the United States, Colonial
Times to 1970, U. S. Government Printing Office, 1976

Figures for GNP 1929-1+5 from National Income and Product
Accounts. RGNP is in 1972 constant dollars. All
other amounts are current dollars.

Figures for TDI and PDI are my estimates based on debt
and current interest rates.

1916
1917
1918
1919
1920

.1921
1922
1925
1926
1925

1926
1927
1928
1929
1930

1931
1932

19934
1935

1936
1937
1938
1939
1940

191+1
1942
191+

1945

82.2
94.5

i17.5
128.3
135.7

136.3
140.2
146.7
153.4
162.9

169.2
177.9
186.3
191.9
192.3

182.9
175.0
168.5
171.6
175.0

180.6
182.2
179.9
183.3
189.8

211.4
258.6
313.2
370.6
4+05.9
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INTEREST

FDI SLDI GDI PDI

4.3
4.5
4.7
4.7
4.8

4.6
4.8
5.2
5.2
5.2

5.6
5.9
6.
6.4
8.1

7.6
8.3
8.9
9.6

10.0

11.1
12.0
13.8
14.9
16.6

16.6
17.3
21.1
23.9
27.0

32.1
35.4
43.5
53.6

.6

.6

.6

.6

.7

.7
.7
.8

I .9
-" 1.1

1.2
1.4
1.6
1.8
2.1

2.2
2.5
2.7
2.9
3.1

3.4
3.8
4.2
4.8
5.6

6.5
7.5
8.5
9.6

11.1

12.5
13.7
14.9
16.3

4.9
5.1
5.3
5-3
5.5

5.3
5.5
6.o
6.1
6.3

6.8
7.3
7.9
8.2

10.2

9.8
10.8
11.6
12.5
13.1

14.5
15.8
18.2
19.7
22.2

23.1
24.8
29.6

33 1

4.9
5.0
5.9
6.5
8.7

9.9
11.1
12.5
13.6
15.5

17.7
19.9
21.7
25.8
29.1

31.0
34.1
37.9
42.0
46.6

52.7
57.0
64.9
79.2
92.9

97.3
108.3
138.0
172.3
174.8

44.6 182.2
49.1 211.3
58-.4 253.3
69.9 318.5

TDI

9.8
10.1
11.2
11.8
14.2

15.2
16.6
18.5
19.7
21.8

24.5
27.2
29.6
34.0
39.3

40.8
44.9
49.5
54.5
59.7

67.2
72.8
83.1
98.9

115.1

120.4
133.1
167.6
205.8
212.9

226.8
260.4
311.7
388.4

MIP

10.6
11.0
12.36
13.0
15.6

16.8
18.5
20.8
22.3
24.9

28.3
32.0
35.0
38.7

45.7

48.2
54.0

66.6
73.9

83.5
91.5

104.1
122.7
140. 9

249.9
166.9
211.5
264.0
273.1

293.0
3 1.2 0

442
511.2

Note: GDI is the sum of FDI ahd SLDI (state and local).
MIP (monetary interest paid) is TDI plus financial
sector interest paid on deposits. Source: National
Income and Product Accounts, Table 8.7. All
amounts are in billions oc current dollars.

Year

1946
1947
1948
1949
1950

1951
1952
1953
1954
1955

1956
1957
1958
1959
1960

1961
1962
196R
1964
1965

1966
1967
1968
1969
1970

1971
1972
1973
1974
1975

1976
1977
1978
1979
1980
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INTEREST RATES

PD PDIR PDI TD TDIR TDI

1946 135.0 3.63%
1947 159.8 3.13
1948 181.0 3.26
1949 195.2 3.33
1950 230.1 3.7

1951 253.9 3.90
1952 279.8 3.97
1953 300.0 4.17
1954 3 23 .8V 4.20
1955 371.1 4.18

1956 'i05.9 4.36
1957 435.8 4.57
1958 467.0 4.65
1959 516.0 5.00
1960 556.8 5.23

1961 597.7 5.19
1962 649.6 5.25
1963 715.0 5.30
1964 783.1 5.36
1965 866.5 5.38

1966 938.9 5.61
1967 1014.5 5.62
1968 1120.7 5.79
1969 1237.6 6.40
1970 1322.9 7.02

1971 1444.0 6.74
1972 1630.8 6.64
1973 1862.4 7.43
1974 1978.5 8.71
1975 2096.2 8.34

1976 2317.0 7.86
1977 2626.7 8.04
1978 3036.0 8.34
1979 3470.9 9.18
1980 3786.4 10.17

4.9
5.0

6.5
8.7

9.9
11.1
12.5
.13.6
15.5

17.7
19.9
21.7
25.8
29.1

31.0
34.1
37.9

42. 0
46.6

52.7
57.0
64.9
79.2
92.9

97.3
108.3
138.3
172.3
174.8

182.2
211.3
253.3
318.5
385. o

379.1 2.59% 9.8
98.2 2.54 10 .1
16.2 2.69 11.2

435.3 2.71 11.8
1+72.9 3.00 14.2

1498.7 3.05 15.2
533.6 3.11 16.6
565.1 3.27 18.5
597.4, 3.30 19.7
650.2 3.35 21.8

683.2 3.59 24.5
716.4 -3.80 27.2
762.0 3.88 29.6
826.3 4.11 34.0
870.7 4.51- 39.3

924.4 4.1+1 40.8
989.9 4.54 44.9

1066.6 4.64 49.5
1147.4 4.75 54.5
1242.1 4.81 59.7

1329.3 5.o6 67.2
1425.9 5.11 72.8
1599.0 5.20 8R.1
1691.9 5.85 98.9
1810.3 6.36 115.1

1979.6 6.o8 120.4
2204.7 6.o4 133,1
21479.3 6.76 167.6
2643.8 7.78 205.8
2872.5 7.41 212.9

3194.1 7.10 226.8
3604.8 7.22 260.4
4130.6 7.55 311.7
4674.0 8.31 388.4
5138.6 9.30 478.0

Note: PD, PDI, TD, and TDI are in billions of current
dollars. Figures come from sources previously
indicated. PDIR and TDIR have been calculated
from the debt and interest figures.

99-166 0 - 82 - 24

Year
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INDICES

PD

1.000
1.133
1.222
1. 440

1.589
1.750
1.877
2.026
2.,322

2.540
2.727
2.922
3.229
3.4884

3.740
4.o65
4.474
4.900
5.422

5.875
6.349
7.013

87.745

9.036
10.205
11.655
12.381
13.118

14.499
16 .437
18.999
21.720
23.695

26.045e

PDTI-.

.1;000
1.180
1.300
1.740

1.980
2.220
2.500
2.720
3.100

3.540
3.980
4.340
5.160
5.820

6.200
6.820
7.580
8.4oo
9.320

1o. 540
11.400
12. 980
15. 840
18.580

19.460
21.660
27.660
34.460
34.960

36.440
42.260
50.660
63.700
77. 000e
8 7.oooe

PDIR

1.000
1.04+2
1. o64
1.208

1.246
1.268
1.332
1.342
1.335

1.486
1.597
1.671

1.658
1.667
1.693
1.712
1.719

1.792
1.796
1.850
2.045
2.243

2.153
2.121
2.374
2.783
2.665

2.511
2.569
2.665
2.933
3. 249e

3.387e

$GNP

't1.000
1.o13
1.108
1.229

1.419
1.493
1.574
1.574
1.716

1.809
1.905
1.929
2.093
2.173

2.251
2.424
2.560
2.736
2.965

3 243
3.430
3.747
4.050
4.259

4.622
5.088
5.690
6.152
6.646

7.370
8.228
9.250

10.356
11. 266

12.536

YEAR

1949
1950
1949
1950

1951

1953
1954
1955

1956
1957
1958
1959
1960

1961
1962
1963
1964
1965

1966
1967
1968
1969
1970

1971
1972
1973
1974
1975

1976
1977
1978
1979
1980

1981
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APPENDIX
INTEREST/GNP RATIOS AND INTEREST RATES

TD TD
IX

1242;1 1.000
1329.3 1.070
11+25.9 1.148
1599.0 1.287
1691.0 1.361
1810.3 1.1+57

1979.6 1.591+
2204.7 1.775v
2479.3 1.996
261+3:. 2.128
2872.5 2.313

3194.1 2.572
3604.8 2.902
4130.6 3.325
4674. o 3.763
5138.6 4.137

_)TDI TDI
IX

59.7 1.000
67.2 1.126
72.8 1.219
83.1 1.392
98.9 1.657

115.1 1.928.

120.1+ 2.017
133.1 2.229
167.6 2.807
205.8 3.447
212.9 3.566

226.8 3.799
260.4 4.362
311.7 5.221
388.4 6.506
478.0 8.007

TS
IX

1.000
1.091+
1.157
1.261+
1.366
1.1+36

1.559
1.716
1.919
2.075
2.21+2

2.486
2.775
3.120
3 1+93
3.800

TD/TS TDI/TS
IX IX

1.000
.978
.992

1.018
.996

1.015

1.022
1.034
1.040
1.026
1.032

1.035
1.01+6
1. o66
1.077
1.089

1;000
1.029
1.051+
1.101
1.213
1.343
1.291+
1.299
1.463
1.661
1.591

1.528
1.572
1.673
1.863
2.107

PD PD
IX

866.5 1.000
938.9 1.0884

1014.5 1.171
1120.7 1.293
1237.6 1.428
1322.9 1.527
14414.0 1.666
1630.8 1.882
1862.4 2.149
1978.5 2.283
2096.2 2.419

2317.0 2.674
2626.7 3.031
3036.0 3.504
3470.9 4+.oo6
3786.4 4.370

1965
1966
1967
1968
1969
1970

1971
1972
1973
1974
1975

1976
1977
1978
1979
1980

TDIR TDIR
Ix

4.81 l.pOO
5.06 1.'C52
5.11 1.062
5.20 1.081
5.85 1.218
6.36 1.323

6.08 1.266
6.0o1 1.;256
6.76 1.407
7.78 1.618
7.41 1.542

7.10 1.476
7.22 1.503
7.55 1.569
8.31 1.729
9.30 1.935

1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980

PDI
IX

1.000
1.130
1.223
1.393
1.700
1.991+

2.o88
2. 324
2.968
3.697
3.751

3. 910

5.36
6 8g5
8.262

PDI

1+6.6
52.7
57.0
64.9
79.2
92.9

97.3
108.3
138.3
172.
174.8A

182.2
211.3
253.
318.5
385. o

TS
- IX

1.000
1. 091+
1.157
1.264
1.366
1.436

1.559
1.716
1.919
2.075
2.21+2

2.486
2.775
3.120
3-493
3.800

PD/TS
IX

1.000
.991

1.012
1.023
1..04i5
1.063

1.069
1.097
1.120
1.100
1.079

1.076
1.092
1.123
1.147
1.150

PDI/TS
IX

1.000
1.033
1.057
1.102
1.245
1.389

1.339
1.354
1.51+7
1.782
1.673

1.573

1.742
1.957
2.174

PDIR

5.38
5.61
5.62
5.79
6.1+0
7.02

6.74
6.64
7.43
8.71
8.34

7.86
8.04

8.34
9.18

10.17

PDIR
IX

1.000
1.01+2
1.044
1.077
1.191
1.307

1.253

1.381
1.620
1.551

1.462
1.496
1.551
1.706
1.890
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Representative REUSS. Thank you, Mr. Hotson.

PRESENT 5.5-PERCENT CEILING IS IGNORED

Let me start with Mr. Sommers. You point out, Mr. Sommers, in
your prepared statement, and I'll quote a sentence from you:

Given the present structure of anticipations, a genuine increase in the availability
of credit will not produce lower interest rates unless the Federal Reserve explicitly
renounces its dedication to its targets.

Are you there talking about the fact that at the present time the
Federal Reserve is operating under proclaimed 1982 Ml targets of
2.5 to 5.5 percent but in fact has been producing new Ml at the
rate of close to 9 percent? The Federal Reserve furthermore recent-
ly in public statements has sort of blithely waved aside that per-
formance on its part and said, "Well, not to worry; we're going to
create enough new money, and if it comes in a little over targets
that's all right." Are you saying that that isn't going to work?

Mr. SOMMERS. I don't think that's enough, Mr. Chairman.
Representative REUSS. Why not?

FEDERAL RESERVE MISLEADS FINANCIAL MARKETS

Mr. SOMMERS. Because it leaves the mechanism in place. That is,
it leaves the prima facie assumption that the behavior of those
money stock data-and I have grave doubts, and I think Mr. Wil-
meth would too about the representativeness of those data-it
leaves the continued fundamental impression that those growth
rates will dictate Federal Reserve policy over the short term, and
the behavior patterns of the market are very clear. Even since
those mild limitations on the policy the Federal Reserve has felt
free to announce, the Federal Reserve's behavior remains generally
predictable with respect to those money figures, and the market
reacts to those expectations.

POLICY "THE WORST OF TWO WORLDS"

Representative REUSS. Would you agree, then, that present Fed-
eral Reserve policy and proclamation gives us the worst of both
worlds? That is to say, on the one hand, if they try now to get
within their 1982 targets, having grossly overshot them on theupside so far, they will produce a disastrously low rate of M, incre-
ment for the rest of this year which will bring about a continuation
of untenably high interest rates. And on the other hand, if they
continue with an election year help-the administration binge ofvoting dry but drinking wet, that is, proclaiming their targets but
then exceeding them, they so spook the markets that interest rates
also may remain disastrously high not necessarily because of tightmoney but because of lack of confidence in the central bank?
Would you agree with that?

Mr. SOMMERS. I do agree with it and it's a very unfortunate trap.
I don't think the Federal Reserve itself was aware initially that the
consequences would take that form. There are distinctions between
the short-term rates and the long-term rates as between forms of
behavior. That is, in providing resources very limitedly or provid-
ing them abundantly, the consequences are different.
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The tendencies of the rates in both cases are such that a consid-
erable decline in the real rates which are now the great albatross
hanging on the business system cannot be achieved under these
conditions.

DIRECTIVE IN CONGRESSIONAL BUDGET RESOLUTIONS

Representative REUSS. As you perhaps know, the Senate has al-
ready moved and the House may in the next few days move toward
the incorporation in its budget resolution of a directive to the Fed-
eral Reserve to reevaluate its monetary targets-and here, of
course, we're talking about the 2.5- to 5.5-percent target-and come
up with a target which is more realistic in terms of the need for
money creation and at the same time more realistic in terms of not
spooking the markets.

If you were a member of the Federal Reserve Board or the Open
Market Committee, and you were confronted with such a mandate
from the Congress, would you have any difficulty in responding to
that mandate by a mild raising of the upper limit of the ceiling
and by a seizing upon of a monetary target consistent with the two
aims that you have just enunciated; namely, enough to help get the
economy-particularly in view of better budgetary control-out of
the recession, while at the same time not so much as either to
print money in untenable amounts or to spook the markets? Would
you have any doubt about the ability of mortal man and woman to
do that sort of response to Congress?

Mr. SOMMERS. No; I really don't, Mr. Chairman. I think that's a
partial solution.

FEDERAL RESEVE SHOULD BE PRAGMATIC

I think the Federal Reserve would be well advised to reestablish
its rights to pragmatism. We are in an awful recession. The leads
established by the technicians between money growth and its infla-
tion consequences are incredibly long. They are mysteriously long,
and they are dubiously long as far as I'm concerned. But even if
they are right, I do not see why the five or six quarters before the
effect is visible, and the intense statistical work, doesn't permit
ample time for the Federal Reserve to accept responsibility for cy-
clical conditions and employment as well as inflation.

One of the paradoxes of that market in New York-it's nation-
wide but it's centered in New York-is it's capacity to continue to
refer to the dangers of inflation up ahead when most of the compa-
nies there whose shares are traded on that market are suffering
from violent deflation, as visible in their profits which in the first
quarter fell I think by about as much as any time in the postwar
years.

I'm not saying the fears of inflation are entirely ephemeral and
should be ignored altogether. But confronted with the actual reali-
ties of the business situation and the constraints imposed on invest-
ment-and this whole program was supposed to be directed toward
the rebuilding of private investment-a pragmatic Federal Reserve
would be in a position, with or without alterations in the targets, to
address the realities rather than those paper theories.
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To do that, I don't think imposing such restrictions on the Feder-
al Reserve would work. I think we can all almost hear what the
market would say if the Congress were to demand or require the
Federal Reserve that it produce more money. I mean, that would
fit a template of views that exist down there. Instead, the Federal
Reserve itself should undertake to say, "we're not going to be as
predictable as we have been in the past, we are reserving a neces-
sary right to be pragmatic to confront the realities."

PRESENT TARGETS ARE UNREASONABLE

Representative REUSS. And I take it your testimony is that in
order to exercise that right to be pragmatic the Federal Reserve
has to release itself from the self-imposed corset in which it has
laced itself. Is that not so?

Mr. SOMMERS. I think it has to release itself from the assurances
it has provided to the financial community that its behavior will be
predictable with respect to those targets. Now I don't think that
necessarily means foregoing targets altogether, and as you said--

Representative REUSS. I wouldn't suggest it.
Mr. SOMMERS. The Fed wouldn't want that kind of open-ended

situation, but it needs freedom to respond to the actualities without
the market saying, "Oh, oh, here we go again"-which is the stand-
ard response. It needs to disabuse the market of the fact that its
behavior relative to those targets is predetermined and predictable,
and I think that would vastly improve the position of the Fed apart
from the question of what the targets are.

FEDERAL RESERVE SHOULD ADMIT ERROR

Representative REUSS. As you explain it, I must say, it doesn't
sound like a task that is asked of the Federal Reserve that would
require sublime genius to accomplish. How do you then explain-
since the Federal Open Market Committee is composed of 12
people, in my view, of honesty and integrity and intelligence-their
refusal so far, with one exception, Governor Teeters, to confess
error and to make a new start?

Is it the ancient infirmity of human beings in public life as in
private not to want to admit that we've been wrong? That has
caused a lot of trouble in many wars in the world's history. Could
that be part of the explanation?

Mr. SOMMERS. Well, I think I share your high regard for the
members of that board and the entire institution is as professional
as any we have in government.

Representative REUSS. That's the paradox. How can these fine
gentlemen remain so much in error?

Mr. SOMMERS. I don't know, Mr. Chairman. I think it is a puzzle.
I think they are a little bit in the position-I think they feel them-
selves to be somewhat in a position of the sorcerer's apprentice,
that departing from that rule is vacating a guide and that when
it's vacated there are no guides left and that the interpretations of
the freedom that it will have accrued to it as a result of vacating
the guide would be interpreted wildly in financial markets.
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ACCEPTANCE OF MONETARISM DEEPLY ENGRAINED

If they're going to attempt to restore its pragmatism they had
better do it carefully, because it's astonishing the degree to which
the U.S. financial market is dominated by monetarist reasoning.
I'm always surprised by it. I think it's beginning to break up a
little bit now since the cost of fidelity is turning out to be so high,
but I would be curious as to whether my colleagues here share the
view that it's a deeply engrained acceptance of the principle that
inflation is exclusively a monetary phenomenon.

MONETARY POLICY IN GERMANY, SWITZERLAND, AND JAPAN

Representative REUSS. I note that each one of you witnesses has
a good word to say about the monetary and economic policies pur-
sued in the last 20 years by Germany, Japan, and Switzerland,
thus suggesting that if you're in a war it's a good idea to lose it,
and if you don't lose it, at least you should try to remain neutral
and stay out of it.

Would any one of you care to dilate a bit on what some of these
countries-Switzerland, Japan, or Germany-have done which
could be instructive to us? Can we profit by anything they've done?
Here I'm not asking about the obvious German economic miracle
which has been much worked over or the Japanese productivity
acts of genius, but particularly in the monetary field, what can you
say? I know Mr. Hotson has done a good deal of study on this.

THE SWISS EXAMPLE

Mr. HOTSON. Yes, Mr. Chairman. I would like to hold forth a
little bit on Switzerland. As I understand it, the Swiss have done
the best job-and I think Mr. Wilmeth had some testimony about
that. Switzerland and Japan both are totally open to world trade
and have no oil of their own and therefore when the two OPEC
price shocks hit them they were forced by their bad situation to be
much more brilliant economists and social thinkers than the
United States or Canada, who have a lot of oil of their own and use
their wealth to be foolish in my opinion.

The Swiss, at the same time they were hit with the oil shocks,
were hit by the fact that the Japanese had destroyed the market
for their traditional watch industry with the electronic watch, and
therefore they had to be very bright.

So the first thing we should give credit to, I think, is the Swiss
workers who had given up the right to strike in 1937 and who ac-
cepted because of national emergency the pace of wage increases
equal to one-half of the average productivity gain. I'm talking
about the situation after about 1973 through about 1978 when they
put in wage and price controls on top of this for general restraint,
with the rock bottom restraint this restraint of wages. They also
had agreement that dividends should increase no faster than wages
were increasing and that the profits of corporations should be
plowed back heavily into investment and into technologies to mod-
ernize Switzerland because they had to export or die.

They then set the interest rates at the lowest in the world.
They're lending to their industries at 4 percent at a time when the
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world is going crazy with these high interest rates. They're focus-
ing on productive investment. They're not allowing people to
borrow money at 4 percent to speculate in the stock market and so
direct credit controls is part of their success story.

They are also helped by the fact of having less inflation than
anybody else. Having initially a very undervalued money, the
Swiss franc rose on the foreign exchanges two and a half times the
U.S. dollar over about 5 years so that they stopped importing infla-
tion. So at the time when the franc was rising rapidly, the price of
oil was not going up to the Swiss and the price of everything else
was going down. It's one of the advantages of floating rates.

But what happened eventually was that their franc got so high it
became very difficult to export and they had to bring the franc
back down again and that ended their ability. They actually got rid
of inflation in the year 1978, when the price index fell in Switzer-
land.

There's one aspect we can't copy. They could send foreign guest
workers home. They maintain absolute full employment of Swiss
citizens but they did ship out Yugoslavs and so on who were guest
workers. The United States can't very well round up the Mexicans
and send them home and I'm not proposing that.

It is instructive of what kinds of incomes policies in its broad
sense we could be using.

Representative REUSS. Thank you very much.
Congressman Richmond.

HIGH INTEREST RATES IMPEDE MODERNIZATION

Representative RICHMOND. Thank you, Mr. Chairman.
Gentlemen, I've listened to your remarks. I'm a businessman and

I've borrowed money all my life and built companies and what-not.
Right now, it appears to me that we're faced with an inescapable
fact: It is impossible for the average business man or woman to
borrow money. With the prime rate at 16.5 percent plus a compen-
sating balance, they're effectively paying approximately 18 percent
for their money which, in my opinion, is the main reason why the
average American corporation isn't modernizing as quickly as it
should.

As you know, capital investment in machine tools is down 50 per-
cent. Now if America is ever going to get out of the present reces-
sion we're in, we've got to become more competitive in world mar-
kets and more competitive in our own domestic market, and the
only way we can do that is by putting vast amounts of money into
modernizing plants.

So on one side you have capital investment down 50 percent,
money costing far too much for anybody to afford to amortize their
investment in machine tools in any reasonable time. As you know,
the rule of thumb that most corporations use for amortization is 4
years before taxes. In other words, if you can't amortize a piece of
equipment or some robot or some conveyor system that you're
using over 4 years, you probably wouldn't buy it on a before-tax
basis. Now with 18-percent interest, there's no way you can amor-
tize it over 4 years.
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I don't blame the Federal Reserve as much as everybody else
seems to blame the Federal Reserve. I blame the Federal Govern-
ment policy. It seems to me that if we could get the Government
out of the credit markets by increasing taxes and balancing the
budget we would then automatically drop interest rates and make
money available for businesses to expand and modernize.

Now is my thinking too simple? Am I just being too practical
about the whole thing? Why shouldn't the Federal Government
reduce its deficit by raising taxes, particularly by imposing user
fees for services which the Government now provides free or at less
than cost? Why shouldn't all the users-corporations and the well-
to-do, especially-who use Government services pay for them? Why
should consumer interest be taxed? And why shouldn't we thereby
reduce our deficit, reduce our constant demand-I understand over
the next 6 months the Treasury will be borrowing $45 billion on
the open market. That has to keep interest rates up.

We know American savings is only $200 billion a year and if we
run this Government next year at a deficit which has to be $150 or
$160 billion-the projected revenues will be nowhere near what we
expected it to be. How are we going to get interest rates down?

Can anybody answer that?

PRESENT DEFICIT PROJECTIONS ARE DESTABILIZING

Mr. SOMMERS. I think all three of us would agree that the budget
deficit that is visible in the present projections is a destabilizing
deficit. It grows over time even on the assumption that the econo-
my is growing. It's the first time we've ever experienced a
disequilibriated deficit. Always in the past, no matter what kind of
deficit you were running, if you went out 3 years you had an em-
barrassing surplus from the growth in Federal revenue that was
then available for either new spending programs or tax reductions.

We're not in that position now and I do agree with you that it's
urgent that the trajectory of that deficit over time be bent back
down again.

Given the state of the U.S. economy, its present running deficit,
which is about $120 billion a year now, will be about $160 billion
after July 1, on account of social security and tax reduction. By the
time we get to $160 billion, we are not running a cyclically respect-
able deficit. It's too big.

How it should be reduced, of course, is a matter of some concern
to the Congress. I understand you've had some discussions on that
subject and I won't offer a comment on it unless you wish me to.
But a program leading to a substantial reduction of the deficit-the
prospective deficit-is an obviously desirable thing and it would
have considerable but maybe not total consequences for interest
rates.

There are other reasons why the rates are high and resolving the
budget deficit downward to a declining trajectory, I'm not so sure
that that will resolve everything. We have a number of other con-
ditions in the money market, most particularly the predictability of
Federal Reserve behavior which will still be there, but it would be
a substantially crucial and necessary step to relieve those rates, I
believe.
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Mr. HOTSON. Congressman Richmond, I agree with most of what
you said, especially about the inability of corporations who can't
earn 18 percent to borrow at 18 percent. But I'd like to answer thelatter part of your question about the deficit in terms of table 3 of
my prepared statement. Given where we are in the business cycle,
if we want to get out of this depression, we're going to have to havequite heroic use of both fiscal and monetary policy, a herculean ex-
pansion of money and credit if we're willing to go for full employ-
ment in the way we did, say, in 1975.

THE GOVERNMENT'S ROLE IN THE CREDIT MARKET

Representative RICHMOND. It won't get the Government out of
the credit market. Mr. Hotson, if we could get the Government outof the credit market, then we would have a herculean expansion
for businesses.

Mr. HOTSON. I doubt it very much.
Representative RICHMOND. Why?
Mr. HOTSON. I think the way the economy is behaving, we would

have much more a debt repudiation crisis; a real collapse of thesystem is a more likely result of raising taxes and cutting Govern-
ment expenditures this year than any nice move upward.

If you look at my table, in 1975, which is a recession year, almost
half of all the deficit finance in the United States was accounted
for by the Government sector. That's very unusual. That's deep de-pression percentages. In good times, say 1968-69, 80 percent of all
deficit finance was done by the private sector; as much as 88 per-
cent was done by the private sector in 1969.

But when you come to a depression situation such as we're in-
where 32 and 34 percent of deficit finance is Government-and con-
sider that it's getting worse, we need the blastoff that the Govern-
ment borrowing gives, but we need that at low interest rates.

If you go back to my figure 3, what we really need in terms ofdirections is to move not into a Hixson's helix there to maybe 30
percent of gross national product being borrowed and spent, but weneed to move off in the northwest direction. We've been going offmore and more to the northeast which is heading toward hyperin-
flation. That's very undesirable. Now we're going off to east-north-
east into deep depression. That's highly undesirable.

BALANCING BUDGET WOULD BE "DISASTROUS"

What we need to do is move to the west-maybe northwest, intothis area around the kind of figures we had in 1973-74; or even duewest is where we need to move. To move in that direction wheneverything has been going in the other direction is going to takemore than just a little tinkering with monetary and fiscal policy. Ithink it would be disastrous to try to balance the budget this year
and go from $120 billion deficit to zero-we'd be back to the 1930's.
We're forgetting everything Keynes taught us if we followed
through with this theoretical "balance the budget, no matter
what."

Representative RICHMOND. You mean to tell me that if we sub-
stantially reduce Government deficits, substantially reduce Govern-
ment borrowing, we wouldn't then substantially improve the com-
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mercial outlook for the Nation's businesses to go ahead and borrow
money?

Mr. HOTSON. We could lower the interest rates but we'd also be
lowering aggregate demand very greatly and pushing the economy
into deeper depression. All experience shows that business people
will borrow and expand if they see the market is there to do that.

Representative RICHMOND. But right now business people can't
afford to borrow and expand whether the market is there or not
because we all agree that at 18 percent it doesn't pay them.

REAGANOMICS HAS "BOMBED OUT"

Mr. HOTSON. I agree with that. A very tight monetary policy and
a somewhat loose fiscal policy, which is what supply-side
Reaganomics is all about, has bombed out. It hasn't worked. But I
don't think the solution is to have a tight monetary policy and a
tight fiscal policy which I interpreted you as asking for.

Representative RICHMOND. The average American corporation, if
it makes 10 percent before taxes, considers itself doing quite well.

Mr. HOTSON. Absolutely, and it's being destroyed by these high
interest rates.

Representative RICHMOND. And with the high interest rates
there's no way you can show earnings.

Mr. HOTSON. I totally agree. But given the situation we're in
right now, we need both an easy monetary policy and an easy fiscal
policy if we're going to go off into the Hixson helix spiral of good
times again. If we're going to do something better than that, we
need very low interest rates.

Representative RICHMOND. That type of policy would make for
more inflation which would make our goods even less attractive for
export.

HEADING FOR ANOTHER "GREAT DEPRESSION"

Mr. HOTSON. If all we do is go through the cyclical pattern, we're
heading into a hyperinflationary disaster. I'm not advocating that.
I'm advocating that we design new policies to get interest rates
down and move west-go west young man.

Representative RICHMOND. I think the quickest way to do that is
for the Federal Government to lead the way.

Mr. HOTSON. Yes; absolutely. Without Government leadership,
without some new ideas being used by the Government, we're in
very bad trouble. We're heading for-what Reaganomics is heading
us toward is-another Great Depression.

Representative RICHMOND. Right, if we're not into it already.
Mr. HOTSON. If we're not into it already.
Representative RICHMOND. We have John Deere's earnings off

97.6 percent. That's the finest company in the world in its field. We
have Caterpillar with virtually all of its factories closed right now,
and again it's the finest company in the world. There's no better
company in the world than Caterpillar for the stuff they make. Its
factories aren't working this month.

Mr. HOTSON. And, of course, in addition to all the bankruptcies
in corporations we have international bankruptcies threatening all
the time-Poland, Argentina. We are in very serious trouble and
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just simple monetarism or just simple Keynesianism is not suffi-
cient to solve the problems.

Representative RICHMOND. Mr. Wilmeth.

WE NEED A CAPITAL BUDGET

Mr. WILMETH. I think you probably have some points here. There
are several things in these interrelationships that we sometimes
overlook. If a utility wants to build a new powerplant and if that
utility uses the same accounting that is used in the Federal budget,
that utility would have to raise its rates enough to pay cash for the
investment in that plant as it was built. We sometimes forget the
full implications of this outdated accounting used by Government.

If the Federal budget and all State and local government budgets
used conventional accrual basis accounting in which a part of the
expense was represented by capital consumption, and of course the
other expenses would be the conventional ones, then it would be
sound for those governmental units to tax enough to balance their
accrual basis expenditures.

Representative RICHMOND. Mr. Wilmeth, I dispute that because a
third of the Government expense is for defense and nobody in his
wildest dreams would try to capitalize a battleship or any type of
defense mechanism, right? There's no capital value. That's a third.
A third of Government expenditures are for entitlements. You
can't capitalize that.

So there are actually very few Government expenditures which
can be legitimately capitalized using good accounting practices.

Mr. WILMETH. Out of the total tangible wealth of this country,
the Commerce Department estimates are that a little over 20 per-
cent is owned by the various levels of government.

GOVERNMENT INVESTMENT HAS COLLAPSED

Now we know that in recent years the net rate of investment by
State and local governments has practically collapsed. It has col-
lapsed faster than capital investment by the private sectors.

I think we have a pretty good idea as to why this has happened,
too. Now if at all levels of government accrual basis accounting
were used and taxes were raised to pay accrual basis expenses, if
then, a capital investment budget separate from the expenses
budget could be financed partly by retained profits of government
under which they taxed a little more than their accrual basis ex-
penses, then the balance should be financed by debt. What we
sometimes overlook is that one person's debt is another person's
bank account.

REDUCTION IN FINANCIAL LIQUIDITY

In the post-World War II period, there has been a progressive re-
duction in the financial liquidity of every private sector. That re-
duction in liquidity has taken place because of a major shift in the
liability structure by sector of the economy.

Federal debt that was equal to $1.20 per dollar of GNP at the
end of the Second World War has been reduced by over 75 percent.
It's about 27 cents per dollar of GNP today. Total debt as far back
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as we have good data, which is approximately 60 years, has been
relatively stable at about $1.40 per dollar of GNP.

Now as the proportionate amount of Federal debt has declined-
Federal debt that was providing private liquidity, private bank ac-
counts-all of that decline has been replaced by a disproportionate
rate of increase in private debt. The result is that you can take the
balance sheet data, the consolidated balanced sheet data, for any of
the private sectors of the economy and you can see a progressive
deterioration in the ratio of financial assets to net worth, in the
ratio of financial assets to financial liabilities, and in net financial
assets.

In the immense nonfinancial corporate sector, at the end of the
Second World War, that sector as a group in their consolidated bal-
ance sheet had approximately 50 cents of liquid assets for each
dollar of total liability, short-term debt and long-term debt. Today,
the corresponding figure is 13 cents.

Well, I have a private business that my family started about 30
years ago. We would no more consider a major expansion if our fi-
nancial assets were only 13 cents per dollar liability. We would be
running for shelter at this point. Well, that's not our position.
We're extremely solvent and we're able to finance expansion.

But any proposal to disproportionately increase private debt
beyond its present astronomic levels and to increase the profit mar-
gins of Government across the board so that they can finance their
investment out of retained taxes and excessive expenses is a pro-
posal to further reduce the financial strength of the private sectors.

It would appear in the very short run that a reduction in the
rate of the Federal deficit would contribute to a reduction in finan-
cial pressures in the credit markets. That is true, but it represents
suboptimization. It is the wrong way to get interest rates down. It
is a path to disaster.

RESTORE THE ECONOMIC SIZE OF THE MONEY SUPPLY

The alternative is to begin to restore the economic size of the
money supply. Switzerland was mentioned a few minutes ago. Swit-
zerland has approximately three times as much narrow money per
dollar of gross national product as the United States. Japan has ap-
proximately twice as much. It's the long continued reduction in the
economic size of our money supply that is the basic reason for
these extremely high interest rates today.

Now it's easy to make the Federal Reserve the culprit. I have a
great deal of sympathy for the Federal Reserve. They have not
been assigned the responsibility to control both aggregate credit ex-
pansion and narrow money, nor do they have institutional authori-
ties in place to permit them to do the job that is needed.

I think basically that there is no substitute today, if we want to
avoid a full-scale deflationary depression; I believe there is no al-
ternative to facing up to the need for a more sophisticated and
more comprehensive system of control of money and credit so that
we can go to work to get both interest rates and inflation rates and
unemployment rates down. I see this as an achievable goal but it
requires a new kind of understanding of how the interrelationships
of our complex market economy feed back on each other.
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ADVANCE IN U.S. ECONOMIC THEORY PREDICTED

I expect in the next decade to see more advance in economic
theory worldwide, but particularly in the United States, than we
have seen in the last century. And it won't be because any of the
present day economists are any smarter than the economists a
quarter century ago or 50 years ago. It will happen because our
data base is expanding tremendously because we have the comput-
er capacity to analyze these interrelationships and because we even
have such simple devices, once you get used to them, as plotting
equipment that can take time series out of a computer data base
and draw very complex charts of it so you can experiment with dif-
ferent relationships.

I see no possibility of a satisfactory outcome to our present im-
passe through any of the policies that emerge out of the kind of
traditional economic theory which is still predominant in the text-
books and in our graduate schools. It simply does not recognize
enough of the linkages in our economy to permit responsive judg-
mental decisions.

Representative RICHMOND. Thank you, Mr. Chairman.

BUDGET DEFICITS AREN'T ALL THAT BAD

Representative REUSS. To round out Congressman Richmond's
questioning, I think Mr. Sommers wanted to say something.

Mr. SOMMERS. I just wanted to comment on this budget paradox.
We're not alone in facing it in this committee room. The level of
understanding of the relationship of budgetary policy to the system
as a whole is poor and the dogma are not satisfactory guides.

What has happened right now, I believe, is that the problem has
been greatly complicated by the fact that we have been given too
much of a good thing. I share Mr. Hotson's view-and I think Mr.
Wilmeth does too-that trying to balance a. Federal budget from
the position we are in now runs very, very high risks. And the
whole economics profession which in the past has been conserva-
tively dedicated to a balanced Federal budget is changing. Even a
Republican Council of Economic Advisers has argued that these
budget deficits aren't really all that bad.

The fact that the deficit rises over time, I think, poses a genuine
threat. That's simply too much of a good thing.

THE JAPANESE EXAMPLE

Representative RICHMOND. Mr. Sommers, our deficit is not a pro-
ductive deficit like the Japanese deficit-as you know, their gov-
ernment runs a huge deficit also-pays for such things as national
health, the finest railroad system in the world, all types of produc-
tive, constructive items. And it's paid for by the Japanese people in
the form of half their savings which go into savings bonds that are
tax-free to them, but on which they get 5.75-percent interest. That
deficit I believe is a healthy deficit.

If we in the United States could reduce interest rates to where
the Government was functioning at 5.75 percent, I think we could
live with it while creating a better climate for all the people in the
United States. Better highways, transportation, education, and-
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what the Japanese are using their money for-national health in-
surance. We're running our deficit at huge interest rates, and
much of our deficit is a relatively wasteful deficit. It's not produc-
ing goods and services the way the Japanese deficit is, and that's
what bothers me.

Mr. SOMMERS. Well, that's a matter of composition we choose for
our spending.

Representative RICHMOND. Well, the fact that our highways are
in the most deplorable condition--

Mr. SOMMERS. That goes to Mr. Wilmeth's point that the reason
those highways are in such deplorable condition is--

Representative RICHMOND. Is because we haven't increased high-
way user fees since 1954.

"LIPSERVICE" TO A BALANCED BUDGET

Mr. SOMMERS. It isn't just the amount of user fee. It's the fact
that our Federal budget has been misdirected in terms of its spend-
ing because it's been caught between two forces-the lipservice to a
balanced Federal budget which remains a politically very salable
article. There's an article in Fortune magazine, I think the latest
issue, on the fact that the U.S. citizenry has voted for a balanced
budget on the moralistic analogy to the idea that a family should
live within its income and a business should and so on. Of course
the Federal Government is a totally different kind of animal.

But we've had political lipservice to a balanced budget, on the
one hand, and enormous growth of transfers on the other hand,
and the way to reconcile them has been to shrink the purchasing
rate on the very things that only Government can buy for us-
which includes roads and railroads.

Representative RICHMOND. Well, I maintain that if we had been
adjusting that user fee to inflation we'd now have 15 cents per
gallon for the highway user fund instead of 5, and it would be more
than enough to put the bridges and highways of the United States
in decent shape.

Mr. SOMMERS. I was addressing merely the fact that a bal-
anced--

Representative RICHMOND. At 14 cents per gallon, that would be
about $8.6 billion, incidentally.

Mr. SOMMERS. If we're going to be reasonable with the economy
and with the private sector, a balanced budget is a great distance
off in the future.

Representative RICHMOND. A balanced budget, I think, is an im-
possibility, but a severely reduced deficit is a possibility.

Mr. SOMMERS. Exactly, and that was the point I was trying to
make. This is too much of a principle that I would adhere to gener-
ally, but the size of the deficit is an overwhelming influence on the
interest rates that we're all interested in getting down.

Representative RICHMOND. Thank you.

EXPENSE VERSUS CAPITAL INVESTMENT BUDGETING

Representative REUSS. I'll discuss later your accounting view
about bridges, ports, railroads, utilities, because I think we have to
get a better system of sorting out in public sector budgets that



380

which is for current expenses and hence ought to be subject to
budget-balancing exercises and that which is for capital invest-
ment.

Representative RICHMOND. Such as highways and bridges.
Representative REUSS. Such as highways and bridges. Our

bridges are falling down, and I can't help but think that a bridge
that doesn't fall down is a valid expenditure. If you could get pri-
vate people to build bridges, that would be fine, but until they do
the public has to build them, and public or private, they're capital
expenditures. I want to pursue this a bit with the panel because I
think it's interesting.

SHOULD THE FED CONTROL CREDIT GROWTH?

First, let my address myself to Mr. Wilmeth and ask Mr. Som-
mers and Mr. Hotson if they're prepared to comment on what I be-
lieve to be Mr. Wilmeth's point.

Now, it is your view, I gather, Mr. Wilmeth, that the monetary
authorities have been creating too little narrowly defined money,
that is, that which pretty soon can be a subject of a check that
somebody writes, cash or its equivalent; and that too much total
credit has been created, that there's a mismatch, an imbalance.
What needs to be done, and you set forth in an appendix some
ways to achieve this, what needs to be done is to impose some con-
trols over the growth of total credit, including largely credit of a
non-Ml nature, which would mean commercial paper issued by cor-
porations, long-term borrowing by corporations through the bond
market, various forms of consumer finance.

So am I right that you are saying that just as the barber "sur-
geons" of 100 years ago practiced bloodletting because that was the
only medical game in town with sometimes disastrous results for
the patients, today by reason of Congress improvident directions to
the central bank, the Federal Reserve is forced to practice a
modern version of bloodletting, that is, total attention and overat-
tention to narrow money and no attention to the overall growth of
credit? This, you think, is a mistake and should be rectified.

Now please set me straight if I misunderstand you because I
think you've said something of importance to us.

Mr. WILMETH. I think that was very close. In order to restore the
economic size of the money supply; in order to reduce what I call
the monetary policy index, the ratio of new debt per dollar of
money; in order to increase the proportionate size of the money
supply with our present monetary control mechanism-it's neces-
sary to have a deflationary depression.

I would expect it might take as much as a one-third decline in
the average price level under conditions of perhaps 15 to 25 per-
cent unemployment over a decade in order to make it possible to
increase the size of our money supply from about 13 cents per
dollar of GNP to the area of 25 to 30 cents per dollar of GNP.

Now Japan is currently in the 25 to 30 cents area. Switzerland is
up more like 45 cents.

Obviously, a depression which is in effect a replay of the 1930's is
not just impractical, it's completely out of the question.
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YES-IT WOULD CUT INTEREST RATES QUICKLY

Representative REUSS. Therefore, you say we shouldn't rely on
squeezing the narrowly defined money supply until it hurts and
doing nothing about the overall growth of credit. Would you tell us
what forms of credit are now growing which aren't included in the
money supply and why that mismatch is bad for the economy?

Mr. WILMETH. There are substantial frictions between ultimate
savers and ultimate borrowers. Financial intermediaries lubricate
the function of saving and borrowing. If the issuance of near
money by financial intermediaries-near money in the sense of
every king of liability of deposit institutions which pay interest-
secondary securities, you could call them deposits, certificates of
deposits, small denominational, large denominational certificates of
deposits, overnight repos, term repos-if there were an independ-
ent ceiling on the rate of increase in the stock of near money, that
would prove to be an intermediate target I believe that would
permit the Federal Reserve to restrict total credit expansion.

They would not have to become involved in the end use of credit.
They would simply put a ceiling on the aggregate amount. Inciden-
tally, in Japan they have a system of quotas now for their different
groups of banks on rate of increase in bank credit because they
have a more monolithic banking system than we have-so in effect,
Japan quite clearly has a dual control mechanism now and they
did things in the early 1970's in cutting down inflation that would
be completely impossible in the United States with our limited con-
trol system.

HOW? RESTRAIN GROWTH OF NEAR MONEY

If we had in place a restraint on the issuance of near money by
the key intermediaries, we could then expand the monetary base,
create excess reserves in the banking system. The banks would
loan out those excess reserves. The recipients of them would try to
put them back in the banks, and the banks would be restricted on
how much they could issue on new interest-bearing liability.

That would put very substantial downward pressure on interest
rates quite quickly. I think if such a system were inaugurated that
we could see short-term rates in single digits within 60 days. I
think long-term rates could be in single digits within 12 months
and that from that point on we could have a gradual, progressive
decline in interest rates that ultimately would restore them to the
levels that permitted reasonably full utilization of resources at rea-
sonably stable prices.

I see no alternative, no attractive alternative, to facing up to the
need for this increased discipline in the money and credit system.
If we continue to let market forces provide the basic discipline over
credit expansion, we're going to pay a very severe price for it.

Representative REUSS. As you survey our current bleeding econo-
my with more than 10 million unemployed and a distressing rate of
bankruptcies with ominous clouds ahead, what is getting credit
that you don't think should? You pointed out that you think
there's not enough Ml and too much non-Ml credit. What is it that
non-Ml credit is doing that's bad and should be restrained?

99-166 0 - 82 - 25
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EXCESS BORROWING

Mr. WILMETH. There's a lot of just plain excess borrowing. You
see, there's a difference between the growth of borrowing and the
net increase in debt. That difference is the repayment rate of exist-
ing debt.

Nonfinancial business interest payments today are approaching
10 percent of national income. Thirty years ago it was barely over
1 percent. There's no way that business can afford that level of in-
terest under conditions of stable prices.

We have followed a simplistic monetary policy to the point today
where we have a sharp reduction in inflation rates, but interest
rates cannot follow those inflation rates down under current condi-
tions except under conditions of a collapsing capital investment.
There is a major imbalance today between the ongoing rate of capi-
tal investment, low though it is, and the level of real interest rates.
Major investment projects of the kind that take 3, 4, 5, 6, 8 years
for completion are maintaining the present rate of capital invest-
ments, but new projects are not coming online at the rate the old
ones are being completed.

PRESENT INTEREST RATES INCOMPATIBLE WITH RECOVERY

The typical recessionary forces of an ordinary business cycle
have pretty well run their course, but these longer term forces
leading to what could become a major depression have not run
their course. Real interest rates today are simply completely in-
compatible with a healthy resumption of expansion in this econo-
my.

PRESENT INTEREST RATES AGGRAVATE DEFICITS

In respect to the Federal budget, the projections of rising deficits
are very severely impacted by present levels of interest rates on
Federal debt and present levels of welfare expenditures generated
by unemployment, plus the reduced tax income generated by low
utilization of resources. A solution to the basic economic problem
will turn that budget problem around.

I am much more concerned over expenditure levels as a percent
of full employment GNP in the Federal budget than I am over the
immediately prospective level of deficits.

NONPRODUCTIVE CREDIT

Representative REUSS. On this general question of money versus
credit which you are pursuing, Mr. Sommers had something to say
on that. Here I read from his list of what ought to be done, in his
prepared statement, in which he says that a more sensible program
than the one now in place "would incorporate wider techniques of
credit management intended to favor the availability of credit for
investment while discouraging its availability for consumption,
speculation and takeovers."

I find it very hard to quarrel with the commonsense of that ob-
servation to the extent that our national stock of credit is used for
less than productive purposes. It obviously means that we aren't
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putting into place the new productivity-enhancing, investment-in-
creasing, job-creating things that we need.

My question is: Are your observations on the need to encourage
the best use of the Nation's stock of credit different in substance
from the sentence by Mr. Sommers that I just read?

Mr. WILMETH. There might be some degree of difference. I be-
lieve that if we got interest rates back down the way we should,
repayment rates on existing debt could increase sharply. That
would mean that a higher level of growth borrowing would be pos-
sible for any net rate of increase in debt.

Now in the 40 years I've been observing our cyclical variations,
I've watched our housing industry expand and contract any
number of times in ordinary business cycles. Now the housing in-
dustry is a very important industry. It's a tremendously inefficient
way to operate an industry as important as that, to cause a third of
the participants to go bankrupt every 3 or 4 years.

CONCEPT OF SUSTAINABLE FINANCE

If we had responsible controls in place over credit expansion and
if we restored the economic size of the money supply to start a pro-
gressive reduction in interest rates, we could largely wipe out that
kind of cyclical fluctuation. We need to develop a concept of sus-
tainable finance. If we did that, the added efficiencies we would get
out of important industries that are so cyclical today would be a
major contribution to our productivity gains.

I see some very hopeful prospects if we will just take the time to
reevaluate some of these premises that we've grown up with and
look at the new interrelationships that are now viable and go to
work to get the Government to do the things that can only be done
through Government and then turn the private economy free to do
the things that they do so well.

LARGE INTEREST PAYMENTS DISTORT INCOME DISTRIBUTION

Representative REUSS. Mr. Wilmeth has made the point, among
many others, that interest payments now make up an extraordi-
nary part of the incomes stream. I think it was Mr. Hotson who
suggested that since interest payments largely or entirely go from
borrowers to creditors and since creditors tend to be better heeled
than borrowers by and large, this results in some income distor-
tions and may predicate an outside demand for wage increases on
the part of workers because workers by and large are somewhat
different people from lenders.

HIGH INTEREST RATES LEAD TO HIGH WAGE DEMANDS

Is that an accurate statement, Mr. Hotson, of what you were
driving at? That among the many other reasons for wanting lower
interest rates is that high interest rates cause distortions of rela-
tive incomes and thus a demand for higher wages that in itself can
augment inflation? Would you take it from there?

Mr. HOTSON. The short answer is yes, I agree very much with
what you said. Is that all you want, a short answer, that, I agree?
That's what I was saying.
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Representative REUSS. Short or of modest length.
Mr. HOTSON. Well, there's no real need to elaborate on that. I

think it makes for excessive wage claims when they see this high
income group increasing their incomes very rapidly. Why should
they exercise restraint when net interest has gone up 70 times
since 1950, personal interest income up about 35 times and so on?
And if they're told that they'are 13 times higher wage increase is
excessive, it's nothing like 70 times. All kinds of things have been
going on here which I really just want to reinforce.

MORE DISCUSSION OF A CAPITAL BUDGET

The Federal deficit is mostly interest, almost entirely interest.
And if we get the rate of interest on the Federal debt down, then
we would shrink the deficit in a way that wouldn't take the money
away from fixing the bridges and so on and in fact would do some-
thing else because we wouldn't be paying it out as interest.

Regarding the point Mr. Wilmeth is making that we ought to
have a capital budget, the originator of this tax bond proposal I put
out really stressed that point, that we could borrow against the
lump of government assets at the State and local as well as the
Federal level with these low-interest tax bonds while at the same
time giving large tax cuts to put the government sector more on a
business-like basis. This would be a way of also selling it to the
public-this is not just financing current consumption of the gov-
ernment sector, but these highways and these bridges and airports
are real capital assets and they shouldn't have been financed on a
cash basis. No sensible public utility would finance its heavy capi-
tal investments that way, the way we've asked the government
sector to do it.

Representative RICHMOND. Do other governments do it?
Mr. HOTSON. Yes. The Canadian Government has a capital

budget. It has a better accounting system than the United States.
Mr. SOMMERS. The United Kingdom has a capital budget.
Representative REUSS. It's a commentary on the way we do

things that both in monetary and in fiscal policy today, by adopting
unrealistic and mythological goals, we tend to scare the daylights
out of the capital markets and compound our troubles. What I'm
talking about is what you gentlemen have been talking about;
namely, in monetary policy, when the Fed seeks to placate the
monetarists by adopting a 2.5- to 5.5-percent target and then gro-
tesquely goes beyond it in its actual money creation, of course, it
spooks Wall Street, the Dow Jones average, the bond markets and
business confidence and everything else, and accentuates the rece-
sion.

When the Congress dedicates itself to budget balancing, constitu-
tional amendments and such with total disregard for the fact that
some part of the Federal budget is in fact capital investment in
physical goods-and I would even include battleships, although I'm
not particularly militaristic, as a capital investment which ought
not to be included in that part of the budget which pays the help
on Saturday night-Congress, by paying lip service to a false god of
a balanced budget which has nothing in it to recognize that part of
the budget is for capital expenditures, also creates its share of
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spooking the markets, because the markets are sensible enough to
know the Congress' pretensions of balanced budgets, whether by
constitutional amendment or anything else, are sheer hogwash
until and unless it does adopt some method of sorting out that
which is capital and that which is operating expenditures.

Would you agree that this pursuit of mythological false gods in
both monetary and fiscal policy complicates the problem of getting
out of the recession?

Mr. SOMMERS. I certainly do and I think that's a very important
aspect of where we are in this evolution of this system, that we
retain a historical American fear of power and responsibility in
government. The Federal Reserve would prefer to have a rule that
relieves it of the necessity of confronting pragmatically what the
problems are.

The principal reason we do not have a capital budget-and I
share the general impression here that it's an excellent idea-is
the fear that the distinction between a capital item and an expense
item will be abused in the Congress and that we will get a continu-
ous expansion of the definition of capital items. For example, edu-
cation and training of the work force in this context could conceiv-
ably be thought of as a capital item. It's an investment that should
pay off in efficiency over a long period of time.

We could avoid a capital budget altogether because we fear the
responsibility of making and living with a sensible distinction. Or
we can take the risk and say, well, this is our world and our coun-
try, and we're going to have to manage it, and we need this, and
we'll take the political risks of some degree of abuse. After all,
we're achieving a $250 billion deficit without benefit of a capital
budget, so we're capable of making a lot of mistakes even it we
don't have a capital budget.

I guess it's obvious from those remarks that I do favor a capital
budget and if you gentlemen are interested, I've done a large arti-
cle on the advantages and disadvantages and rewards and dangers.
I'd be happy to send you copies of it.

Representative REUSS. We are and, without objection, that article
is cordially invited and will be printed at this point in the record.

[The article referred to follows:]
[From Across the Board, May 1982]

THE FEDERAL BUDGET SHOULD BE REBUILT FROM THE GROUND UP

(By Albert T. Sommers)

The Federal Government needs a capital budget. It should separate expenditures
into current operating costs, financed by current income, and capital outlay, fi-
nanced by debt issuance when necessary. Such a system "would say, loud and clear,
that more current operating spending means more taxes." It would provide the nec-
essary mandate for government to meet its own crucial investment requirements for
defense, and for the rebuilding of the nation's deteriorating infrastructure of public
capital. But to achieve all this, a wholly different view of Federal budgets, Federal
deficits and Federal debt is required.

Among all the measures of economic conditions that bear on the deplorable state
of business in early 1982, the present and prospective deficits in the Federal budget
are far and away the most widely discussed, and the most generally blamed. The
rising trajectory of Federal financing requirements is said to have driven up inter-
est rates, threatened the thrift institutions with total destruction, interrupted plan-
ning for urgently needed investment in plant and equipment, drastically lowered
the rate of housing construction, multiplied bankruptcies among smaller companies,
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and precipitated near panic on Wall Street. The prolonged period of extremely high
interest rates, attributable in considerable degree to the prospective borrowing re-
quirements of the Federal Government, has contributed to a general recession that
is costing hundreds of billions of dollars in lost output. All this, only a year after
Congress passed and the President signed an immense tax-reduction bill that re-
duces Federal receipts by about $700 billion over the next several years. The tax
reduction was supposed to be associated with a balanced budget by fiscal 1984; but
the deficit is now at an annual rate in excess of $100 billion, and rising. A balanced
budget by 1984, or for that matter in any foreseeable future, has disappeared
beyond the horizon.

Budget experience in the past several years has been spectacularly irrational.
Forecasts, still dutifully assembled each year, as required by law, have become a
subject for grim humor. Federal budgeting itself, unencumbered by any real agree-
ment on what it all means, is being made in an analytical vacuum. Opinions about
the proper direction of the budget, absent logical restraint, drift randomly, attracted
only by political pulls; it is an unfunny paradox of 1982 that a conservative Admin-
istration is defending massive deficits, while liberals urge measures to reduce the
deficits. At a time of sharp recession, almost all parties agree that it is necessary to
reduce spending and raise taxes-the precise flip side of the Keynesian consensus
that prevailed in the United States only a half-dozen years ago; but there are no
widely accepted guides to where the spending reductions should be made, or what a
tolerable deficit would be.

The Federal budget is simply out of control; worse, there is no longer any consen-
sus on what budget outcomes really mean, and what kind of outcomes can rational-
ly be sought in a modern democratic society characterized inevitably by large gov-
ernment responsibilities. The budget projections calculated by altogether responsible
sources clearly require action.

But what kind of action? The conflicting responses to this question reflect concep-
tual doubts about what Federal budget outcomes really mean, and a seriously
flawed accounting system from which budgetary conclusions must be drawn. The
time-honored conventional view leads us to strive for a literally balanced aggregate
Federal budget as the only "fiscally responsible" outcome; but it virtually guaran-
tees that the goal will be missed by a mile, even while we underspend on precisely
the things we need government to buy for us. The budget projections say that budg-
etary restraint is now unequivocally necessary. But if restraint requires a further
round of spending reductions, it is desperately important for us to rationalize the
criteria by which we appraise the course of Federal spending, and to improve the
accounting structure by which the government plans and records its own operations.

The conceptual structure of Federal accounting is woefully inadequate in many
respects, but most seriously in its failure to distinguish a capital account from its
ongoing operations. Under present accounting practice, the Federal government
makes no distinction between one expenditure and another. Unlike a business, it
treats its capital outlays as ordinary expense, including their purchase in its operat-
ing statement, setting up no depreciation reserve for their replacement, and calcu-
lating no net worth as the security against the government s debt. While special
analyses in the budget identify some spending as of a capital nature, the analyses
are retrospective, and have no apparent influence on the planning of government
outlay. A purchase of long-term assets adds to the deficit; a sale of assets reduces
the deficit. If the same accounting practices were pursued by businessmen, the fas-
test growing and potentially most successful businesses-those that are investing
more than their depreciation charges-would show a deficit or markedly lower prof-
its, while declining businesses that are investing less than their depreciation
charges would show higher profits. For AT&T, for instance, conversion to govern-
ment accounting would have reduced 1981 profits before taxes from $19 billion to $9
billion; for IBM, the reduction would have been from $9 billion to $2 billion. Both
companies would have had to cut their capital outlay by about 50 percent to achieve
their 1981 reported profits before taxes. Most small, fast-growing, high-technology
companies would report totally illusory deficits year after year. In such an account-
ing structure, a company that sells a subsidiary, even at far below its book value,
would show a tidy profit on the transaction. The Federal deficit is conceptually
equivalent to the change in its outstanding debt. By this measure, AT&T has run a
sizable deficit in every recent year.

To order its priorities and stabilize its finances, the Federal government needs a
capital budget; that is, it should separate expenditures into current operating costs
financed by current income, and capital outlays financed by debt issuance when nec-
essary. Discussions of capital budgeting for the Federal government have always
been heated, because the proposal seems to imply a loss of control over spending,
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and a legitimization of continuing deficits. The risk is real; adoption of a capital
budget would admittedly alter the constraints over government spending, in that it
would compromise the simple, moralistic argument that government should "live
within its means" and should stop the growth of its outstanding debt. But the pre-
sumed virtues of a balanced aggregate Federal budget and zero growth in Federal
debt rest on highly imperfect analogies to private-sector institutions-the corpora-
tion, and the family. And even these institutions are not expected to be (nor are
they) virtuous in the rigid and inflexible way we seek to impose on government.
(Until very recent years, business debt and personal debt have risen far faster than
Federal debt.) There is a powerful commonsense case for capital budgeting; it should
not be rejected for reasons of misapplied moralisms. Nor should it be rejected be-
cause prospective deficits are intolerable; those prospects reflect the dwindling rel-
evance of a dying budget orthodoxy.

Capital budgeting would recognize the unalterable fact that modern governments,
like modern corporations, confront substantial investment needs. Capital budgeting
would not encourage a larger aggregate public deficit than we in fact experience. Its
immediate consequence would be to strengthen legislative attitudes to withstand po-
litical demands for still further growth of current transfer payments, which are ab-
sorbing a larger share of Federal outlay, even in the Reagan budgets. Because it
would direct attention to the long-run development and efficient use of the U.S.
asset base, it should achieve more success with inflation than the dedication (always
unfulfilled in fact) to an aggregate budget balance. Capital budgeting would thus re-
spond to the two largest economic problems confronting the United States in the
1980s-how to restore a high rate of private and public fixed investment, and how
to control inflation. If we are serious about solving these problems, and we should
be, we would do well to free the Federal government from the futile aphoristic eco-
nomics by which it is now constrained, so that it can participate in the effort:

To reap the benefits of capital budgeting, however, a wholly new view of the role
of the Federal government in the economic system, and a wholly new set of account-
ing principles, will be required. The fact that the Federal accounting system in-
cludes no capital budget has an obvious bearing on the size of the officially meas-
ured "budget deficit," and the consequences that flow from its interpretation. For
an understanding of the forward step that capital budgeting offers, it is necessary to
examine-objectively, nonmoralistically, nonideologically-the fundamental princi-
ple on which conventional budgetary policy still rests: namely, that a total balance
of total revenue and total expenditure is the only "fiscally responsible" budgetary
outcome.

While long-term budget projections under Democratic and Republican Adminis-
trations alike always look toward a future balance, the actual budget has been in
deficit in 24 of the last 30 years, and in every year since 1970; in the last seven
years the deficit has averaged about $50 billion annually. It is revealing that virtu-
ally every developed Western economy has had the same budgetary experience. In
fact, the U.S. deficit this year, expressed as a percentage of natioal output, is likely
to be among the smallest of the OECD countries. In 1979, both the total public-
sector deficit (including state and local governments) and the Federal government
deficit, expressed as a percentage of GNP, were at half the level of West Germany's.
In Japan, the relative deficit was three times ours, and the deficit of the total public
sector more than five times ours, as calculated by the Bank for International Settle-
ments.' In the US., as in virtually all Western economies that have shared in our
political and cultural experience, a conventionally balanced Federal budget no longer
appears to be consistent with high employment, and may be impossible to sustain at
any level of employment, unless substantial government responsibilities acquired over
the past two decades are largely abandoned.

There are at least two basic reasons for this developing experience. In the first
place, transfer payments now dominate Federal budgets; and transfers are not
nearly so stimulative to private activity, and hence to the broadening of the tax
base, as real government purchases from the private sector. Such real purchases-
for bridges, roads, ports, mass transit-produce a stream of jobs and incomes, and
hence tax revenues; the transfers, which feed directly into consumption, have much
smaller and only indirect effects on jobs and the tax base. In the days when govern-
ment was much smaller and Federal outlays contained a high percentage of direct
purchases, it was difficult to run a Federal deficit for any length of time. (The im-
mense deficits of World War II were the result of deliberate suppression of the tax
base and of consumption by wage, price, credit and production controls.) At present,
in the U.S. as well as throughout the West, it is almost impossible to avoid one.

I In seven major industrial countries budget deficits now average 4 percent of GNP.
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Restraining transfers, and expanding real outlays, would contribute to a reduction
of the deficit; capital budgeting would help in that effort.

Second, the dedication to a balanced aggregate budget fails to comprehend the
long postwar development of debt formation. In the early postwar decades, private
debt was rising rapidly in the United States. Hitorically, total public and private
debt rose along with total GNP, and the energy provided by the recovery of private
debt helped to maintain the system near high employment with no help from public
debt formation. In the decade ending in 1957, the budget was actually in surplus
more than half the time (the deficit years were mainly those of the Korean War;
wage and price controls again). But the debt-carrying capacity of the pricate sector
has been leveling off for more than a decade, and the withdrawal of energy has in-
duced the growth of public debt-probably inevitably, but also as a cosequence of
deliberat efforts to keep the system near full employment. In the 197 0s most West-
ern economies arrived at a great postwar conjuncture; the simultaneous presence of
large government, and a mature debt burden in the private sector.

In the last 10 years, efforts to stop arbitrarily the growth of public debt have peri-
odically weakened the system, and augmented recessions. All of the last three reces-
sions occurred in the presence of a brief near-balance in the aggregate Federal
budget; the ensuing recessons drove down private activity and hence tax receipts,
and hence led to an augmented deficit in succeeding periods. Wild swings in the ag-
gregate budget position, from close to neutral to deep recession-induced deficit, have
been characteristic of the system's performance ever since the late 1960s, and have
imparted to it a destructive instability in demand, and in interest rates, that im-
pairs the private sector's ability to plan long-term investment. There is absolutely no
evidence that the political dedication to an aggregate balance in the Federal budget,
under present accounting, has had any effect at all on the average budget deficit over
the past decade. And under present accounting, there is very little likelihood that
any Administration will balance the total budget, for any significant period, in the
foreseeable future.

Not only is a general budgetary balance most unlikely-it should not even be
sought by the Federal government, any more than by successful corporations serv-
ing a growing market. It is the wrong target, and the error is grievously costly. The
burden is borne heavily by U.S. business, which has had to do its long-range plan-
ning in an unpredictable and unstable financial environment, periodically featuring
prohibitive capital costs, and in the presence of deteriorating public facilities.

In the absence of an accepted distinction between Federal expenditures with long-
run importance and ordinary operating outlays, the futile effort to balance the
budget disastrously misdirects the attention of both spending and tax policy. Given
the fact that many of the ordinary outlays, including transfers, are mandated by
existing legislation, the effort to curtail expenditures in the direction of a budget
balance is inevitably deflected toward precisely the public capital programs that are
urgently needed as infrastructure for the private sector's investment (not to men-
tion the private sector's quality of life). Lacking an accounting protection for capital
outlay, the Federal effort to control deficits is producing a disguised and unintended
liguidation of the public infrastructure, a continuous accumulation of deferred
maintenance that is grossly apparent everywhere in our public sector-including, of
course, in our defense establishment.

Public capital formation has now subsided to about its lowest share of total output
at any point in the post-war years. school construction has slowed-appropriately
enough, with the decline in the school-age population. But the misdirected pressures
to economize account for a 10-year liquidation of much of the U.S. defense system.
Even if schools and defense are excluded from capital outlay, the remaining nonde-
fense public-capital formation has taken less and less of our GNP. Outlays for high-
way construction fell after the completion of the interstate system several years
ago, understandably; now the system is deteriorating again. The remaining pro-
grams-mass transit, general institutional construction, urban rehabilitation,
bridges, parks, water and sewage systems, ports-have suffered. In current dollars
(not adjusted for inflation), the investment-type programs identified in recent bud-
gets have been growing at a 1.5 percent annual rate; the growth in current oper-
ations has been at a 14 percent annual rate. A Commerce Department study indi-
cates that through much of the 1970s, Federal spending on "public works" fell short
of depreciation, even with the depreciation calculated, with vast understatement, on
an original-cost basis. For state and local investment outlays, the rate of net invest-
ment has also declined, despite the same understatement of depreciation and de-
spite growth in grants-in-aid. Now that the Federal grants are falling, further de-
cline in such investments is inevitable. Calculated on a replacement-cost basis, these
figures would reveal a gross liquidation of the stock of public capital, probably much
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faster than the equally regrettable liquidation of private capital to which business-
men properly invite attention. Caught between rising transfer payments on the one
hand, and efforts to seek both tax reduction and a conventionally balanced budget
on the other hand, American public facilities financed by both Federal and local
governments are threatened with continuing, progressive disintegration.

The failure to recognize a capital component in Federal spending, and to account
meaningfully for the accumulation of public assets (financial, as well as real) over
time, also contributes to a naive conception of the Federal debt, and its significance
for Federal financial policy. In the household sector, we are accustomed to relating
outstanding debt to the level of personal income; in the business sector the level of
debt is normally related to other relevant measures, such as current and prospective
earnings, and net worth. Only for the public sector do we bemoan an increase it
debt measured absolutely as financial obligation. No part of the system-not the
business sector, nor the consumer sector, nor the government sector-balances its
budget by Federal accounting procedures; all of the sectors experience a continuing
rise in outstanding debt.

Such a naive way of reviewing the Federal debt, without benefit of any invest-
ment perspective, gives rise to excessive alarm (given the present deficit projections,
some alarm is certainly warranted) over the level of the debt, and even simplistic
exhortations to "pay it off." In fact, the relationship of Federal debt to the GNP
from which the Federal government generates its revenues has been generally de-
clining throughout the postwar years (whereas it has been rising, although from a
much lower base, in both Japan and West Germany; their lower bases are attributa-
ble to the repudiation of their public debt by the new governments installed by the
Allies at the end of World War II). The government's sovereign power to command
its income out of the GNP is limited, of course, by the effects of taxation on incen-
tives in the private sector, where the governmentys revenue is generated; but in ad-
dition to this power, it has a balance sheet as well as an operating statement. To
ignore the assets in its balance sheet is to distort the significance of its debt.

Capital budgeting would thus add an essential dimension of realism to Federal
spending policy and tax policy. While it would vacate the fallacious and unachieva-
ble objective of an overall balance in the Federal budget and an end of all growth in
Federal debt, it would by no means provide a warrant for abandon in either spend-
ing or debt. Indeed, it would require current financing of current costs, including de-
preciation-a balance or a surplus in the operating budget. It would provide the con-
trols for effective restraint on all expenses of the government, including the trans-
fers; it would say, loud and clear, that more current operating outlays (including
transfers) means more taxes. Such an operating statement, if available last spring,
would have made it thoroughly evident that we could not afford the gross disman-
tling of our revenue base that was accomplished by the tax reduction, unless it were
to be accompanied by an equally gross curtailment of current outlay.

One of the reasons that the transfer programs have grown so uncontrollably is
that the option existed to offset their growth by reduction in public capital outlay;
removing this opportunity through separate accounting for capital outlay would re-
strain the transfers; and the higher level of private job creation in publicly financed
investment would reduce the requirements for transfers. A capital budget would
alert the public as a whole to the dangers of aggregate underinvestment, undersav-
ing and overconsumption. It would provide the information basis for practical
spending and taxing decisions, and for programmed reinvestment in the system in
good times as well as bad. It would free us from the classic cyclical entrapment of
public investment (it is not needed as a stimulus in good times, and in bad times the
stimulus provided by it will come too late). Public capital investment is necessary; it
is not just a cyclical toy.

The debt formation that would proceed in the capital account is not, as is often
argued, a regrettable absorption of real savings that should be made available to the
private sector. This argument ignores the fact that modern governments have sub-
stantial investment requirements of their own (including defense investment), of a
significance no different from the significance that attaches to uses of capital in the
private sector. Government, as well as business, requires a call on national savings;
it is the debt financing of the expenses of government, not of its investment, that is a
misuse of savings capital.

A revision of Federal accounting to incorporate capital budgeting would require
considerable study, looking toward the construction of satisfactory accounting defi-
nitions and concepts. Both the Treasury and Comptroller General's office, as well as
other public and private bodies with an interest in Federal accounting, have some
work in progress on the improvement of the system, including the development of
capital outlay, depreciation and net-worth definitions. The definition of "invest-
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ment" is critical to the effort: a continuously expanding definition would admittedly
pose the threat of unmanageable deficits. But this is not an incremental risk: our
experience today makes it perfectly clear that the present system is regrettably effi-
cient in the production of unmanageable deficits.

Apart from the capitalization and depreciation of physical assets, capital budget-
ing would offer opportunities for rationalizing government activities in financial
markets. The bewildering and disorderly array of Federal subsidies, secondary-mort-
gage market activities, developmental capital programs and loan guarantees, inter-
est-rate subsidies, capital availabilities to small business and to depressed areas,
even, perhaps, Federal programs for the improvement of human capital-all grow-
ing areas of government interest-might be organized and controlled and restrained
together. Some of the so-called "tax expenditures" (the selective foregoing of reve-
nue, commonly to encourage investment: for example, the investment tax credit)
might be redefined, and those with a measurable prospect of stimulating future
growth in the private economy and the tax base might conceivably be capitalized as
investment. What appear to be useful opportunities for capital partnership between
the public and private sectors would be encouraged by the provision of an orderly
accounting structure.

In this and other respects, capital budgeting would foster cooperation between
business and government in the renewal of our private and public capital stock.
Handled with vigor and restraint, it would do all of these things without adding a
dollar to the total deficit, while at the same time imposing necessary limits on the
consumption-directed spending of government. It would provide clearer and more
stable fiscal information for the use of the Federal Reserve in setting monetary
policy. And it would assist in rebuilding the government's reputation, now badly
damaged, as an essential contributor to the nation's future growth. All in all, there
would be a large reward for relinquishing the antiquated moralisms by which we
now define fiscal responsibility.

Representative REUSS. We've kept you three extraordinarily
helpful witnesses for an extraordinarily long time. I can assure
that the contributions made by each of you-and I find them very
complementary-will help us in our deliberations. I also intend to
distill out of this series of hearings a number of propositions which
in the friendliest possible manner we intend to present very short-
ly to the Federal Reserve so that when Mr. Volcker and his asso-
ciates come up in late July for their semiannual review of mone-
tary policy they can comment on the world according to Wilmeth
and some suggestions of Mr. Hotson and those of Mr. Sommers.

So on behalf of the committee we want to thank you and wel-
come your contributions, and we'll continue to think about what
you have tabled before us today.

We now stand in recess until the day after tomorrow when we
shall continue these hearings.

[Whereupon, at 11:55 a.m., the committee recessed, to reconvene
at 9:30 a.m., Thursday, June 10, 1982.]

[The following information was subsequently supplied for the
record:]
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STATEMENT OF FRANCIS H. SCHOTT, SENIOR VICE PRESIDENT AND
CHIEF ECONOMIST, EQUITABLE LIFE ASSURANCE SOCIETY OF THE
U.S., NEW YORK, N.Y.

In view of an abbreviated schedule of hearings, I have been asked for
a brief written statement. This statement represents my personal views
and not those of The Equitable Life Assurance Society or The National
Association of Business Economists, which I now serve as Chairman of its
Legislative Review Committee.

In summary, I believe that the present serious economic situation is
the inevitable aftermath of the Great Inflation of 1965-81, but that the
transition toward stable prices and renewed economic growth could be
speeded materially by a better balance between fiscal and monetary
policy. Interest rates are higher than they should be at this stage of
the economic cycle, and high rates are impacting housing, automobiles and
the farm economy disproportionately.

The reason for continued high interest rates is twofold. First, the
federal government is swamping the credit markets with securities to
finance a high and rising deficit. Second, current and prospective
deficits are keeping alive a stiff inflation premium in long-term
interest rates. Savers and investors continue to be fearful of renewed
major inflation because rightly or wrongly big deficits are associated
with big inflation

The Federal Reserve alone cannot satisfactorily cope with the
distortions caused by high interest rates. Giving ground on the
aggregate targets runs the risk of stoking the inflation fires. Sticking
to the targets may hold the economy back. Therefore, putting the fiscal
house in order is the best available prescription for bringing interest
rates down.

* * *
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In elaborating on these points briefly, let me begin by acknowledging

that the recession is indeed a major one and that it has led to

substantial losses of output and employment. Nevertheless, if the

economy begins to recover after mid-year, which most forecasters

including myself believe will happen, the recession will have been of

about average duration and depth for post-World War II recessions.

The pains of disinflation must be judged against the disaster of

large-scale and accelerating inflation. At its peak, in early 1980, the

inflation was running at 18% and had ratcheted upward irregularly for 15

years. We were destroying savings incentives by subsidizing borrowers at

the expense of savers. We were encouraging speculation in real estate,

metals and futures markets. We were wrecking the long-term capital

market by making it impossible rationally to lend for long periods at

fixed rates. We were changing the distribution of income in ways that

certainly did not help unorganized wage earners and others at the lower

end of the income scale. Perhaps most strikingly, we were setting up a

time bomb directed at our traditional savings institutions who were and

still are stuck with a depreciating portfolio of low-yield loans made in

accord with a national policy favoring home ownership. In short, the

situation was untenable.

In getting us from there to here, the Federal Reserve should be given

good grades for its performance. After one blunder in mid-1980, when the

Fed backed off too rapidly from restraint and was rewarded by rekindled

inflation and record-high interest rates, the Fed has remained on the

course of gradually bringing down the growth rates of monetary aggregates.

One should of course acknowledge that Federal Reserve policy, to be

successful against rampant inflation, has had to be operated with all the

sublety of a meat cleaver. In the early stages of disinflation, it does
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not really matter which of the many possible aggregates is assigned

primacy. The growth rates of these aggregates are closely correlated

with each other. Success in curbing one will tend to lead to success in

curbing others.

Nevertheless, at this stage of the cycle, it has become important to

ask in which ways the Federal Reserve might become supportive of economic

recovery without fanning inflation. First of all, the monetary aggregate

targets should not be considered to be etched in stone. With multiple

targets for different aggregates, it is next to impossible to achieve all

of them. In 1981, the Fed overshot some targets and undershot others, as

shown in the attached Table. A repetition of this experience, in 1982,

including M1 growth somewhat in excess of 5 1/2%, would not disturb me,

especially because the institutional factors influencing the

relationships among the aggregates are constantly changing. However,

that should not be an excuse for encouraging excess growth above target

for all the aggregates. This danger exists on the basis of the 1982

record so far, as also shown in the Table.

Second, there is an excellent argument to be made for emphasizing

credit aggregates rather than deposit aggregates. The credit aggregates

give a better clue than the liability aggregates as to whether the pace

of bank loans to business and consumers is compatible with recovery in

the private sector, or whether money creation is largely related to the

financing of the treasury. However, while such knowledge is valuable,

and is in fact gathered by the Fed, there is of course nothing to be

gained by seeking to stimulate credit expansion for the private sector

over and above treasury financing if government credit demand alone

generates all the noninflationary liquidity the economy can stand.

C'
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The main virtue of an emphasis on the credit aggregates in the coming

months is simply to underline the urgent need to curb treasury demands so

as to make room for the private sector. As matters now stand, the

Federal Reserve has an almost insuperable dilemma. The U.S. government

will take a rising rather than a declining share of reasonably calculated

credit supplies as the private economy seeks to expand again. Thus,

curbing the monetary aggregates presents the threat of an early end to

the next recovery. The danger can be averted if Congress and the

Administration make sure federal revenues will rise more rapidly than

expenditures in the next few years. Savings and investment will be

properly stimulated only if the government spends progressively lesser

shares of the GNP, or if it taxes consumption more heavily.

On the positive side, I am convinced that a credible reduction in

federal deficits is the one remaining obstacle in the path of lower

interest rates. Inflation and private credit demands are back in line

with our traditional 3%-4% real GNP growth path; but there is unfinished

business in the halls of Congress before we can be sure of that result.

* * *

Table attached
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Federal Reserve
Monetary Growth Targets

1981 and 1982

1980 IV - 1981 IV

Target Actual

Mi-B 6%-8.5% 5.0% Under Target
Mi-B Adjusted 3.5%-6% 2.3% Under Target
M2 6%-9% 9.4% Over Target
M3 6.5%-9.5X 11.4% Over Target
Bank Credit 6%-9% 8.8% On Target

1981 IV - 1982 IV

Target '81 IV - April '82
Annualized e

Ml 2.5%-5.5% 8.8% Over Target
M2 6%-9% 10.0% Over Target
M3 6.5%-9.5% 9.7% Over Target
Bank Credit* 6%-9% 7.0% On Target

e = Equitable estimate

* The 1982 bank credit target runs from the average level of December 1981
and January 1982 to the average level of the fourth quarter of 1982.

Abbreviated Definitions:

Mi-B = Ml = Currency + demand deposits + other checkable deposits (not
including money market mutual funds).

Mi-B Adjusted = Mi-B reduced to offset the "extra" growth caused by shifts of
savings accounts into NOW accounts.

M2 = Ml + savings deposits + small time deposits + overnight repurchase
agreements (RP's) + non-institution money market mutual funds.

M3 = M2 + large time deposits + term RP's + institution money market mutual
funds.

Bank Credit = Total loans and investments of commercial banks.

Source: Board of Governors of the Federal Reserve System.



THE FUTURE OF MONETARY POLICY

THURSDAY, JUNE 10, 1982

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.

The committee met, pursuant to recess, at 9:30 a.m., in room
2359, Rayburn House Office Building, Hon. Henry S. Reuss (chair-
man of the committee) presiding.

Present: Representatives Reuss and Richmond.
Also present: James K. Galbraith, executive director; and Wil-

liam R. Buechner and Robert E. Weintraub, professional staff
members.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative REUSS. Good morning. The Joint Economic Com-

mittee will be in order to continue its series of hearings on the

future of monetary policy.
We are particularly delighted to have with us this morning one

of the most distinguished students of the subject, James L. Pierce,
professor of economics at the University of California, Berkeley.
Mr. Pierce won his-spurs some years ago when as staff director of

the Fine Study, "Financial Institutions and the Nation's Econo-
my." While it didn't immediately accomplish the goals it set for the

Nation it furnished the basis for the Monetary Decontrol and Regu-
latory Reform Act of 1980 and enlightened the discussion which
has gone on ever since. We're very grateful for the national contri-

bution which James Pierce made then.
We're happy that you're here with us. You have a prepared

statement which under the rule will be received in full in the
record. Will you now proceed, Mr. Pierce.

STATEMENT OF JAMES L. PIERCE, PROFESSOR OF ECONOMICS,
UNIVERSITY OF CALIFORNIA, BERKELEY

Mr. PIERCE. Thank you very much, Mr. Chairman, for your kind

comments. I'm of course delighted so much of the Fine Study has
ended up one way or another in becoming law, and perhaps more

of it will at some point.
If it's all right with the committee, my prepared statement is suf-

ficiently short; perhaps it's most efficient for me to read it rather
than trying to summarize what is already a summary.

(397)
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MONETARY POLICY CAN CURE INFLATION THROUGH RECESSION

I am here today to add my voice to those who are critical of cur-
rent monetary policy. I believe that this policy is unsustainable
and that it is not the appropriate means for promoting economic
growth and price stability. Current budgetary policies have made
the situation even more untenable.

There has never been any doubt that monetary policy could dra-
matically reduce inflation. With sufficiently restrictive growth in
the supply of money and credit, the housing market could be de-
stroyed, consumers could be prevented from purchasing auto-
mobiles and other durable goods, business profits could be wiped
out, and business fixed investment could be depressed. This would
throw millions of people out of work. The total effect of a suffi-
ciently restrictive monetary policy would be a deep recession which
would eliminate the enthusiasm of labor and management for rais-
ing wages and prices.

This story, which became reality, demonstrates that inflation can
be reduced relatively quickly. The natural question, however, is at
what cost and for how long? Social pressures mount to get the eco-
nomic out of its depressed state. These pressures can ultimately
produce highly stimulative policies such as those that followed the
1974-75 recession. The stimulative policies rekindle inflation, and
the economy ends up back where it started with high inflation. I
fear that the Federal Reserve has started the economy on just such
a painful trip.

MONEY TARGETS WILL NOT SUSTAIN RECOVERY

A case could be made for a harsh monetary policy if it could be
maintained long enough to wring inflation out of the economy and
if the economy could grow at a sustained noninflationary pace
thereafter. This appears to be the hope of the Federal Reserve and
of the Reagan administration. I believe that it is highly unlikely
that the strategy will be successful. When the economy starts to re-
cover, there must be some monetary accommodation or the recov-
ery will be very weak. The monetary growth targets of the Federal
Reserve are simply not high enough to promote a sustained,
healthy economic expansion. Unemployment will remain high, and
housing and other interest-sensitive sectors will remain depressed
as the economy struggles against the effects of a highly restrictive
monetary policy. This, in turn, will retard the growth of tax rev-
enues and make budget deficits even larger.

It is unlikely that this situaiton will be tolerated indefinitely.
The longer that monetary policy remains so restrictive-and the
harder that it must battle against the effects of tax cuts, high mili-
tary spending, and rising deficits-the more unbalanced the econo-
my becomes. Eventually monetary policy will have to be more ex-
pansionary. The longer that the inevitable is postponed, the larger
is likely to be the ultimate expansion of money and credit growth.
This could easily lead to a resurgence of rapid inflation. This pros-
pect is one interpretation of why long-term interest rates have re-
mained so high. There is obviously massive uncertainty on Wall
Street about future montary policy, and there is a real fear of a
resurgence of high inflation.
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MONEY TARGETS SHOULD BE RAISED AND FISCAL POLICY TIGHTENED

The Federal Reserve made a serious policy error when in late
1979 it embarked on its increasingly restrictive and nonsustainable
policies. Its current monetary growth targets are simply a continu-
ation of this policy. I believe that there must be an increase in
money growth to a more sustainable level. Growth of Ml of 2.5 to
5.5 percent is too low to produce a meaningful economic recovery. I
also believe that there must be a better mix between monetary and
fiscal policies. The stimulative effects of tax cuts and increases in
defense spending will push real interest rates higher, and the mas-
sive deficits will further these increases. The current mix of mone-
tary and fiscal policies makes no macroeconomic sense, and this
fact has not been lost on financial markets.

Both the Federal Reserve and the Reagan administration seem
adamant about sticking to their guns. Steadfastness can be a
virtue; stubbornness can be a vice. I fail to see the public benefit
from the Government sticking to its guns if it ends up shooting off
our feet.

MORE MONEY GROWTH NOW NEED NOT CAUSE INFLATION

Whenever there is a proposal to increase the rate of money
growth, the monetarist chorus chimes that this will increase inter-
est rates, not decrease them. This prediction has become the new
conventional wisdom espoused by the administration, the Federal
Reserve, and by some Wall Street pundits. It is important to see
the element of truth in this assertion in order to see its fallacies. It
is true that a high rate of money growth that is sustained over a
substantial period of time produces a high rate of inflation. When
inflation is high, nominal interest rates are also high because lend-
ers must be compensated for the declining purchasing power of
their money. Thus, ultimately and in the long run, high rates of
money growth are associated with high interest rates. This observa-
tion tells us nothing, however, about the consequences of a rise in
money growth from its current low level to one that is more con-
sistent with sustained economic recovery.

It is also true that under the Fed's new operating procedures
week-by-week fluctuations in the quantity of money produce move-
ments in interest rates in the same direction. For example, a non-
policy-induced bulge in Ml produces a temporary increase in inter-
est rates. This occurs because the Fed does not provide sufficient
nonborrowed reserves to support the bulge in money. Interest rates
rise as banks are driven into the discount window.

Under the current operating procedures, market participants
spend a fortune on forecasting weekly movements in M,, and they
react sharply to any large unexpected movements. It is important
to note that there is nothing irrational about this behavior. Sub-
stantial profits are earned by those who correctly anticipate short-
term movements in money. It should also be noted that the mar-
ket's response has nothing to do with inflationary expectations.
Participants realize that the bulge in money will produce a tempo-
rary rise in interest rates under the Fed's operating procedures
and they act on this knowledge.
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WHY ARE SHORT-TERM INTEREST RATES SO HIGH?

Now let me turn to the question of why short-term interest rates
are so high. Here the answer is straightforward, and it has little or
nothing to do with inflationary expectations. Since the Federal Re-
serve established its anti-inflation policy in late 1979, the growth in
Ml has, on average, been less than the rise in prices. Money has
not grown rapidly enough to support even a constant level of eco-
nomic activity. The decline in real money balances has produced
high interest rates. While economic activity has declined, so have
real money balances, and interest rates have remained high. Put
another way, the supplies of reserves and of short-term credit have
not grown enough to support the high level of credit demand in the
economy. This demand is not the result of an economic boom and
high inflation, but rather, it is a consequence of falling business
profits and a liquidity squeeze. The result is high interest rates.

Finally, the bulge in M, growth that occurred earlier this year
appears to be the result of an increase in the liquidity desires of
the public stemming from the recession and from fear about the fi-
nancial system. Conventional economic theory predicts that such
an increase in money demand will raise interest rates unless there
is complete accommodation by the Fed. Since the accommodation
was not complete, the demand shift served to increase upward pres-
sure on interest rates.

The simple fact of the matter is that the financial system is
starved for money, and as a result, interest rates are high. This
means that a policy-induced increase in money growth will push
down short-term interest rates. Faster reserve and money growth
will increase the supply of credit, and short-term interest rates will
fall.

WHY ARE LONG-TERM RATES SO HIGH?

The issue of long-term interest rates is more difficult to deal
with. There obviously is a great deal of uncertainty concerning the
long-run inflation rate and the long-run performance of the econo-
my. Many borrowers and lenders are unwilling to take long-term
positions.

It is important to note, however, that to the extent high long-
term interest rates are the result of expectations of high inflation
in the future, the market is implicitly assuming that future mone-
tary policy will be highly expansionary. If this is the case, a moder-
ate easing of monetary policy at this time is hardly consistent with
a further rise in long-term interest rates. It is double counting to
assert that long-term interest rates are high because the market
expects massive easing in policy and then to claim that any easing
of policy will raise interest rates further.

I believe that long-term interest rates will come down only as the
Government achieves balanced and sustainable macroeconomic
policies. Uncertainty can be reduced by sensible policies, but there
is little in current policy that builds public trust. Thank you.

Representative REUSS. Thank you very much, Mr. Pierce.
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SHOULD THE FED EXCEED ITS 5.5-PERCENT MONEY GROWTH CEILING?

In your statement you say that you believe there must be an in-
crease in money growth, that growth of Ml in the 2.5- to 5.5-percent
present target range of the administration and the Federal Reserve
is too low to produce recovery. What do you say to the answer of
the Federal Reserve and the administration-that in fact the Fed
has been considerably exceeding the 2.5- to 5.5-percent target path,
that so far this year it's been creating new Ml at the rate of almost
9 percent. So, in effect, it can come back at you and say, "What are
you kicking about?" How do you answer that?

Mr. PIERCE. Well, I guess what I'm kicking about is that most of
that relatively rapid Ml growth was the result of the bulge that oc-
curred at the beginning of the year, which by the Fed's own state-
ments has been a result of an increase in the demand for money.
And if the Fed had not provided those funds as they shifted into
NOW accounts from savings accounts and time accounts, then in-
terest rates would have gone monumentally high.

In order to keep interest rates just where they are when there's
a demand shift of that nature, it's necessary for money to grow. So
I don't find that an indication of easing whatsoever.

My indication of easing is real short-term interest rates which
have come down. Nominal interest rates are now only 16 percent,
so real interest rates are all the way down to 10 percent. I find that
hardly indicative of an easy monetary policy.

Representative REUSS. Many of our witnesses have said that the
mere existence of a 2.5- to 5.5-percent target-set in response to the
congressional demand that that Federal Reserve set up targets-ac-
companied by the gross failure to get within that target, it is said
that that kind of disregard of the targets itself produces uncertain-
ties in the market and leads to higher interest rates.

Do you have a view on that?
Mr. PIERCE. Yes; I don't use the word "disregard." I think the

Federal Reserve thinks a lot about those targets and about the
press response when it misses them, which it often does. I think
that's an inevitable consequence of Congress demanding, and the
Federal Reserve going along with, the establishment of targets
which cannot be achieved week by week or month by month even
if it tried as hard as it could, which it often doesn't.

THE FED'S TARGETS SHOULD BE REALISTIC AND ACHIEVED

Representative REUSS. Could I stop you there? The Congress
hasn't really demanded that.

The Congress has said in the Humphrey-Hawkins Act and in ear-
lier resolutions and laws that the Federal Reserve should select a
target range of monetary aggregates which it believes will achieve
the goals of maximum employment, production, and purchasing
power, and stay within them on an annual basis unless it finds
some good reason to change them.

What I'm suggesting is that the congressional directive is not at
fault. The fault is that the Federal Reserve has picked unrealisti-
cally low target paths, and if it stays within them it causes high
interest rates through overtight money; if it disregards them, it
causes high interest rates by indicating that it is out of control.
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Mr. PIERCE. Well, I guess I don't want to get into a debate aboutCongress role in this except to point out, in fairness, that yes,that's what the Humphrey-Hawkins Act says; but I read enoughcongressional testimony to know that the Federal Reserve is criti-cized on a much more frequent basis than annually when it fallsoutside of those target ranges.
Representative REUSS. But not by the arms of Congress whichare the official criticizing or applauding arms; namely, the banking

committees. The House Banking Committee, for instance, has notin its reports jumped on the Fed for being momentarily over orunder. It has looked at things on an annual basis.
I don't want to get into an argument about who shares the guiltfor the mess we're in either, but don't you think that continued

failure over a long period of time to fit within the self-imposed
monetary aggregate ranges does produce a bad result? For exam-ple, last year, in 1981, with a target range of M, of 3 to 6.5 percent,
the Fed actually came in for the whole year with something likeonly 2 percent growth.

Mr. PIERCE. Right.
Representative REUSS. That was a great mistake and we said so.Do you disagree?
Mr. PIERCE. No; I interpret the growth ranges a little differentlythan some people do. In 1979 the Fed said, "We're going to betight. We're going to be as tight as we can get away with, and oneway we're going to accomplish that is freeing up interest rates sowe're no longer responsible. The market will determine that." TheFed has made good on that promise. Part of the consequences ofthat you saw, with money growth for the year lower than it hadannounced. My humble guess is that it did not cause any conster-nation on Constitution Avenue. It was consistent with wringing outthe inflation as rapidly as possible.
I think you've pointed to the therapeutic function of the mone-tary growth targets; namely, that when they fall below them, thenCongress and others can criticize them for being more restrictivethan they said they were going to be, and that is a plus. I'm cer-tainly critical of the degree of monetary tightness that they havebeen engaged in.
I guess I was more responding to the hail of criticism that oc-curred as a result of the bulge that occurred at the beginning ofthis year, that somehow the Fed had thrown up its hands and nowinflation was right around the corner. But if one looks over alonger term basis than 1979, money growth has slowed dramati-cally.
Representative REUSS. I was responding that I don't think thatthat hail of criticism really came from Congress. It came fromfailed monetarists who needed a scapegoat. Isn't that right?
Mr. PIERCE. Basically, yes.
Representative REUSS. So, while Congress has a few failed mone-tarists, they're not a majority.
Mr. PIERCE. Fair enough.
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WHY A BULGE IN MONEY GROWTH RAISES SHORT-TERM RATES

Representative REUSS. Let met turn to another matter, where
you point out that a short-term bulge in M, somewhat paradoxical-
ly at first blush tends to produce higher interest rates.

Mr. PIERCE. Right.
Representative REUSS. A simplisticist would say, "Well, more

money, interest rates should go down," but they don't, because as
you point out, sophisticated market participants realize that the
bulge will not be accompanied by the creation of enough nonbor-
rowed reserves, and hence interest rates will temporarily go up.

Knowing that, am I right in inferring that you don't see any-
thing wrong with that; we can live with that market-imposed
irony?

Mr. PIERCE. Oh, sure. It's only an irony because in the textbooks
we all read that particular factor was left out. If it had been in-
cluded it would have never been an irony to begin with. Yes, sure,
we can live with that. It's short term and it's a consequence of the
operating procedures. We never used to see it because the Fed
stabilized the Federal funds rate and provided those reserves in the
short term to go with the bulge.

IF BUDGET PASSES, THE FED SHOULD ALTER MONETARY POLICY

Representative REUSS. Now you're familiar, Mr. Pierce, with the
language in the budget resolution as it passed the Senate. The
same language is contained in all versions of the budget resolution
that are before the House today. The monetary language in effect
directs the Federal Reserve, in view of the beginnings of control
over the deficit which the budget resolution is supposed to bring
about, to reevaluate its monetary targets and implicitly, having
reevaluated them, do something about freeing itself from the self-
imposed corset.

If you were a member of the Federal Reserve Open Market Com-
mittee, a consummation devoutly to be wished as far as I'm con-
cerned, what would you do if that resolution were dumped on your
desk and the Open Market Committee were assembled over here
on July 1? I think that's their next meeting.

Mr. PIERCE. First of all, I guess because I am a college professor I
can deal in abstractions, and I'll assume I am a member of the
FOMC.

Representative REUSS. Probably say thanks for nothing.
Mr. PIERCE. Right. Well, first of all, I'd be delighted if and when

that Budget Resolution is passed. I would argue very strenuously in
favor of the Federal Reserve going along with a change in the mix
of policies. I've been very disappointed by at least the public state-
ments of Mr. Volcker who seems to be saying that he has no inten-
tion of changing his monetary policy just because the budget pic-
ture is different. I find that strange.

If the original monetary policy were correct, then it can no
longer be correct if the budget is changed.

Representative REUSS. Well, I thought Mr. Volcker was saying
that the Fed would obey the mandate of Congress. But the Wall
Street Journal editorial writers who have access to Mr. Volcker's
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mind not given to many others tell us that, no, that isn't so, that
his views, is as intransigent as you said it is. We don't know.

But anyway, what would you do as one member of the 12-person
Open Market Committee, irrespective of what Chairman Volcker
does?

Mr. PIERCE. Well, I just point it out to say that there's really
only one truly important member of the FOMC. I would argue very
strenuously in favor of some easing of monetary policy in terms of
reserve growth to go along with the change in the budget, and I
would argue to do otherwise would simply doom us to increasing
deficits, that it's a self-defeating exercise. I would repeat that the
thrust of my testimony in that meeting was that if the Fed tries to
be too tough, eventually the pressures will mount; because, unem-
ployment will be so high and the economy will be so badly out of
balance that we'll have to have extremely stimulative policies. We
have historical examples of that.

FED PURSUING "DANGEROUS *** RADICAL" POLICY

It's not as though the issue is toughing it out until the economy
gets down to zero inflation and all is well. I don't think that's going
to happen. It's extremely dangerous and I think radical policy that
they're pursuing. I find it particularly paradoxical that I'm in the
role these days of being a conservative, that I would prefer to see a
more orderly and conservative monetary policy that's consistent
with the long-run interests of this country and not try to wring the
last ounce of inflation out today because it will come back to haunt
us. Chairmen of the Federal Reserve do get replaced. Political pres-
sures build up and there could be a tremendous push for an expan-
sionary policy unless the Fed eases up some now.

The policies today, in my oinion, are just not sensible. It's very
difficult teaching; when one gets students they say, "Explain this,
and I end up saying, "Well, I really can't." It has nothing to do
with politics. One just cannot give much of an economic rationale
for the current monetary and fiscal policies in this country.

SHOULD THE 5.5 PERCENT CEILING BE RAISED?

Representative REUSS. Well, reverting to this hypothetical July 1,
1982, meeting of the Open Market Committee of which for the pur-
pose of the discussion we made you a member, suppose you're sit-
ting there and suppose Governor Teeters, who in my view has been
very right-minded about this whole business, starts a discussion by
saying: "Well, gentlemen, we've heard it from Congress, and obvi-
ously our Ml monetary targets of 2.5 to 5.5 percent are unrealisti-
cally low. They're bad because if we stayed within them we would
kill the recovery, and they're bad because if we grossly exceed
them we not only flout the monetary process but spook the mar-
kets. So we've obviously got to do something about them. We've got
to raise them. What do you think, Governor Pierce?"

Mr. PIERCE. I would say I would agree with that, and I would call
for a truly path-breaking development of a public announcement to
that effect so that the markets would know what is going on. The
Fed should simply announce that because of the change in the
budgetary situation, and not because Congress has forced it to do
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this-that would be the absolutely wrong impression and I'm really
very bothered that the U.S. Government has to get to the point
where Congress has to order the Fed to do things, and then the
Chairman can decide whether in fact Congress has the authority to
order its own creature to do things-the Fed would simply an-
nounce that, yes, because of the change in the budget situation a
new monetary policy is appropriate. It's a policy that would en-
courage capital formation in this country through encouraging
somewhat lower interest rates, both short-term and long-term,
matched by a fiscal policy that's less punitive from the point of
view of consumption. That policy is completely consistent with the
Fed's objective for bringing down inflation. I, as a Federal Reserve
member, am delighted to be able to have this opportunity to adopt
a monetary policy that's more convivial to capital expansion in the
United States. That's what I would say.

SMALL INCREASE IN MONEY GROWTH WOULD "WORK WONDERS"

Representative REUSS. What would you say when the press or
somebody said, "Fine, we hear you, and what changes in the tar-
gets do you advocate?" The present target is 2.5- to 5.5-percent Ml
growth but the Fed has actually created about 9 percent, from a
base that is quite starved because it represented the base as of the
final quarter of last year when, with only a 2-percent addition to
M, it hadn't shown the normal rate of growth. What would you say
to someone who recalled your statutory obligations to name param-
eters, target ranges?

Mr. PIERCE. I guess at that time, when asked, I would have more
numbers at my fingertips so I could discuss growth rates better
than I can right at this minute.

I'm bothered by what would appear to be a shift in policy that
would go to a 9-percent growth. What would stick in people's mind
is the 9 percent, not that the base was low or anything like that,
and that would appear to represent a caving in of policy rather
than a relatively small change to be consistent with the new
budget.

I would hope to be able to find a base where you don't have to do
9 percent, which is a normal way that these things are done. You
find a high month and go from it; the Fed is very good at that,
picking the right month.

Representative REUSS. Well, you wouldn't, as a matter of fact,
need to be intellectually adventurous about that. Couldn't you just
say, "We'll pick the present base"?

Mr. PIERCE. I knew this question was going to come up. I do not
work intensively enough these days with models and other things
to be able to give you an explicit answer to what I think the exact
growth of money is. My guess is that a relatively small increase in
the rate of growth would work wonders, that the financial markets
are so starved that a relatively minor increase in the rate of
growth-say from 2 percent to 5 or from 5 to 6 or 7- would accom-
plish a very great deal. Some of the extrapolations that have been
made on the amount of monetary expansion that is required in
order to get the country going again have been based on relation-
ships where we're in more normal ranges of behavior than we are
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right now. People are starved as they are. Believe it or not, if a
firm could only pay 12 percent for short-term term money rather
than 16 or 18 percent, that would work wonders and perhaps it
wouldn't go bankrupt. But I really can't say how much that should
be.

THREE SUGGESTIONS FOR FEDERAL RESERVE ACTION
Representative REUSS. I think what you're saying is very impor-

tant and not inconsistent with the mantle of conservative which
you have adopted; namely, that about all the Fed need do is to say:
(1) the its present 2.5 to 5.5 M, targets are untenable; (2) that the
upper end should be modestly raised accompanied by the selection
of a more realistic and perhaps current base; and (3) that the then
projected targeted mid-range of monetary growth would not be
very swollen and would not alarm the markets and in fact might
numerically be under the 9 percent which the fed has been produc-
ing for the last eight or nine months. Isn't that so, that the results
could be quite calming rather than alarming?

Mr. PIERCE. Yes, I think if handled appropriately. I certainly
would not expect the Fed to. admit that its previous policy was un-
tenable, but I don't think it needs to do that. All it needs to say is,
"Look, the world has changed. It looks as though we will not be
faced with deficits of the size that had previously been anticipated
and that we won't have so much stimulation from consumers,
therefore, for very good economic reasons, the growth ranges
should be changed, should be modified, and we expect money
growth to be in the upper parts of those ranges not because we've
caved in on inflation, but because the world has changed."

It gives the same result and I think would be consistent with a
more orderly and sustainable economic expansion. It certainly
would not imply a resurgence of inflation, although we will see
some because commodity prices can't fall forever and the dollar
can't rise forever.

FALLACY THAT HIGH INTEREST RATES RESULT FROM INFLATION
EXPECTATIONS

Representative REUSS. The administration's support of the Feder-
al Reserve's monetary policy is vigorously reaffirmed in the state-
ments of various administration leaders including in just a few
minutes, in the statement of Under Secretary of the Treasury
Sprinkel who will be before us at 10:15. Secretary Sprinkel's view
is really epitomized in a sentence from his statement which I'd like
to read to you:

Interest rates will fall only when financial market participants become convinced
that inflation will not resurge and therefore adjust their inflationary expectation
downward.

I think that's an accurate statement of the administration's view.
I would ask you if there isn't a great fallacy inherent in that, the
fallacy being as follows: Even though inflation is brought down to
zero, as long as interest rates remain high-if you adopt the view
contained in that sentence-there isn't much that can be done
about it because somewhere in the obscure recesses of the mind, fi-
nancial market participants must be think that inflation will rise
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again and so they are keeping interest rates high and therefore
whatever tight money policy is currently in vogue must be right.

Now I believe that to be a fallacy because the thing that made
the interest rates high would be the tight money policies in vogue
rather than some indecipherable subjective feeling on the part of
market participants.

But if you adopt the view that you have to grin and bear the
high interest rates induced by one's own tight money policy, be-
cause this must mean that financial market participants think that
the old devil inflation will rise again, you really are licked, aren't
you?

Mr. PIERCE. Yes. I think that's part of this monetarists' chant
that I referred to in my statement. I think it was a great disap-
pointment to monetarists when this prediction that they have been
making for years; namely, the interest rates would fall dramatical-
ly and rapidly when the Fed pursued slow money growth. When
that didn't occur it was disappointing. There was a tendency to
lash out at Wall Street as a culprit, that somehow for the first time
in record history self-interest was from the monetarists' point of
view not the right thing, and somehow these people were acting ir-
rationally and messing up the country. It's fallacious on a number
of grounds.

The easiest way to see it is in a short-term loan, a 90-day loan,
where the relative inflation is the inflation over the next 90 days.
That's the decline in the purchasing power of money that's going to
be relevant for that loan. What happens to inflation 5 years from
now is totally irrelevant for that 90-day loan. It has nothing to do
with it by any stretch of the imagination.

To say that market participants continue to believe that the
annual rate of inflation over the next 90 days is going to be 10 and
12 percent when it's been running at very low levels makes no
sense. Market participants aren't that bad forecasters. They're
going to wake up. And over a 90-day period the actual rate of infla-
tion is going to come very close to the anticipated rate of inflation.
It's easy to forecast inflation 90 days ahead. It just simply makes
no sense, for high short-term interest rates you cannot appeal to
inflationary expectations as a rationale.

Yet there's high long-term rates. Why? Because, as I say in my
statement, there are no reserves in the system, and credit demands
are very high. There is supply and demand at work, believe it or
not, and when the demand exceeds the supply, the price goes up.
The price doesn't go high enough to equal the rate of demand to
supply, and that's what happened.

EXPECTATIONS DO NOT AFFECT SHORT-TERM RATES

It has nothing to do with inflationary expectations, and what I
would suggest you ask of the administration officials is why short-
term rates are so high. I'll grant you that for long-term rates Wall
Street thinks there's going to be inflation 10 years from now. But
what makes them think we're going to have rampant inflation 90
days from now? That's what would be required to explain why the
90-day T-bill has such a high interest rate, or why the Federal
funds rate is so high. That's just 1 day, overnight. How much
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change in inflation rate are you going to get between today and to-
morrow morning? I don't think very much. Yet that interest rate is
very high. It can't be inflationary expectation.

It just doesn't hang together, and Wall Street just isn't being per-
nicious. It's trying to do what it always does, namely allocate credit
by price, and it's doing that. I think it's very unfortunate that so
much time is being spent on the supposed mystery of why interest
rates are so high and the only way to get them down is to destroy
the economy. I happen to agree with that. If we had a big enough
depression in the United States we could get down short-term in-
terest rates that way. Unemploy another 10 million people. That
ought to do it. but no one seriously wants that, and it isn't neces-
sary.

WHY THE LONG-TERM MARKET HAS COLLAPSED

What's necessary is to have, first of all, I think more expansion-
ary policy in the short run. For the longer term interest rates we
need a set of policies, both fiscal and monetary, that are sensible so
that market participants won't say, "My God, things have run
amok. I don't trust anything." The best guess is that the country
will be worse off 10 years from now than it is today. How do I
know that? Because we have an extremely conservative President
who's now rationalizing a $200 billion deficit. Now when the world
is that hard to understand and that upside down, I don't want to
get involved in the long-term market. I can do just fine in the
short-term market. So you've got pension funds now who are plac-
ing their funds in short-term securities, and I don't blame them. I'd
probably do the same thing.

It has nothing to do with inflationary expectations in the stand-
ard sense of the word. I think it has to do with trying to live in a
world where American macroeconomic policies are, I think, by
most people's view very ill-designed with an apparent lack of ap-
preciation in some quarters as to what the implications are of these
policies. I don't blame Wall Street for this.

45 PERCENT OF CREDIT IS SHORT-TERM DEBT

Another comment I'd make: you might hear, "Well, short-term
rates, who cares about them?" 45 percent of the credit in the
United States raised by business is by short-term debt now. Nobody
is borrowing long-term, either. So those short-term interest rates,
those 90-day rates, are extremely important for the profitability of
business. It's not just an irrelevant statistic, but one that has a
very substantial effect on the profitability of firms and on their in-
vestment behavior. They're financing investment short-term now,
not long-term, and the way to get those short-term interest rates
down is not by turning the monetary screw one more turn. That
will get them up. The way to get them down is to loosen the mone-
tary screw.

Representative REUSS. You will have to say for Wall street,
though, that like a puppy which has been cruelly whipped by its
master, it nevertheless continues to lick the master's hand. They
deserve some points for that.
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We have here on our committee staff one of the Nation's most
distinguished monetarist economists, Bob Weintraub, who I imag-
ine has been sitting there writing over the churlish remarks you
and I have been making about monetarists.

Bob, I'd welcome you directing as many questions as you would
like at our friend, Jim.

Mr. WEINTRAUB. Yes, I do have several questions, Jim.
Mr. PIERCE. I thought so.

INTEREST RATES COULD INCREASE EVEN MORE

Mr. WEINTRAUB. First off, you say the stimulative effects of the
tax cuts and increases in defense spending will push real interest
rates higher. I want to say that again-will push real interest rates
higher.

I wonder why you used the word "will" and not "already have."
Mr. PIERCE. Because I think they'll push them higher yet.
Mr. WEINTRAUB. Why will markets think this is still to come

when they may already have discounted these effects? Why don't
they think like you do, and why haven't they already discounted
them?

Mr. PIERCE. I think in the long run they have. As I pointed out a
minute ago, there's nothing to discount on a 90-day paper except
the next 90 days.

Mr. WEINTRAUB. Let's deal with the long rates. You say markets
already have discounted these effects. Why would they push these
long rates still higher if they have already discounted these effects?
They have the same information that you have.

Mr. PIERCE. Well, if you read the prepared statement, I very
carefully didn't say what real interest rates I was talking about.
The one that's easiest to describe is real short-term rates. I think
they're the ones that are most relevant because that's where
money is being borrowed these days.

I really don't know whether these policies would push up real
long-term interest rates. I can't predict that. Nobody understands
long-term interest rates well enough to make a prediction at all. I
was really referring to the short term, and I think we only have to
wait for reality and they'll rise.

Mr. WEINTRAUB. I'm glad you left the long-term rates the same
now, that that factor has already been discounted.

Mr. PIERCE. I didn't say that. I said I don't know.
Mr. WEINTRAUB. I think it already has been discounted. I think

the markets are efficient, and the so-called market psychology does
reflect a very real underlying economic change which Under Secre-
tary Sprinkel refers to in his prepared statement. We are attempt-
ing to use fiscal policies to alter the consumption-investment mix of
the economy and to increase defense spending. Well, if that's going
to happen, long-term real interest rates have had to rise to induce
postponement by consumers and householders of purchases of such
goods like housing and automobiles.

Mr. PIERCE. And also produce durable goods.
Mr. WEINTRAUB. There's no question whatsoever about that.

However, in my opinion, as time passes, plant and equipment in-
vestment will increase as a result of the tax cuts.
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Let me turn to short-term rates now. You correctly, I think,
stated that much of today's high short-term rates is due to a short-
age of reserves. Now, of course, a shortage of reserves can be made
up in one of two ways, either by decreasing credit demands or by
increasing the supply of credit. Would you agree with that?

Mr. PIERCE. Yes.

WILL THE DEMAND FOR CREDIT DECREASE DURING THE RECOVERY?

Mr. WEINTRAUB. Why do you stress the need for increasing the
supply of reserves and somehow through that-and I'm not sure of
the mechanism-an increase in the supply of credit? Why don't
you stress the possibility of decreasing the demand for credit?

Mr. PIERCE. We tried that, and it goes in the wrong direction.
The idea is if you create a large enough recession, credit demands
will fall because incomes fall, and that will lead to a decline in in-
terest rates.

We've had two very notable examples of this now, first in the
United Kingdom and then in the United States. If monetary policy
is sufficiently restrictive, you get simply what I'll call necessitist or
no-alternative borrowing on the part of firms. Firms nowadays
have a choice. You either pay 20 percent to finance inventories or
you go out of business. And assuming they want to stay in busi-
ness, and most of them do, they will pay the rates. And those de-
mands are high. My guess is that a good part of the growth in
credit demand now is just financing interest.

Mr. WEINTRAUB. Well, let me come back to exactly that point, be-
cause in your prepared statement you do refer to a high level of
credit demand. You say that it is not due to an economic boom and
high inflation but, rather, it is a consequence of falling business
profits and liquidity squeeze.

Now I understand that. I think that's absolutedly correct. I think
it probably accounts for 3 or 4 percentage points in short-term in-
terest rates.

My question is this. When the recovery comes-and I believe
with all my heart that it's going to come perhaps it already has
started, but I think there is a 90-percent probability that it will
occur by year end-in that case, cash flows will improve and credit
demand will fall. Isn't that the case?

Mr. PIERCE. No, that isn't the case at all because the economy
would be expanding. People who have looked at this very carefully
from the point of view of flow of funds and sophisticated models try
very hard to take into account this change of mix in credit
demand.

I've yet to see any forecast from people who use such techniques
of trying to actually look at the facts who can come to any conclu-
sion other than that there will be an insufficiency of supply of
credit relative to the demand. That's why virtually all the fore-
casts--

Mr. WEINTRAUB. When you use that word "relative," it seems to
me you're hedging, Jim, with all due respect.

Mr. PIERCE. No, I'm being a good academic.
Mr. WEINTRAUB. Once again, we can change the relative supply

of credit by reducing the demand.
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Let's get to this point of the recovery and credit demands.
Mr. PIERCE. You don't want me to finish?
Mr. WEINTRAUB. I do want you to finish. Go ahead.

RECOVERY AND EXPANISION WILL BE "ANEMIC"

Mr. PIERCE. Well, I say all of those forecasts that I've seen are
coming up with a very weak recovery. I think we all agree that the
economy will probably be expanding by year's end. It can't decline
forever. But the recovery and expansion will be extremely anemic,
and the primary culprit in that anemic expansion is the combina-
tion of low supply of credit growth relative to demand and the
effect of the large deficit. Those two facts interact, and I don't
know of any careful analysis that's been done that's come to any
conclusion other than that.

Mr. WEINTRAUB. Well, I want to press you on this, if I might for
a few more minutes, on this question of the relationship between
recovery and interest rates. Can you tell me what the 90-day bill
rate was in, let's say, April or August of 1975?

Mr. PIERCE. No; I don't know. I don't have the vaguest idea.
Mr. WEINTRAUB. I can tell you.
Mr. PIERCE. I thought you could.
Mr. WEINTRAUB. It was 6.5 percent in August. It was about 5.6 in

April. April was the rough month. It rose about 3 months after
that.

SHORT-TERM RATES FALL DURING EARLY RECOVERY STAGES

Can you tell me what it was in December 1976 which is about
18 months after that recovery began? The answer is 4.4 percent.
In other words, short-term interest rates fell in that recovery,
and I submit that if you study recoveries you will find that short-
term rates do fall in recoveries. They fell in the 1970-72 re-
covery. They fell in the 1975-77 recovery. They fell in the early
1960's. And the reason they fall is because credit demands fall, and
the reason that credit demands fall in my view is because cash
flows improve.

I think one would have to agree that an increase in business
cash flows is going to have the effect of reducing credit demands.
Would you not agree with that?

Mr. PIERCE. It will reduce some and it will increase others. One
reason I talked about careful modeling is to avoid this sort of
casual correlation that is a temptation to all of us, of looking back
at what happened to two numbers, GNP and the interest rates.
This behavior depends crucially on the status of the economy and
what the sources of the credit demands are, what's being starved
and what isn't. I guess just as a simple counter, in those recessions
we did not have the greatest unemployment since the 1930's and
16-percent prime rate to start with. We didn't come out with a
completely starved monetary system where firms had pared their
borrowing to an absolute minimum. To go back and look at situa-
tions where interest rates have fallen dramatically during recover-
ies and say, well, they didn't rise all that much during recoveries
for a while, that's true, but that's not today.
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Mr. WEINTRAUB. Well, you can always say today's conditions are
different than past conditions, but I think we like to look at the
past in order to get some guidance as to what's going to happen in
the future. I don't think we want to throw the past out entirely.

Mr. PIERCE. Well, no. The models I'm describing look at the past
very carefully, but they look at it carefully as opposed to casually,
and that's--

Mr. WEINTRAUB. I'm sorry you don't think I've taken a careful
look, so we'll go on to a different subject.

EFFECT OF 1968 SURTAX AND LOOSER MONEY ON INTEREST RATES

Let me ask you to take a careful look at June 1968. The
Congress passed legislation to increase personal and corporate
taxes, surtaxes. They were 10 percent. The corporate surtax
was effective January 1, 1968, and the surtax on individuals was
effective April 1, 1968. At the same time, the Federal Reserve, as
I'm sure you're aware, increased money growth in response to this
legislation.

Mr. PIERCE. Right.
Mr. WEINTRAUB. So we had this change in the mix of the econo-

my. Now conditions then weren't quite what they are today, but I
would like you to tell me what happened to interest rates after
June of 1968. Did they go up or down?

Mr. PIERCE. That's an interesting episode. I think it is both a
signal to be careful with the current situation but also represents
something that was present then and isn't now. Economists in gen-
eral greatly overestimated the effect of the surtax in 1968. Wheth-
er they would do that again, I don't know. That was before any of
the models were operating. The calculations were made on backs of
envelopes. I know the Fed model wasn't running, since if it had
been I would have been running it. And the contractive effect of
those tax increases were simply overestimated.

And so the Fed, I think, mistakenly expanded money and credit
growth more rapidly than it should have. That was an honest
error. But the positive side of that is, unlike the current situation,
and accommodation was made. It was possible for reasonable
people to get together; namely, the Federal Reserve and the admin-
istration, and try to work out a change in the mix of policy. And,
yes, it wasn't done as well as it should have been, but it was
worked out.

NEED FOR A BETTER MIX OF POLICY

I'm distressed that in today's environment that seems to be im-
possible. These battles are being waged in public, very strident po-
sitions are being taken about whether Congress can order the Fed
to do something and whether the Fed has to respond to a congres-
sional mandate. I think it's a very dangerous think, and I wish that
people would simply get more reasonable and try to work out a
better mix of policy.

Mr. WEINTRAUB. I think we could share that thought, and I know
that Under Secretary Sprinkel is here and the chairman is anxious
to question him. I think we both agree and we hope that people can
become more reasonable, and I would just say for the record it is
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true that interest rates rose. They did not fall after that change in
the policy mix of 1968. Inflation accelerated also, and by the end of
1969 we were in a recession.

Mr. PIERCE. Thank you.
Mr. WEINTRAUB. But I do hope we can become reasonable. Thank

you very much, Chairman Reuss. I really appreciate it.
Representative REUSS. I thank you, Bob. Mr. PIERCE, we're very

grateful to you. I know you have an appointment, and Under Sec-
retary Sprinkel is here, so we'll excuse you now. Come back and
help us again as frequently as you can.

Mr. PIERCE. Thank you, Mr. Chairman.
Representative REUSS. Secretary Sprinkel, we are delighted you

can be with us back from your travels. You have a prepared state-
ment which under the rule will be received in full. Would you now
proceed to give us your statement, and then I'll have some ques-
tions.

STATEMENT OF HON. BERYL W. SPRINKEL, UNDER SECRETARY
OF THE TREASURY FOR MONETARY AFFAIRS

Mr. SPRINKEL. Congressman REUSS, it's a real pleasure to be
before your committee again. I've had that pleasure on many other
occasions, and I'm pleased to be invited to return.

ADMINISTRATION SUPPORTS FED POLICY OF MONEY GROWTH
DECELERATION

The Federal Reserve's announced policy to reduce the rate of
money growth is absolutely necessary in order to assure that the
progress made to date on inflation will continue into the future.
The administration supports completely the Federal Reserve's
policy which calls for a deceleration of money growth. Their an-
nounced policy and money growth target ranges are appropriate
and consistent with our goal of achieving noninflationary economic
growth.

The economy has borne the burden of high interest rates for
many years. The prime rate has been in double digits since late
1978. We are all well aware of the extreme hardship these rates
have imposed on the economy in general and particularly in inter-
est-sensitive sectors. These hardships cannot be denied nor should
they be minimized. To the contrary, we understand and share the
concerns of the Congress and the public about the economic dis-
tress caused by high interest rates.

Sympathy, however, does not solve the problem. Nor does politi-
cal rhetoric about the evils of high interest rates. We are all cer-
tainly eager to have interest rates fall, but a meaningful and per-
manent decline is possible only when we remove the underlying
causes of the pressures which have maintained interest rates at
high levels.

IN ORDER TO REDUCE INFLATION AND INTEREST RATES

The fundamental cause of high nominal interest rates is inflation
and inflationary expectations, and the fundamental cause of infla-
tion is excessive monetary expansion. This is why a credible, per-
manent deceleration of money growth is imperative. Monetary dis-
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cipline is a prerequisite to the price stability and lower interest
rates that we all desire and all recognize as essential for real eco-
nomic growth.

Despite a dramatic decline in inflation over recent months,
market interest rates remain high. It has, therefore, become com-
monplace to compare current market interest rates to current in-
flation rates and to conclude that real interest rates are higher
than they have been since the Great Depression.

It is true that the difference between current interest and infla-
tion rates is higher now than since 1933. It is not, however, the dif-
ference between current interest and inflation rates that is rele-
vant to economic activity. Business and investment decisions are
based on the rate of inflation that is expected to occur over the life
of an investment. In an ideal world of price stability, the expected
and current rates of inflation would be equal, or nearly so. In the
current environment this is not the case, as financial market par-
ticipants have not adjusted their inflationary expectations down-
ward as rapidly as actual inflation has declined.

Similarly, during the mid-1970's, inflationary expectations were
not adjusted upward as rapidly as actual inflation accelerated. De-
spite rising inflation rates, future inflation rates were for several
years consistently underestimated. The difference between market
interest rates and actual inflation rates was, therefore, negative.
This experience, coupled with the repeated failure of government
to deliver on promises of effective anti-inflationary policies, had a
profound effect on the markets' expectations about future inflation.

Just as the markets' failure to anticipate rising inflation in the
1970's kept market interest rates artificially lows relative to actual
inflation rates at the time, the expectation that high inflation rates
will continue in the future is a primary factor in keeping interest
rates high now. This is the legacy of a decade of accelerating infla-
tion-inflationary psychology and expectations are deeply embed-
ded in our economic behavior and institutions. Interest rates will
fall only when financial market participants become convinced
that inflation will not resurge and therefore adjust their inflation-
ary expectations downward, in line with current inflation rates.

The task before us-the administration, the Congress and the
Federal Reserve-is to pursue policies that will hasten the down-
ward adjustment of inflationary expectations and allow interest
rates to fall. This will require economic policies and actions that
not only yield continued progress on actual inflation, but also mini-
mize uncertainty about future policy. If we want interest rates to
fall-and we most certainly do-then three things are vital. First,
the Federal Reserve must continue to pursue its policy of noninfla-
tionary money growth; to reiterate, the Federal Reserve has the
unqualified support of the administration in that policy. Second,
the Federal Reserve should make a stronger effort to reduce the
significant, sharp swings in money growth which have slowed the
adjustment of market expectations to the basic antiinflationary
monetary policy. Third, the Congress and the administration must
come to a meaningful agreement on the budget; by meaningful, I
mean actions which clearly indicate that the Federal Government
has the discipline to limit the growth of public spending. Without
that discipline, the credit and investment markets will foresee on-
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going Government revenue and financing problems. These prob-
lems imply higher taxes and/or inflation in the future.

MONEY GROWTH SHOULD NOT BE ACCELERATED

Any reacceleration of money growth would have disastrous ef-
fects on our long-run goal of price stability and permanently lower
interest rates. Instead, faster money growth would soon rekindle
inflationary pressures and refuel inflationary expectations. Interest
rates would rise quickly and rapidly, reducing greatly the potential
for future output and employment growth. The administration,
therefore, strongly opposes any proposal to increase the rate of
money growth or to raise the money growth targets.

The record of the 1970's clearly shows that a little more inflation
cannot be traded for more production and employment over the
long run. Any boost to production and employment that comes
from accelerating money growth is temporary because faster
money growth causes inflation and pushes interest rates up. The
lasting effects of excessive money growth-accelerating inflation,
escalating interest rates and a deterioration of the incentives to
save and invest-are powerful and pervasive deterrents to sus-
tained economic growth. Sustainable economic expansion requires
a financial system based on a reliable dollar. That means monetary
discipline.

BECAUSE IT WOULD SIGNAL END TO ANTI-INFLATION MONEY POLICY

Over the past year uncertainty about economic policy in general
and long-run monetary policy in particular has been an important
factor in keeping interest rates high, even as inflation has fallen.
Reaccelerating money growth or raising the money growth targets
would only add to that uncertainty. It would signal to the financial
markets that their worst fears and doubts are true-that the Gov-
ernment cannot be relied on to adhere to noninflationary monetary
policy over the long run; that anyone who bets on inflation coming
down and staying down-that is, anyone who lends money at a
lower interest rate-can count on losing that money. This is the
skepticism that has worked to keep rates high as inflation has de-
clined. A sustained increase in the rate of money growth or an in-
crease in the money growth targets would reinforce and justify
that skepticism, add to the intransigence of inflationary expecta-
tions, and thereby push rates higher than they already are.

Furthermore, the fact that suggestions to increase money growth
are being offered and discussed adds to the uncertainty and skepti-
cism over future monetary policy intentions. Discussions, proposals,
and political pressures to increase money growth are themselves
contributing to the problem of high interest rates by adding to the
markets' fears that the Fed will give in to the pressures and return
to inflationary money growth.

WHY WE SET TARGETS FOR MONEY GROWTH

It is useful, I believe, to review why it is that we set targets for
monetary growth. In the first instance, the purpose of money
growth targets is to provide discipline and an explicit measure
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against which to judge a central bank's performance. In addition,
effective money growth targets tell the financial markets, and busi-
ness and investment planners, what they can expect from the cen-
tral bank in the year or years ahead. In countries that have been
successful at long-term money growth targeting-such as Switzer-
land, Japan, and West Germany-the certainty and stability associ-
ated with setting and consistently achieving announced money tar-
gets has contributed to high rates of saving, investment, and eco-
nomic growth. In those countries, the targets have become a mean-
ingful policy statement on which the business and investment com-
munities can rely; predictable monetary trends minimize uncer-
tainty and provide a stable economic background in which savers
and investors can more confidently plan and commit resources.

When they began to implement the current policy of slowing the
trend growth of money, the Federal Reserve unfortunately had no
such record of consistency. While significant problems remain, the
Federal Reserve has been able over the past year and a half to
build the credibility of their commitment to achieving a noninfla-
tionary rate of monetary expansion. That gain in credibility would
quickly be eroded by an increase in the money targets, or actions
to allow above-target money growth over the long run.

The value of money growth targets-in imposing discipline and
acting as a messenger of the Fed's intentions-is greatly dimin-
ished if they are consistently not achieved or if they are changed at
will. This was recognized by the Congress and acknowledged in the
provisions of the Humphrey-Hawkins Act, which requires the Fed-
eral Reserve to set annual monetary targets at the beginning of
each year. This move ended the prior practice of base drift, where
targets were reset every 3 months, and provided no discipline on
monetary creation. In the current environment, the continuing
need for stable and credible monetary policy cannot be overstated.
Monetary targeting can be an important device for promoting
credibility and reducing uncertainty, but it cannot serve that func-
tion if we consistently excuse errors and redefine the targets.

HIGH RATES NOT THE RESULT OF TIGHT MONEY

Those who advocate reaccelerating money growth or raising the
targets are misinformed when they assert that these changes are
the route to lower interest rates. Anyone who still believes that
high interest rates are the result of tight monetary policy has not
been paying much attention to recent history. When the prime rate
first broke the 20-percent level in the spring of 1980, money had
increased 7.8 percent over the preceding year. During the second
half of 1980, money grew at an annual compound rate in excess of
13 percent-the highest rate ever recorded for a 6-month period-
and in December the prime rate reached its alltime high of 21.5
percent.

In the 6 months ending in April of this year, Ml grew at an
annual compound rate of 9.1 percent, well above the Fed's an-
nounced targets. This cannot be characterized as "tight"money; by
historical standards, this is an extremely rapid rate of money
growth. Yet interest rates have not fallen since last fall; in fact,
they began to rise in November when the accelerated pace of
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money growth became evident. By comparison, in the preceding 6-

month period ending last October, Ml actually fell slightly; interest
rates began to fall last summer and fell dramatically during the

fall. Excluding the period of time in 1980 when interest rates were
artificially depressed by credit controls, the longest and largest de-

cline in interest rates since 1974-75 occurred from July to Novem-
ber 1981; that decline coincided with a period of sustained mone-
tary restraint. The record clearly contradicts the common notion
that high interest rates are the result of "tight" monetary policy.

The belief that faster money growth will reduce interest rates is

based on a fundamental and common confusion between money
and credit. Those who advocate faster money growth really want to
increase real credit growth. The administration shares that goal,

and the economic recovery program is designed to achieve that aim
by providing incentives for increased real saving. Faster money
growth will not do it. Faster money growth would not provide more
real credit to the housing market or reduce the interest rates
which a small business must pay to borrow. Faster money growth

provides only more money, not more credit. Indeed, faster money
growth would probably mean that less real credit would be availa-
ble, and it certainly means higher nominal interest rates. The way
to increase credit availability is to stimulate saving. The Govern-
ment can contribute through tax incentives to saving and by re-
moving the greatest disincentive to save of all-inflation.

Thus, the proposed "solution" of increasing money growth would
make our high interest rate-tight credit situation worse. The infla-
tion and inflationary expectations caused by an actual or threat-
ened acceleration of money growth would, first, push interest rates
higher; second, it would further erode incentives to save and there-
by further restrict the supply of credit flowing into financial mar-
kets and institutions.

DEFICIT PROBLEM ADDS TO UNCERTAINTY

Concern about the size and resolution of the deficit problem is
also adding to financial market uncertainty and reinforcing sensi-
tivity in the credit markets to any indication that monetary disci-
pline might be relaxed. In this sense, the deficit issue is helping to
keep interest rates high. Despite the now-common belief that any
method for reducing the budget deficit will assure that interest
rates fall, we cannot count on that happening unless the budget
resolution is a meaningful one. That is, a budget resolution that ac-
knowledges the burden that the uncontrolled growth of Govern-
ment spending imposes on society and the economy.

The Federal Government will face continuing budget crises until
we move effectively to contain the growth of Government spending.
In the past decade, Government spending has grown more rapidly
than the economy as a whole, rising as a share of GNP from 20

percent in 1970 to 23 percent in 1981, and to over 24 percent in
early 1982.

MUST CUT GOVERNMENT SPENDING

We must face the fact that any Government spending-no
matter how well-intentioned its goals or beneficial its impact-im-
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poses costs on the economy. In the short term, Government spend-ing can be financed three ways-through taxation, by creating newmoney or by borrowing. Ultimately, however, only two sources ofrevenue are available-direct taxation or inflation. Taxation canerode incentives of individuals to work and save and the incentivesof business to produce and invest. Not only does this decrease theability of the economy to support Government spending, but it alsoincreases pressure for even more Government spending. Money cre-ation causes inflation and inflationary expectations, which alsoerode incentives to save and invest. The method is different, butthe result is the same. In addition, excessive money growth leads tohigh interest rates which choke off real economic growth.Therefore, the situation can be stated simply: if we are to allowGovernment spending to grow unchecked as it has over the pastseveral decades, we must be willing to accept accelerating infla-tion-and the escalating interest rates that go with it-and/or highand rising tax rates. There are no other choices, and the curent sit-uation in financial markets should be heeded as a sign that thepublic is aware.

FEAR OF POLITICAL PRESSURES TO MONETIZE DEFICIT

The financial markets fear that if large deficits persist, the Fed-eral Reserve will be pressured into monetizing the deficit andthereby financing spending by creating new money. These fears areaggravated by congressional statements about the need for fastermoney growth. The financial markets are already extremely con-cerned that the Fed will revert to inflationary money growth. Anysignals that the Fed is coming under political pressure to do soonly adds to the concern that inflationary money growth again willbe used to boost an economic recovery. That skepticism helps keepinterest rates high.

NO TRADE-OFF BETWEEN MONETARY AND FISCAL POLICY

Some proposals to reaccelerate the rate of money growth rest onthe premise that a greater degree of fiscal restraint can be tradedfor some degree of monetary ease. I hear this argument frequently.This implies that monetary and fiscal policies can be substitutedfor each other and that a budget compromise can be paired with aneasing of monetary policy. The role of monetary policy in the econ-omy is separate and distinct from the role of fiscal policy. It is nota matter of more of one versus less of the other. Instead, prudentnoninflationary monetary policy and disciplined fiscal policyshould be viewed as complementary policies to promote price sta-bility and economic growth.
The division of responsibility between monetary and fiscal poli-cies is clear. The role of monetary policy is to restore the soundnessof the dollar or, in the popular jargon, to eliminate inflation. Thatrequires holding the growth of the money supply in line with thelong-term growth potential of the economy. The role of fiscalpolicy, in the current environment, is to encourage a shift in re-source use from consumption to investment, in order to stimulategrowth of the economy's productive potential. Reduction of infla-tion reinforces that effort and the two together provide the neces-
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sary ingredients for expanded job opportunities and increased
standards of living.

FED MUST CONTINUE TO IMPROVE MONEY GROWTH RECORD

During the past year the Federal Reserve has made progress
toward establishing a credible, noninflationary monetary policy.
They have not yet totally achieved that goal and their record could
be improved. Money growth continues to be extremely volatile.
Given the current budgetary uncertainty and the history of mone-
tary policy in the 1960's and 1970's, such erratic money growth has
encouraged skepticism about longrun monetary control. The Treas-
ury has gathered substantial evidence that the markets' reaction to
variable money growth has been a major factor in maintaining the
high levels of interest rates. In my view, the Federal Reserve could
reduce monetary volatility by making technical changes in their
operating procedures.

But with these caveats aside, the Federal Reserve has, on bal-
ance, reduced the rate of money growth toward a noninflationary
pace. Monetary policy is moving in a direction that is consistent
with sustained, noninflationary economic growth. It is now up to
those of us who are responsible for the rest of economic policy to
follow suit. That means we must persevere in bringing the growth
of Government spending under control. It also means that we must
stop cajoling the Federal Reserve to return to the inflationary poli-
cies of the past. While the transition to lower inflation has been
made more costly than necessary, the odds are that the worst is
behind us. It is now imperative that we not throw away the gains
by repeating the same mistake that has been made frequently in
the past-the mistake of presuming that turning on the monetary
spigot provides the cure for all our economic ills.

The problem in the financial markets is basically one in which a
policy of an undisciplined Government spending, which requires in-
flation to be sustained, is colliding with a monetary policy that is
no longer providing inflationary money growth. In the past decade,
government spending has been financed by inflation and a tax
system that guaranteed ever-rising tax revenues. As long as infla-
tion accelerates, proliferating Government spending can be fi-
nanced without prospective large budget deficits. But the Federal
Reserve has now curtailed inflationary money growth and the Gov-
ernment can no longer count on inflation to finance increased
spending.

Proposals to reaccelerate money growth are equivalent to advo-
cating a return to accelerating inflation. It is important that we
recognize, and remember, the economic costs of surrendering to
continued inflation. The very sectors that are suffering now-farm-
ers, the auto industry, small businesses, homebuilders, and the
thrift industry-would only be damaged further by a resurgence of
inflation. There is evidence of the insidious effects of inflation all
around us. Our lagging saving rate, declining productivity, and our
inability to compete with many foreign producers-these are all
legacies of a decade of inflation. We will never cure these funda-
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mental problems by continuing to pursue the inflationary policiesof the past.
Representative REUSS. Thank you, Secretary Sprinkel.

WHY ARE SHORT-TERM RATES SO HIGH?

You say repeatedly that the prime reason for why interest ratesare so high is expectation of future inflation.
In view of the fact that the administration has been pointingwith pride to the fact that the inflation rate is currently downmarkedly from what it was, why should short-term interest ratesbe as high? If I want to lend you money for 90 days, I'm not goingto be inundated by inflation by the time you repay me. Why do Idemand a historically outrageous rate on short term?
Mr. SPRINKEL. We can't be certain, but the discussion that wenton prior to my testimony is relevant, I think. Many corporationscannot get into the long-term bond market at rates they considerattractive. Even the Treasury has to pay 14 percent or more andcorporations pay higher than that, and yet they must finance theiractivities. Therefore, they're financing it short term at very highrates of interest.
There has been a sharp reduction in profitability in most compa-nies and industries, which means they are not generating as muchcash internally. This adds to the short-term pressures. I wouldexpect in the months ahead that that will gradually recede. There'ssome evidence even recently, but we can't be certain. That's mybest guess as to why short-term rates are staying so high.

INTERVENTION IN EXCHANGE MARKETS

Representative REUSS. Turning to another field, internationalmoney, you have consistently taken the position that interventionin exchange markets by our country should be confined to cases ofdisorderly conditions and, as you know, this committee has beenfully supportive of your position.
Have you changed that position since Versailles?
Mr. SPRINKEL. No, sir. The statement that we made, I believe inMarch of 1981, was that we would intervene in periods of disorder-ly markets, but under most circumstances the market would deter-mine the rate of the dollar vis-a-vis other currencies.
That was the statement coming out of Versailles. That was thestatement we made early on. There's been no change. I can readthe exact statement from the Versailles communique, if I can findit. "We are ready, if necessary, to use intervention in exchangemarkets to counter disorderly conditions as provided for under arti-cle IV of the IMF Articles of Agreement," that is the same state-ment we made well over a year ago.
Representative REUSS. I don't know whether you made it for thefirst time before this committee, but we discussed it and the com-mittee, both informally and formally, agreed with you.

IMF STUDY OF EXCHANGE INTERVENTION

What about this study that the IMF has launched, as I read theterms of reference of the study, to look at history and to determine
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whether intervention in conditions other than disorderly may be
good. Do you think that study is going to get anywhere?

Mr. SPRINKEL. There has been some confusion in the press re-
ports about that study and about an exercise that the G-5 pledges
to undertake concerning convergence-an attempt to get conver-
gence of economic policy designed to bring low inflation and higher
growth.

The IMF is directly involved in the latter. At this moment, they
are not directly involved in the former.

Representative REUSS. Let's talk about the former. Who is in-
volved in the study entitled, "Intervention: Is It Good for You," or
whatever it is called, and what do you think it will uncover? Spe-
cifically, do you think it will uncover anything which would cause
you to change your mind and this committee's mind?

Mr. SPRINKEL. Treasury proposed that study. Secretary Regan
announced on a trip some weeks ago to Europe that it would be
useful to take a look at the evidence. He stated, "We're from Mis-
souri." I literally am. That is, we want to look at the data.

Now you would think that private researchers would have al-
ready done that. The reason they didn't do it or couldn't do it very
well is that the data is secret and it's not available. There has been
a lot of evidence accumulated, over the last decade, especially the
last 8 years, of various governments with different objectives, some-
times intervening in the market in an attempt to either smooth, in
some cases, or to change the equilibrium rate in another case. We
propose that we should look at all of that data with the purpose of
seeing if it was successful and whether it achieved its objectives; or
whether it imposed serious costs on the government. For example,
it's very easy, as you well know, Mr. Chairman, to lose control of
the money supply in a very serious way with major intervention. It
doesn't matter whether the Federal Reserve buys government secu-
rities or whether they buy marks; they're adding to the monetary
base and increasing the money supply.

Our partners agreed that that would be a useful study. I cannot
predict what will come out of the study, except that I am insisting
it be a careful, well-thought-out academically responsible study.

At the present time, the scope of the study is being determined
by deputies of the G-7 deputies-that is, my deputy and deputies
from my counterparts. They will be meeting shortly in Paris to
begin the first step of organizing the content of the study. Some-
where over the next few months they will decide who will actually
do it. I don't know at this stage who might do it. But we are insist-
ing that it be structured in a very careful way to try to see what
we can learn.

Now I would add as a footnote that we did a great deal of this
with our own intervention data prior to changing our policy early
in this administration. We looked at examples where there had
been massive support efforts to prevent the dollar from going
down, and on other occasions, massive support efforts to prevent
the dollar from going up. If there was any degree of success, it
wasn't evident to us.

But it clearly created uncertainty in the marketplace. Why
would you take a position if you were a dealer in foreign currencies
if the Federal Reserve or the Treasury may zap you just as you
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take your position? We're trying to encourage depth in those mar-
kets, and since intervention was not successful in our judgment,
and it did encourage uncertainty, that's why we withdrew except
during periods of disorderly markets.

So I cannot predict-we will approach it with an open mind. If
they have evidence different from our own, I'll be very interested.

Representative REUSS. Isn't it a fact that, as a banker in Chicago
and a student and practitioner of international monetary policy
and also now as Under Secretary of Treasury in charge of it, you
have informed yourself on the course of intervention over the
years, both by our own country and by the leading foreign coun-
tries?

Mr. SPRINKEL. To the extent I could. There's not a lot of official
data.

Representative REUSS. Without being unduly modest, didn't you
do a job that you thought was competent?

Mr. SPRINKEL. Yes; but we only looked--
Representative REUSS. Has there been anything in your studies

of intervention, both by us and by the other leading industrial de-
mocracies, which gives you the slightest belief that intervention
other than to combat disorderly conditions is a valid exercise of the
monetary power?

Mr. SPRINKEL. Based on all the evidence I've seen up to now, I
am convinced that it's a losing game. We risk taxpayer money. Re-
member, it's not my money-it's not Treasury's money. It's the tax-
payers' money. We risk taxpayers' money in a tilting-at-windmills
operation that's likely to be very unsuccessful. But I want to look
at the rest of the data. I haven't looked at all the data, but I've
seen nothing to change my mind up to the moment.

MONETARY TARGETS: THE WEST GERMAN EXAMPLE

Representative REUSS. In your statement, Secretary Sprinkel,
you praise West Germany. You say it's a country that s been suc-
cessful at long-term money growth targeting, and the certainty and
stability in setting and consistently achieving announced money
targets has contributed to high rates of saving, investment, and
economic growth.

Well, I looked at our interesting study of monetary policy in
West Germany published just a year ago on June 26, 1981, and that
study on page 109 lists the German monetary performance in the
heyday of the German economic miracle-that is, the period be-
tween 1974 and 1978 before the bloom was off the peach and when
Germany was indeed the economic miracle-as consistently erring
on the high side of their monetary target.

Their target during those years had an 8-percent growth ceiling,
but they were consistently hitting 10 percent, 11 percent, and so
on. They never got even close to 8 percent. They were always about
20 percent over.

Therefore, aren't you being too generous to the West Germans
when you bestow laurels on them?

Mr. SPRINKEL. Well, one thing one must guard against in com-
paring their numbers with ours-and I can remember being a little
shocked some years ago when I looked into it, the numbers have
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sort of consistently been higher than ours much of the time-it has
a lot to do with the secular trend and turnover of money, or
demand for money, however you want to state it-in Germany
versus the United States. That is, they have had for a long period
of time a record of low inflation and a desire by people to hold
German marks. Their secular velocity has been downward whereas
ours has been upward. If you use M1, our secular velocity has been
on the order of 31/4 or 31/2 percent, in that range; and, of course,
what we want to do is to control the total level of spending in order
to keep inflation down.

Judged by their inflation record, I think they've done fairly well.
We used to do well, too, and we're going to do well again, but we

had a hiatus where we didn't do well. They had some problems
with inflation with the oil shocks, but they brought it back down.

So, I think it's still fair to say that of the major countries in
recent years, the ones that have done the best are probably the
Swiss and the Germans and the Japanese, even though their tech-
niques vary a little bit. They don't even target quite the same
series. The Germans have something close to a monetary base, but
it's not quite the same as the monetary base.

I am surprised that they were overshooting because the data that
I have seen shows them coming in very close to their targets. The
Swiss typically undershot their targets. I'll check that data when I
get back to the office.

INSTABILITY IN U.S. MONEY GROWTH

Representative REUSS. One final question by me. During the last
8 or 9 months the Federal Reserve creation of M1, as you point out,
far from being within the 2.5- to 5.5-percent target range, has been
close to 9 percent-well over it. Don't you think that that failure to
stay within duly constituted targets could have a disquieting effect
on markets?

Mr. SPRINKEL. Yes. I have a chart which I'll be glad to leave
with you.

Representative REUSS. That would be helpful.
[The chart referred to follows:]
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Mr. SPRINKEL. The chart shows that each time you get an accel-
eration in money growth, the rates go up and when you get it
under control the rates go down. If we look at the base in the last
several months it's risen at a very rapid pace, even more rapid
than Ml in some of the periods, and I am concerned. I have testi-
fied both before this committee and other congressional committees
several times in the past year and a half, and I have various quotes
in front of me, which I won't bother you with, urging that we have
more stability in money growth. And, I still urge that it should
occur, it would result in a significant reduction in interest rates,
and that it would result in a better performance for our economy.

We have had extremely volatile money growth, essentially since
the fall of 1979.

Representative REUSS. You would agree, then, that an 8- or 9-
month exceeding of the targets is not an ideal exercise in monetary
policy?

Mr. SPRINKEL. No, sir; I do not believe it's an ideal exercise.
You're correct.

Representative REUSS. We have a vote on the rule which we have
to make. Would you be kind enough to chat with our old friend,
Bob, or do anything else during the 5 minutes? We'll stand in
recess.

[A short recess was taken.]
Representative RICHMOND [presiding]. Thank you for waiting, Mr.

Secretary. As you know, we just voted the rule on you budget.
Mr. SPRINKEL. Marvelous.

ARE TAX REDUCTIONS GOOD POLICY Now?

Representative RICHMOND. I'd like to discuss taxes with you,
even though we're discussing interest rates and monetary policy.
How do you feel about the administration's policy of reducing taxes
in face of inflation, deficits, the national and international reces-
sion? Do you think the policy of the administration of reducing cor-
porate and personal income taxes is a valid policy in times like
these?

Mr. SPRINKEL. Yes, sir. Based on a lot of evidence from a lot of
countries over a very long period of time, if you want to get re-
sponse in terms of encouraging savings, in terms of encouraging in-
vestment, you must provide incentives. And that means you must
permit earners of money to keep more of it for themselves. That's
one part of it. It does provides incentives.

Representative RICHMOND. They don't do that in Germany and
Japan.

Mr. SPRINKEL. Thev both have higher--
Representative RICHMOND. Effectively, Germany and Japan have

a 50-percent corporate tax rate and a much, much higher personal
income tax rate.

Mr. SPRINKEL. They've had much lower levels of inflation, as we
pointed out. They also have induced a much higher level of savings,
especially Japan, than we've been able to do in this country.

Representative RICHMOND. Why?
Mr. SPRINKEL. Because of the incentives provided, because of the

lower level of inflation.
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Representative RICHMOND. They have induced a higher level of
savings for many reasons. First of all, they so limit consumer credit
that it's impossible for a consumer to go out and buy on credit;
therefore he must have cash, therefore he has to have savings. As
you know and I know, the reason for the high consumer savings in
Japan is, first of all, those savings are tax-free when those savings
go toward a house. Second, you can't get a mortgage on a house
unless you put down at least a 50-percent downpayment. Therefore,
the Japanese Government artificially creates these forced savings.

Mr. SPRINKEL. I don't consider it artificial to let people have a
higher rate of return on savings, and that's what they do.

DOES PUBLIC WANT LOWER TAXES?

Representative RICHMOND. Why don't you come out with a policy
giving the American people a tax-free rate for some of their base
savings the way the Japanese do? Why do we have a policy of re-
ducing taxes-even after we've had survey after survey in the
United States proving that the American people don't want their
taxes reduced?

Mr. SPRINKEL. I don't know what surveys you read, sir.
Representative RICHMOND. Mr. Secretary, you and I know, in

recent surveys the American people are much more worried about
inflation than they are about taxes.

Mr. SPRINKEL. I have yet to find a taxpayer that told me he
would like to have higher taxes, but I realize the Congress some-
times acts that way.

Representative RICHMOND. You've found taxpayers who say they
prefer higher taxes to higher inflation, correct?

Mr. SPRINKEL. That's a different statement.
Representative Richmond. That's the statement I made.
Mr. SPRINKEL. Higher taxes do not prevent higher inflation.

Lower money growth prevents higher inflation, and that's what my
testimony is all about.

Representative RICHMOND. I find myself in agreement on your
statement on lower money growth. However, you who direct
American monetary policy--

Mr. SPRINKEL. I wish sometimes I did, but I don't.

ADMINISTRATION HAS NO PLAN TO DEAL WITH RECESSION

Representative RICHMOND. Well, you're the Under Secretary for
Monetary Affairs. I just wonder how you plan to direct us out of
the mess we're in right now-where you have lower taxes, an in-
credible and mounting Federal deficit, a recession which is deepen-
ing into a depression throughout the United States, the highest
rate of bankruptcies since the Great Depression. We're in deep,
deep trouble and you're offering-I read your statement closely-
nothing to get us out of the trouble. I'd like to know what you plan
to do.

Mr. SPRINKEL. We've offered a great deal to get out of trouble.
Representative RICHMOND. What? A higher budget, higher de-

fense spending, lower taxes? That's not going to get us out of trou-
ble.
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Mr. SPRINKEL. I have watched this town from afar for many
years, and I've found that when you raise taxes to balance bud-
gets-I used the words perspective budgets in my statement be-
cause they always look like they're going to balance out there, es-
pecially when you have good inflation going for you-they never
balance. And the reason they don't balance is that there are great
pressures, to increase spending. I prefer lower Government spend-
ing, not higher Government spending, and so does this administra-
tion.

Representative RICHMOND. Where would you cut Government
spending?

Mr. SPRINKEL. I thought this testimony was on monetary issues,
but I think we have to cut it across the board except in the defense
area.

Representative RICHMOND. Oh, except in defense?
Mr. SPRINKEL. Yes; I think it is very important that we maintain

a strong defense so that we can negotiate with the Russians to get
armaments down. You do not win from a weak stance. You must
show you have strength.

Representative RICHMOND. Even though everyone from Secretary
Weinberger down-Secretary Weinberger, when he was being con-
firmed, in fact-indicated that there was a lot of fat and waste in
the Pentagon, you don't feel there's a dime's worth of fat or waste
in the Pentagon?

GOVERNMENT WASTE

Mr. SPRINKEL. We've supported getting rid of fat and waste in all
sectors, including the Treasury.

Representative RICHMOND. There's no support for getting rid of
fat and waste in the Defense Department, even though the Secre-
tary at his confirmation hearings indicated that there was at least
$10 billion of fat and waste that could be cut out. Suddenly, after
he was confirmed, he forgot that.

Mr. SPRINKEL. I'm not at all certain that's true. It's my under-
standing he has worked to get the Defense Department more effi-
cient, but I'm not an expert in that field.

DON'T CUT SPENDING TO BALANCE BUDGET

Representative RICHMOND. So, you believe we ought to cut every-
thing else except defense?

Mr. SPRINKEL. I think we have to slow the rates of rise. We're
not cutting most of these programs, sir, as you know.

Representative RICHMOND. We're cutting many programs.
Mr. SPRINKEL. We're slowing the rise.
Representative RICHMOND. When you have national unemploy-

ment which is at historically high rates and you cut food stamps or
you, quote don't increase food stamps unquote, you're actually cut-
ting food stamps because food stamps is the only emergency nutri-
tion program left for people out of work.

Mr. SPRINKEL. The budget presented by the President was an all-
time high budget, I'm sorry to say. That is, there was no cut net to
it.
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Representative RICHMOND. Due to enormous amounts for defense
and due to enormous amounts for Government interest.

Mr. SPRINKEL. Yes, and that's part of the testimony I gave this
morning. How can we get that interest rate down so that we can
get that cost down? I stressed the private sector because they're
really hurting, but it's also true of our budget. We spend something
on the order of a little less than a $100 billion a year, I believe,
financing that debt, that horrible debt, that very large debt that we
have, and much of it is short term. If we succeed in a disciplined
monetary-fiscal policy over the next few years, those rates will
come down and there will be a very sharp reduction in the rates
that we have to pay to finance the debt.

INSTEAD, RAISE TAXES

Representative RICHMOND. I believe we have to show some self-
discipline by reducing our budget deficit by increasing taxes. As
you know, the Democratic budget and the Republican budget,
which we're debating right this minute, are virtually the same in
total dollar figures.

Mr. SPRINKEL. Around $100 billion.
Representative RICHMOND. And you and I know that $100 billion

figure isn't a true figure anyway because the income we actually
get will be less than what we expect this next year. There will be a
tremendous shortfall because, as you know, corporations aren't
doing well. When a corporation doesn't do well, not only doesn't it
pay the income taxes it plans to pay, it usually writes everything
down because it uses that year to clean house. Therefore, I expect
that the projected income is going to be vastly vastly less than we
expect to get and I'm positive that our deficit is going to hit much
closer to $160 or $170 billion.

Mr. SPRINKEL. That's true.
Representative RICHMOND. Which, in effect, takes care of all the

American savings for the entire year. Now, with that staring you
in the face, you know I'm completely right. How are we going to
get into some reasonable fiscal policy until we raise taxes?

Mr. SPRINKEL. I do not consider it desirable discipline to continue
to foist off on the taxpayer higher and higher taxes. I do consider it
desirable that we exercise restraint on spending.

Now the President in his compromise-in his attempted compro-
mise with the leaders-did opt for some tax increases reluctantly.
And I'm sure that when the bill-if it does come out of the House
and then out of the conference committee-there will be some tax
increases. If they're modest, I suspect the President will buy them.
But the emphasis must be on restraining spending, not raising
taxes.

Representative RICHMOND. I wish you would tell me where we
can restrain spending without physically hurting people; and
second, no matter how much we restrain spending, you're still
going to hit a deficit of around $140, $150, or $160 billion which
will effectively keep interest rates at the alltime high they are
now, which effectively keeps businesses from going back to work.

We face a miserable catch-22 situation here, and I don't seem to
be getting any answers from Treasury.
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Mr. SPRINKEL. Two points. As you know, in the early phase of a
recovery-because of the lag effect-you tend to have large deficits
and it would not be surprising that this current fiscal year deficit
will be a significantly large one.

Now inflation has come down, and we hope it will stay down,
and that tends to keep revenues down, but we must also have re-
straint on spending as you get inflation down. Now it is not a close
relation, sir--

WHY INFLATION HAS GONE DOWN

Representative RICHMOND. Mr. Secretary, why is inflation down?
Mr. SPRINKEL. Primarily because of monetary restraint over the

past couple years.
Representative RICHMOND. You want to know why inflation is

down? Because major business is at virtually an alltime low;
they're renegotiating labor contracts. Businesses are at the brink of
bankruptcy, and it causes a deflationary trend. I don't know of a
corporation today in heavy industry that isn't busily renegotiating
its labor contracts.

Mr. SPRINKEL. I agree.
Representative RICHMOND. Due to the fact that they can't stay in

business.
Mr. SPRINKEL. The cost of getting inflation down is not zero.

That's why we do not want to let that genie out of the box again.

LACK OF INDUSTRIAL MODERNIZATION

Representative RICHMOND. What I want to know from you is how
is business going to get back to work, modernize, borrow money at
a rate reasonable enough so they can afford to buy new equipment.
Because God knows we need new equipment in this country, don't
we?

Mr. SPRINKEL. Yes, sir.
Representative RICHMOND. We're so far behind Germany and

JaDan in modern technology it's frightening. Now how are we ever
going to lay our hands on money which is amortizable? Certainly
18-percent money is not amortizable, as you and I know. When is
American business going to be able to go out and borrow money at
reasonable rates to afford to improve?

Mr. SPRINKEL. As soon as the financial markets--
Representative RICHMOND. That, to me, is your main problem.
Mr. SPRINKEL. I agree with you.
Representative RICHMOND. There's no problem more important

than that because once American business retools we'll be competi-
tive in the world, and we're not competitive anymore.

Mr. SPRINKEL. That's exactly why I was very pleased to accept
the invitation to appear before this committee because that is the
problem today. I think the recovery is about to start, but that
doesn't mean the end of our problems.

The problem is that interest rates are too high, and we've got to
get them down.

Representative RICHMOND. Interest rates are too high to allow
American business to go back to work.

Mr. SPRINKEL. That's correct. I agree with you.

99-166 0 - 82 - 28
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Representative RICHMOND. The average company, as you know,
must go out and borrow money in order to retool. Very few compa-
nies have enough cash to handle their own retooling, their own re-factoring. Machinery, equipment, and buildings are commonly
long-term capital items, right; and you borrow money for that?
Now how can the average company go out and borrow money at 18percent to become competitive in the world market?

Mr. SPRINKEL. They can't. We must get the rates down.
Representative RICHMOND. How are you going to get the ratesdown if you don't decrease the Federal deficit? How are you goingto decrease the Federal deficit unless you increase taxes selective-

ly?
Mr. SPRINKEL. There is not--

USER FEES: A VIABLE ALTERNATIVE

Representative RICHMOND. As you know, the chairman and I had
a budget proposal this year called the share the burden budget,
which, among other things, would have imposed a series of userfees in the United States whereby people who use various facilities
and services of the Federal Government would pay for them. Theshare the burden budget would have saved us $44 billion, but wecan't get it off the ground.

Mr. SPRINKEL. We proposed the same step, to increase user fees.Representative RICHMOND. And you can't get it off the ground
either?

Mr. SPRINKEL. Apparently, at least not completely.
Representative RICHMOND. In other words, you and I agree thatincreased user fees-such as increasing the highway trust fund-

which hasn't increased since 1954, would certainly be very helpfulto the economy, wouldn't they?
Mr. SPRINKEL. Well, we believe that people that use services ofthe Government, where it's possible, should pay for those services.Representative RICHMOND. Now if they did that and a number ofother essential, equitable changes, I think that would cut our defi-cit by practically 50 percent. How do you feel about consumer in-terest? Do you feel consumer interest ought to be deductible?
Mr. SPRINKEL. Could I answer the other question that you raised?How do we get interest rates down?
Representative RICHMOND. Yes.

LOWERING INTEREST RATES: ADMINISTRATION VIEW

Mr. SPRINKEL. There is no quick and easy way. It involves contin-ued monetary discipline, reducing volatility in money, fiscal disci-pline in terms of restraint on spending, and gradually reducingthose out-year deficits. There is no-despited the fact that manybelieve this-statistical relation that I can find between the level ofdeficits and the level of interest rates, although that's generally as-sumed to be a fact.
It isn't the size of the deficit that primarily causes the high inter-est rates. It's the level of inflation rates and expected inflationrates that causes high interest rates. And there's not a close corre-lation between the size of the deficit and the inflation rate. Now wewant to get the deficit down because it does raise fears that it may
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be financed with new money out there, in which case we will get
more inflation; or even if it isn't financed with new money, it
means that savings will be absorbed, as you pointed out, to finance
the deficit and thus can't go into capital spending.

So for all these reasons, we want to encourage capital formation
and therefore reduce the deficit and keep money more stable.
That's what you, the Congress-us, the administration-and the
Federal Reserve jointly can do to contribute to an acceleration of
the decline in interest rates.

Representative RICHMOND. Unfortunately, neither of these bud-
gets we're debating right now actually address itselt to that prob-
lem. Both the budgets are virtually the same in final outcome. One
is giving a little more to defense and the other is giving a little
more to human services.

Mr. SPRINKEL. But the out-year deficits, when they're considered,
presumably will be coming down-probably not to zero, but at
least--

Representative RICHMOND. We don't need a zero deficit, but we
certainly can't live with a $150 billion deficit.

Mr. SPRINKEL. I share your view.

RELATION BETWEEN DEFICIT AND INTEREST RATES

Representative RICHMOND. You share my view. You still feel,
though, that we shouldn't raise taxes at least temporarily in order
to reduce some of these deficits, which would, in turn, reduce inter-
est rates which would, in turn, allow business to go out and borrow
money.

Mr. SPRINKEL. The administration is not opposed--
Representative RICHMOND. Look how simple it would be. If we re-

duced the deficit by increasing user fees, ending deductibility of
consumer interest, and so forth, pick up an extra $50 billion in tax
revenues, and reduced our deficits, interest rates would have to go
down.

Mr. SPRINKEL. I just pointed out that there's no relation that I
can find between the level of the deficit and the level of interest
rates. If you have such a relation, please send it to me. I have
asked hundreds of people to send it to me.

Representative RICHMOND. Mr. Secretary, when we get to the
point where the Federal Government is sopping up all the money
in the United States, you must agree that that would cause the in-
terest rates to stay up.

Mr. SPRINKEL. You're also assuming, of course, that substantial
tax increases will in fact cut deficits, and the history of the last
decade is that substantial tax increases lead to substantial spend-
ing increases and you keep the deficit anyway. You and I want to
stop that and that's why we have to keep the restraint on the
spending side.

Representative RICHMOND. I think this Congress, as you know, is
not for increasing spending on an ongoing basis. Many people in
this Congress believe in a balanced budget. Of course, a balanced
budget is a figment of somebody's imagination, but a budget within
reasonable balance is what we all should be looking toward.

Mr. SPRINKEL. Yes, sir.
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Representative RICHMOND. We agree?
Mr. SPRINKEL. Yes, sir.
Representative RICHMOND. And you can't get a budget within

reasonable balance. The administration budget isn't within reason-
able balance, and the out-years are even worse.

Mr. SPRINKEL. That was before any policy change was applied.
That is, if you just stay where you are and let nature take its
course-that wasn't what the President proposed-you found
budget deficits in the $150 to $170 billion range. That was not our
proposal. We had a budget which brought them down.

Representative RICHMOND. The President's latest budget, particu-
larly for the out-years, is horrifying, right, when it comes to defi-
cits?

"WE CAN'T LIVE WITH" $150 BILLION DEFICIT

Mr. SPRINKEL. We have to bring it down. That's the exercise that
Congress is engaged in today. No one argues that we should take
tax changes or spending changes that lead to zero deficits in this
next fiscal year. There's no way that could happen. We recognize
that.

Representative RICHMOND. But I think we all agree that a $150
billion deficit is something we can't live with.

Mr. SPRINKEL. It would not be a desirable long-term trend.
Representative RICHMOND. Mr. Secretary, you and I find our-

selves in rare agreement. It's a pleasure seeing you. I really appre-
ciate your waiting. Thank you.

At the request of Senator Jepsen, I would like to include at this
point in the record an article entitled "Which Money Is Money: Ml
or M2?"

[The article referred to follows:]

WHICH MONEY Is MONEY: M, OR M2?

(By Robert E. Weintraub 1)
In recent months, a number of persons, including Federal Reserve officers, haveargued that it no longer makes sense to use Ml growth as the target of monetarypolicy. They urge the Federal Reserve to discard Ml and focus on M2 growth. I be-lieve that this would be a mistake. If any change is made at this time, it should beto drop the M2 target and focus on Ml growth. M, growth is preferred to M2 growthas the target of monetary policy for three reasons. These reasons, and the argu-ments for them, were originally set forth in the views of the Republican Members ofthe Joint Economic Committee in their 1982 Joint Economic Report. It is useful toreview them here.
Reason number one stems from the fact that M, includes overnight RP's, Eurodol-lars, savings accounts, small denomination time deposits, and money market mutualfunds. These accounts are interest sensitive. As a result, M, growth is highly suscep-tible to interest rate influences. In contrast, Ml growth is only marginally sensitiveto these influences. Because M2 growth is relatively sensitive to interest rate influ-ences, it is relatively difficult to know what target growth to set for M2, especially ininflation and recession periods.
The underlying reason for this is that overall economic conditions and trendsdominate the determination of interest rates. High and/or rising interest rates areobserved in periods of high and/or rising inflation. Falling interest rates are ob-served in recessions and the early stages of recovery periods. Because M2 growth issensitive to interest rate levels and changes, it is significantly influenced by econom-ic conditions and trends. In recent years, as discussed below, M, growth has tended

Joint Economic Committee, Republican staff member.
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to accelerate in inflationary periods and to slow in recessions. As a result, with M2

growth the target, the Federal Reserve could be fooled in future years into thinking

that it has not acted sufficiently vigorously to slow money growth in inflationary

periods, or to accelerate it in recessions, when in fact it had. The Fed could be led

thereby into setting targets that are unnecessarily draconian in inflationary periods

and targets that would rekindle inflation in as well as promote recovery in recession

periods. The relative insensitivity of M, growth to interest rates is a powerful

reason for using it, and not M2 growth, as the target of monetary policy.
Reason number two for preferring M, growth to M2 growth arises from the fact

that the response of the latter to changes in interest rates or, more broadly, busi-

ness conditions is unstable. For sure, it has been changing. That makes it risky to

use historic relationships between M2 growth and changes in economic performance
variables as guides in setting M2 growth targets now and in future years. The point

is elaborated upon below.
In times past-for example, in 1966, 1969, and early in 1970-M2 growth tended to

fall sharply in periods when interest rates rose and to rise sharply in periods when

interest rates fell. That meant that we could expect M2 growth to accelerate in re-

cessions and provide a foundation for recovery, and to slow in booms and sow the

seeds of every boom period's end. Historically, M2 growth was a good leading indica-

tor of the economy's performance. But that has now changed.
The reason for the change is that, as interest rates rose over the years, and espe-

cially since 1977, the importance of savings deposits in M2 has declined while the

weights in M2 of both small denomination time deposits and money market mutual

funds have increased. The growths of these latter components respond differently to

interest rate changes than does the growth of the savings deposits component of M2.

When market interest rates fall, the growth of savings deposits accelerates be-

cause the interest rate paid on passbook savings does not fall commensurately.
When market interest rates increase, savings deposits grow more slowly because the

maximum rate payable on passbook savings does not increase commensurately. In

contrast, interest rates paid on small denomination time deposits, especially since

the introduction of money market certificates, and also interest rates paid on money

market mutual funds, tend to move up and down in tandem with market interest

rates. As a result, albeit with a short lag, these two components of M2 grow faster

when interest rates rise than when they fall.
In December 1965, savings deposits comprised 56 percent of M2, and small denomi-

nation time deposits 8 percent. Money market mutual funds did not exist. In Decem-

ber 1977, the percentages were: Savings deposits 38 percent; small denomination
time deposits 35 percent and MMMF's 0.3 percent.

In December 1981, the percentages were: Savings deposits 18 percent; small de-

nomination time deposits 46 percent and MMMF's 10 percent.
The change in weights makes it risky to use historical relationships between M2

growth and interest rate trends and business conditions as guides to the future.
For example. from December 1965 to December 1966, the 90-day Treasury bill rate

increased from 4.4 percent to 5.0 percent. In response, savings deposits fell 1.5 per-

cent and M2 grew only 4.7 percent, down substantially from 8.1 percent in the previ-

ous December-to-December period. Again, in 1969, when the bill rate rose from 5.9

percent to 7.7 percent, savings deposits fell 2 percent and M2 growth dropped to 3.8

percent from 8.1 percent in 1968. Based on these and like episodes, in past years, M2

growth declined when interest rates rose and the confluence of the two usually por-

tended recession. However, in recent years, despite high and generally rising inter-

est rates, and negative savings deposits growth of 2.3 percent in 1978, 12.4 percent

in 1979, 5.6 percent in 1980, and 16.0 percent in 1981, M2 growth remained relative-

ly high and actually increased after 1978. It was 8.3 in 1978, 8.6 percent in 1979, 9.5

percent in 1980, and 10.4 percent in 1981-all measured from December to Decem-
ber. No such shift in response is encountered in the M, data, at least not yet.

The third and most important reason for using Ml growth as the target of mone-

tary policy is that the relationship between yearly percentage changes in current

dollar Gross National Product (GNP) and M, growth is both close and historically

stable. It is better in both respects than the relationship between yearly percentage
changes in nominal or current dollar GNP and M2 growth. If this were not the case,

there would be no point in focusing on M, growth for, in the final analysis, what all

of us are interested in is the economy's performance, not the Federal Reserve's.
In this regard, proponents of M2 growth or other possible measures of monetary

policy argue that, even if focusing on M, growth once made sense, it no longer does

because of the development and.spread in recent years of RP's, Eurodollars, money

market certificates, money market mutual funds, ATS accounts, NOW accounts,

electronic banking, street banking, zero and minimum balance banking, telephone
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transfers, credit cards, etc. In essence, they are arguing that the relationship be-tween M, growth and nominal GNP growth has shifted in recent years because ofthese new instruments and techniques, and also that it has become more volatilefrom one year to the next. However, the facts in-hand do not bear out either one ofthese contentions.
The difference between nominal GNP growth and Ml growth is the rate of rise ofM. velocity. To argue that the relationship between nominal GNP growth and M,growth has shifted or become more volatile is therefore to assert that M, velocity isnow rising at a different average rate than it did in the past, or more unevenly. Inthis regard, those who advocate that M, growth no longer be targeted by the Feder-al Reserve point to the development and spread of new banking instruments andtechniques in recent years. These new instruments and techniques have allowed andimpelled the public to decrease its demand for M, balances relative to nominalGNP. As a result, M,'s velocity has risen. However, that is not sufficient reason tostop targeting M, growth. The crucial point is not that M,'s velocity has increased.The crucial point is whether it has been increasing faster or at least more unevenlyin recent years than it did in the late 1950's and early 1960's.
Those who argue that recent developments in money markets and banking haveundermined the usefulness and validity of using M, growth as the target of mone-tary policy must show that M, velocity is now rising faster than it did in the past,or at least that it is rising more unevenly. Neither of these things can be shown.Nor can it be shown that M2 velocity rises more evenly than M, velocity from oneyear to the next, or that its average yearly rate of rise from one five- or ten-yearperiod to the next is more stable.
In the last five years-from 1977 to 1981-the average yearly rate of rise of M,velocity was 3.59 percent. For the five years preceding that, it was also 3.59 percent.For the period 1967 to 1971, it was only 1.76 percent. Definitely, there was a rise inthe rate of rise of M, velocity after 1971 in comparison to the 1967 to 1971 period.However, the 1967 to 1971 period is not representative of the years before 1972. Forthe post-Korean War years, from 1956 to 1966, the yearly rise of M, velocity aver-aged 3.57 percent. In the post World War II years, from 1948 to 1955, it averaged3.48 percent (excluding 1950 and 1951 when the year-to-year increase soared to 9.27percent in a buying spree that lasted from Mid-1950 to mid-1951 following the out-break of war in Korea).
Recent banking and money market developments and innovations have notchanged the trend of M, velocity anymore than such developments and innovationsas CD's, lock boxes, mail banking, Saturday banking, and the growth of the thriftindustry did in the 1950's and 1960's. That is the bottom line. The average relation-ship over two-, three-, four-, and five-year periods between percentage changes in M,growth and percentage changes in nominal GNP growth is essentially the same nowas it was 15, 20, and 25 years ago. It is a very stable relationship. Nominal GNP hasand continues to grow, on average, by 3.6 percent per year plus the average yearlypercentage growth in M,. The constant term (3.6 percent per year) in the relation-ship is the average yearly rate of rise of M, velocity from 1947 to 1981, and alsofrom 1972 to 1981.
In contrast to M, velocity's rate of rise, that of M2, has shifted upward in the mostrecent five years. From 1977 to 1981, it averaged 1.25 percent per year. From 1972to 1976, the trend of M2 velocity was negative. It declined, on average, by .4 percenta year. In the 1967 to 1971 and 1960 to 1966 periods, it also declined; by .1 and .5percents yearly, respectively.
The data also shows that the volatility of the rate of rise in M, velocity is less nowthan it was in the late 1950's and early 1960's. That means that from one year tothe next, the relationship between percentage changes in M, and nominal GNP iscloser in recent years than it was 15, 20, or 25 years ago. Finally, the data showsthat the rate of increase in M2 velocity is more changeable from one year to thenext than that of M, velocity, and that its volatility has been increasing.
Relevant statistics are set forth in Tables 1 and 2. Table 1 presents yearly averagepercentage changes in: The dollar or nominal value of GNP, M, velocity in relation-ship to nominal GNP, and M2 velocity also in relationship to nominal GNP for the1956 to 1981 period.
Table 2 groups the Ml data in two-year and three-year periods.
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TABLE 1.-GROSS NATIONAL PRODUCT, MONEY SUPPLY, AND VELOCITY MEASURES
[Year-to-year percent changes, 1956-81]

Dollars GNF Ml M, velocity M. velocity

Year:
1956 ................................... 5.42
1957 ................................... 5.29
1958 ................................... 1.28
1959 ................................... 8.49
1960 ................................... 3.82
1961 ................................... 3.57
1962 .-.. 7.74
1963 ................................... 5.58
1964 ................................... 6.88
1965 ................................... 8.35
1966 ................................... 9.39
1967 . 5.78
1968 ................................... 9.22
1969 ., 8.08
1970 ...................................... 5.18
1971 ...................................... 8.55
1972 ...................................... 10.06
1973 ...................................... 11.85
1974 ...................................... 8.12
1975 ...................................... 8.03
1976 ...................................... 10.89
1977 ...................................... 11.64
1978 ...................................... 12.41
1979 ...................................... 11.96
1980 ...................................... 8.79
1981 ...................................... 11.28

Using shift adjusted M,, 1981 ...................................... 11.28

1.17
.54

1.17
2.23
.06

2.06
2.46
3.09
3.92
4.27
4.58
3.98
7.00
5.93
3.78
6.81
7.19
7.30
5.01
4.69
5.71
7.64
8.22
7.77
6.26
6.92
4.62

4.20 ......................
4.71 ......................
.I ......................

6.12 ......................
3.76 0.07
1.48 - 2.97
5.15 .03
2.42 - 2.62
2.85 -. 90
3.92 .23
4.60 2.63
1.73 - 1.12
2.07 .76
2.03 1.76
1.35 1.24
1.63 - 3.20
2.68 - 2.18
4.24 1.69
2.96 1.78
3.19 - 1.35
4.90 - 2.05
3.72 - 1.18
3.87 3.22
3.89 2.83
2.38 -. 08
4.08 1.45
6.36 ......................

TABLE 2.-YEARLY PERCENTAGE CHANGE IN GNP, M, and M, VELOCITY
[2. and 3-yr Nonoverlapping periods, 1956-811

Dollars GNP M, M, velocity

2-Year period:

1956-57 ....................................................... 5.35 0.86 4.46

1958-59 ....................................................... 4.88 1.70 3.12

1960-61 ....................................................... 3.69 1.06 2.62

1962-63 ....................................................... 6.66 2.78 3.79

1964-65 ....................................................... 7.62 4.10 3.39

1966-67 ....................................................... 7.59 4.28 3.17

1968-69 ....................................................... 8.65 6.47 2.05

1970-71 ....................................................... 6.87 5.30 1.49

1972-73 ....................................................... 10.96 7.25 3.46

1974-75 ....................................................... 8 .08 4.85 3.08

1976-77 ....................................................... 11.27 6.68 4.31

1978-79 ....................................................... 12.19 8.00 3.88

1980-81 .10.04 6.59 3.23

3-year period:
1956-58 ....................................................... 4.00 .96 3.01

1959-61 ....................................................... 5.29 1.45 3.79

1962-64 ....................................................... 6.73 3.16 3.47

1965-67 ....................................................... 7.84 4.28 3.42

1968-70 ....................................................... 7.49 5.57 1.82

1971-73 ....................................................... 10.15 7.10 2.85

1974-76 ....................................................... 9.01 5.14 3.68

1977-79 ....................................................... 12.00 7.88 3.83

1980-81 ....................................................... 10.04 6.59 3.23
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It will be clear to every objective observer that M, growth has been a reliable anduseful gauge of the thrust of monetary policy. Unless future events prove otherwise,and until such time, M, growth remains a better target for Federal Reserve policythan M2 growth.

Representative RICHMOND. The committee stands in recess.
[Whereupon, at 11:35 a.m., the committee recessed, to reconvene

at 10 a.m., Tuesday, June 15, 1982.]



THE FUTURE OF MONETARY POLICY

TUESDAY, JUNE 15, 1982

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The committee met, pursuant to recess, at 10 a.m., in room 2359,

Rayburn House Office Building, Hon. Henry S. Reuss (chairman of
the committee) presiding.

Present: Representatives Reuss, Hamilton, Richmond, Brown,
Heckler, and Wylie; and Senators Jepsen, Hawkins, and Kennedy.

Also present: James K. Galbraith, executive director; Charles H.
Bradford, assistant director; and William R. Buechner, Chris
Frenze, Mark R. Policinski, and Robert E. Weintraub, professional
staff members.

OPENING STATEMENT OF REPRESENTATIVE REUSS, CHAIRMAN

Representative REUSS. Good morning. The Joint Economic Com-
mittee will be in order for a hearing which completes our series on
monetary policy and what it is doing for and to this country, de-
signed to lay the foundation for the Federal Reserve's statutory ap-
pearances before the House and Senate Banking Committees next
month.

We welcome you, Chairman Volcker. You must be pleased at the
congressional budget resolution which now lacks only a few days of
final action. In your recent testimony before Congress, you have
made it clear that a budget resolution appreciably diminishing the
deficits that otherwise lay ahead was necessary and that it could be
attained without mandating the repeal of the July 1, 1983, sched-
uled income tax cut. While I and most other Democrats believe
that the forthcoming first budget resolution is unacceptably reac-
tionary and unjust, all must recognize that it meets your two crite-
ria-a meaningful deficit reduction attained without laying a glove
on Kemp-Roth.

The budget resolution also contains the monetary directive re-
questing the Federal Reserve, in the light of deficit reductions, to
reevaluate its monetary target ranges to reflect the economy's
needs. Specifically, we in the Congress are concerned about the
Federal Reserve's 1982 Ml target ranges of 2.5 to 5.5 percent. The
Federal Reserve has been greatly exceeding this range-M, growth
has been almost 7 percent this year. If it now attempts to bring its
actual M, creation for the rest of 1982 within the range money will
be too tight and interest rates excessive. If, on the other hand, the
Federal Reserve chooses to flout its own targets, credibility will be
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lacking, the markets will be spooked, and interest rates will still be
unacceptably high.

Accordingly, I would very much hope that at the July 1 meeting
of the Open Market Committee, the Federal Reserve would reeval-
uate and adjust that 2.5- to 5.5-percent monetary corset. Get out of
the corset, Congress says, but, once you are freed from the corset
your course lies in your own sound discretion.

I have been asked repeatedly recently what I would do if I were
a member of the Open Market Committee, once we had announced
that we were freeing ourselves from the corset. For whatever it is
worth-and let me make it clear that I am presenting solely my
own views-here is what I would think would be a serviceable
Open Market Committee decision for July 1 which would be entire-
ly consistent with the congressional intent.

I'd like to have the Federal Open Market Committee issue a
statement along somewhat the following lines:

The Federal Open Market Committee herewith announces a revised target range
for the growth rate of Ml for the second half of 1982. The range of growth for M,
previously set at 2.5 to 5.5 percent, shall be 2.5 to 7.5 percent at an annual rate for
the period of July 1, 1982 through December 31, 1982. The base from which the new
target range is calculated shall be the level of Ml on July 1, 1982.

The Open Market Committee will continue to monitor congressional action on the
budget as well as economic conditions, and will make further revisions of the mone-
tary targets should further progress toward fiscal responsibility permit or should
market conditions require.

In your statement, Chairman Volcker, I'm delighted to see that
you mention the upcoming July 1 meeting of the Open Market
Committee and that you say-and here I'm quoting:

I do believe that you can assume that the decisions that do emerge from this
review will reflect our continued commitment to disciplined monetary policy in the
interest of sustaining progress toward price stability and, not incidentally, of en-
couraging a financial climate conducive to achieving and sustaining lower interest
rates.

I will be very interested in hearing your views on the proposition
I've put to you, but from the language you set forth in your state-
ment I'm very hopeful that you will find yourself in agreement
with me. If you do, I think the markets would take heart and we
would have a very much better economic situation almost im-
mediately.

Congressman Brown, congratulations on recent events in yours
and Congressman Wylie's State. We're delighted that you're with
us.

OPENING STATEMENT OF REPRESENTATIVE BROWN

Representative BROWN. Thank you, Mr. Chairman. I'm delighted
to have an opportunity to be at this hearing, since I apparently
was the instigator of it to some extent. Also, I want to ask certain
specific questions of Mr. Volcker about the ability of the Federal
Reserve Board to have any control over the money supply.

Chairman Volcker, the past few years have been a turbulent
period for Federal economic policy. The 1981 Economic Recovery
Tax Act marked a basic change in how we tax our citizens. The
Congress, for its part, has gone through almost constant debate
over the budget, and the outcome of that debate is still not certain
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even though we are now in conference on the first concurrent reso-
lution. Monetary policy, which usually is allowed to exist incon-
spicuously, also has been a very public part of our economic policy
turmoil.

No doubt this heightened interest by the public toward monetary
policy is due to the high interest rates of the past 3 years. And be-
cause interest rates have moved downward only slowly during the
recession, monetary policy has moved front and center in the eco-
nomic debate.

To be blunt, the public is not convinced the Federal Reserve
knows what it is doing or can do what it says it wants to. Some
Members of Congress think the Fed knows what it is doing, but it
is doing the wrong thing. Other Members of Congress, together
with a growing number of analysts, are questioning whether the
Fed can actually control monetary policy to a relevant degree. I
must say I'm beginning to have that suspicion myself.

Such suspicions boil down to three questions. First, the money
tenet of supply-side economics calls for a gradual reduction in the
rate of increase in the money supply: A smoother, predictable less-
ening of inflationary money creation. In this regard, let me call
your attention to a chart that I've had prepared. It's the first one
over here. The chart shows that the Fed has been unable to deliver
on this gradual reduction and has given us, if you will, boom and
bust money growth. The question is, Can you provide less volatility
in Ml's growth such that markets will be convinced the Fed will
not attempt to print our way out of recession? Can you do this with
present techniques or would you have to change your methods such
as changing the lagging of reserve requirements?

Second, it is widely accepted that interest rates follow inflation
relatively closely. From 1969 to 1979, the spread between the infla-
tion rate and the interest rate was roughly 11/2 to 2½/2 percent, as is
shown in this chart. The difference between the yearly averages of
the prime rate and the GNP deflator inflation rate averaged 1.96
percent for these years. Last year the difference was 9.77 percent.
For the first quarter of this year, the gap was 13 percent. The same
holds for long rates. The 10-year Treasury rate was, on average,
1.57 percent different from the deflator from 1969 to 1979, but last
year the difference was about 5 percent. In the first quarter in this
year, the gap was 10.8 percent. The question is, Why has this enor-
mous gap developed? Is it that the Fed is too tight? Is it that the
markets fear that the Fed will try to inflate our way out of the re-
cession and are, therefore, not dropping the rates? Does the afore-
mentioned volatility in Ml growth breed uncertainty in markets
and cause interest rates to be sluggish in responding to declining
inflation? Why have interest rates fallen slowly even though infla-
tion, by every measure, has decreased dramatically?

Finally, some suggest that the Fed cannot control Ml sufficiently
and therefore that Ml is not the money aggregate to watch. There
are many who want M2 to be the gage of monetary policy because
it includes M, and money market funds and therefore is less vola-
tile due to shifts between the two. Others believe that the mone-
tary base is the measure we should watch because it is the raw ma-
terial from which all M's are created and can be more easily con-
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trolled by the Fed. So the third question is, Is Ml a proper guide for
monetary policy or should we find some alternative?

How the Fed answers these questions will have a great deal to do
with how the Fed is perceived by the public. This perception has
great political importance because, as you are very well aware,
while the Fed's independence is cherished by most men of reason, a
few might use these tumultuous times to extend the power of the
Federal Government, either the administrative branch or the Con-
gress, over the Fed. I certainly hope that the Fed's independence is
kept intact just as much as I hope that the Fed will use its recently
achieved prominence to provide the public with a clearer descrip-
tion of Federal Reserve policy and possibly better methods to carry
out that policy. It's my hope that you are successful in doing what's
right and good for the country, but I'm not sure that you can be
and I am concerned about the problem.

I want to present just three other charts briefly for your consid-
eration. If one looks at 1978-79, periods of very high inflation-that
is, the trend rate of inflation was very sharply upward-the growth
of Ml over the previous 3 months was fairly stable. In 1980, 1981,
and 1982, a period that comports to your service as chairman of the
Fed, they were fairly unstable, and this was taken on a 3-month
average. The instability still shows up over a 6-months average,
and even if one takes the 1-year average, the swings have been
fairly abrupt since 1979.

Thank you, Mr. Chairman.
Representative REUSS. Thank you, Congressman Brown.
Senator Jepsen and Senator Hawkins also have opening state-

ments and under the rule and without objection they will be re-
ceived in full into the record.

[The opening statements of Hon. Roger W. Jepsen and Hon.
Paula Hawkins follow:]

OPENING STATEMENT OF SENATOR JEPSEN

Chairman Volcker, it is good as always to see you, and I look forward to hearing
your testimony. However, first I want to let you know where I stand on "the future
of monetary policy."

As you know, section 9 of Senate Concurrent Resolution 92, the first concurrent
resolution on the fiscal year 1983 budget, expresses the sense of the Senate that
"the Federal Reserve Open Market Committee shall reevaluate its monetary targets
in order to assure that they are fully complementary to a new and more restrained
fiscal policy." The budget resolution that passed the House contains the same lan-
guage. In this regard, I want to put myself on record in support of the target ranges
for growth in the monetary and credit aggregates that are now in place for 1982.
These targets are appropriate.

Some believe that the target ranges should be increased, especially the Ml target
range, or else interest rates will remain high and stifle economic recovery from the
present recession. I believe that the record shows that exactly the opposite will
occur; that faster money growth will produce higher interests rates. For example,
the bellwether 3-month Treasury bill rate increased from 4.4 percent in December
1976 to 15.7 percent in December 1980. That terrible rise occurred in association
with yearly growth in the M, measure of money that averaged nearly 8 percent in
the 1977 to 1980 period. You have to go back to World War II to find money growing
faster than that for a period longer than a year.

The link between fast money growth and high interest rates is inflation. It takes
a year or so for fast money growth to register in higher inflation, but in time it
happens, for sure.

Inflation had been slowed to less than 5 percent per year by relatively slow
money growth in the 1974 to 1976 period. Fast money growth in the 1977 to 1980
period rekindled it. And as inflation increased, interest rates soared-in the case of
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the 3-month Treasury bill rate-from 4.4 percent in December 1976 to 6.1 percent a
year later, 9.1 percent the following December, 12.1 percent in December 1976, and
15.7 percent in December 1980.

Last year, 1981, you and your colleagues held M. growth to 5.0 percent. And last
year the long, terrible climb in interest rates ended. The 3-month Treasury bill rate
is now about 12.0 percent, down nearly 4 percentage points from the December 1980
level and over 4 percentage points from the May 1981 peak of 16.3 percent. Long-
term interest rates have also topped out. They are lower today than they were in
September 1981.

It would be a tragic error to reflate now. The building blocks for recovery-lower
inflation, adequate money growth, lower interest rates, and reduced tax burdens-
are in place. And there are clear signs that the recovery has started-retail sales
rose in April and again in May, employment increased by nearly 800,000 after sea-
sonal adjustment in May, excess inventories have been liquidated. I urge you as
strongly as I can to reject counsel to reaccelerate money growth. That policy will
rekindle inflation, which has been reduced significantly. And it will send interest
rates climbing once again.

Congress is going to bring the budget into closer balance. I believe that this will
"automatically," as Senator Proxmire has said, "result in a less restrictive mone-
tary policy"-i.e., in lower interest rates. Action on your part to raise the target
ranges for growth in the monetary and credit aggregates is neither necessary nor
desirable.

I welcome you, Chairman Volcker. I am anxious to hear your views.

OPENING STATEMENT OF SENATOR HAWKINS

I welcome Chairman Volcker to this important hearing in these turbulent eco-
nomic times. Some are questioning whether the Federal Reserve has the tools, the
ability, or the political sensitivity to put our monetary policy on a steady, sound
course that will give us solid, noninflationary economic growth.

I share that broad concern, but my concerns today are very specific. They relate
to the financing, the administration, and the independence of the Federal Reserve
System.

First, unlike virtually every other Federal operation, the Federal Reserve deter-
mines its own budget, without congressional oversight. It takes off the top from in-
terest income on its securities portfolio and its discount operations what it believes
is necessary to operate, and then refunds the balance to the Treasury. The Fed is
not subject to an annual congressional authorization and appropriation process.
While Federal Reserve Governors testify frequently before congressional commit-
tees, there is very little congressional oversight of its operations. I don't think it's a
healthy situation for such an important agency, wielding such significant influence
over the economy, to have capricious freedom to spend without checks or balances
from Congress.

Second, I am concerned about the makeup of the Board of Governors. Five of the
present seven Governors were previous employees or officials of the Federal Reserve
System. Such inbreeding thwarts new ideas. I think there should be a limit of one
Board member who had previously been associated with the Federal Reserve
System.

Mr. Martin knows the savings and loan business, and Mr. Rice knows the banking
business. But there are still no home builders, no realtors, no automobile manufac-
turers, no producers of capital equipment or consumer durables, nor other business
or labor leaders from interest-sensitive sectors of the economy on the Board of Gov-
ernors.

The Board should be made up of a more democratic representation, particularly
concerning the impact the Board has on businesses and consumers.

Finally, I think it is important for the Federal Reserve to be responsive to the
wishes of the administration in power. I am not suggesting that the Fed be stripped
of its independence, but if the Board term of office was reduced to, say, 5 years, in-
stead of the current 14 years, any President would be able to appoint several mem-
bers to the Board who could work in harmony with the administration. Further-
more, I believe the Chairman and Vice Chairman of the Board should serve at the
pleasure of the President.

I will want to get into these and other issues during the question and answer
period, but I want you to think about them, Mr. Volcker.
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Representative REUSS. If there are no other opening remarks,
Mr. Volcker, we appreciate your statement which will be included
in full in the record and would you now proceed.

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

Mr. VOLCKER. Mr. Chairman, I do have a statement that is, as
you indicated, a little difficult to summarize.

Representative REUSS. Don't hesitate to read it.
Mr. VOLCKER. I will read it then.
I am pleased to appear before this committee to discuss the con-

duct of monetary policy. In particular, I would like to focus on the
monetary aggregates targeting framework in light of recent experi-
ence.

The Federal Reserve began reporting to the Congress specific nu-
merical "targets" for the growth of the monetary aggregates in
1975. You will recall Congress had urged such an approach in
House Concurrent Resolution 133. Subsequently, the reporting of
growth targets for the aggregates was formalized in law with the
enactment of the Full Employment and Balanced Growth Act of
1978, commonly referred to as the Humphrey-Hawkins Act. That
law requires the Federal Reserve to present annual targets for
monetary and credit aggregates to the Congress each February,
and to review those targets and formulate tentative objectives for
the coming calendar year each July. The choice of the appropriate
measures to "target," as well as the quantitative expression of
those targets, are, of course, a matter for the Federal Reserve to
decide.

The development of this formal reporting framework, focusing on
the growth of certain monetary and credit variables, was a reflec-
tion in part of the changes in attitudes toward monetary policy
that occurred in the 1970's, and in part of a desire to improve com-
munications and reporting about our intentions and policies. The
worsening inflation problem focused increased attention on the
critical linkage over the longer run between money growth and
prices. There was a growing sense among some that earlier "con-
ventional" views of a tradeoff between inflation and growth were
no longer compatible with actuality, at least over the medium and
longer run, and that inflation had emerged as a major economic
problem. A number, including some Members of Congress, placed
increased emphasis on restraining growth of the monetary aggre-
gates over time as a means of dealing with inflation, and urged es-
tablishing our intentions in that respect over a longer period of
time ahead. More generally, aggregate targeting was thought to
provide the Congress with a more clearly observable measure of
performance against intentions, which in turn implied that targets
should not be changed frequently, or without clear justification.

The formulation of specific monetary aggregates targets also has
been consistent with the goals and approach of the Federal Re-
serve. A basic premise of monetary policy is that inflation cannot
persist without excessive monetary growth, and it is our view that
appropriately restrained growth of money and credit over the
longer run is critical to achieving the ultimate objectives of reason-
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ably stable prices and sustainable economic growth. While other
policies must be brought to bear as well, the specific annual targets
announced periodically by the Federal Reserve have reflected ef-
forts to reconcile and support these goals.

It seems to me implicit in an aggregate targeting approach, as
urged by the Congress, that interest rates in themselves are not
the dominant immediate objective or focus in assessing the posture
of monetary policy, even though that remains the instinct of many.
Interest rates are, of course, highly important economic variables,
and they are intimately involved in the process by which the
supply of money and other liquid assets are reconciled in the
market with the demands for liquidity derived from the growth of
the economy, inflation, and other factors. But interest rates are
also importantly influenced by other forces as well, including ex-
pectations about inflation, about future interest rates, the budg-
etary posture, and other factors. The experience of the seventies
emphasized some of the pitfalls and shortcomings of using interest
rates as a guide for policy, particularly in an environment of gener-
ally rapid and rising inflation and correspondingly uncertain price
expectations. In those circumstances, it is especially difficult to
gauge the stimulative or restrictive influence associated with a
given level of nominal interest rates. Recognition of these difficul-
ties was an important element in the decision by the Federal Re-
serve to adopt procedures in October 1979 that placed emphasis,
even in the shorter run, on the supply of reserves rather than pri-
marily on short-term interest rates as operational guides toward
achieving an appropriate degree of monetary control.

While all these considerations have suggested the use of the
framework of monetary aggregates targeting, we need also to be
conscious of the fact that the world as it is requires elements of
judgment, interpretation, and flexibility in judging developments in
money and credit and in setting appropriate targets. One reason
for that is the impact of financial innovations on the growth of par-
ticular measures of money and the relationships among them. In
recent years, generally high and variable interest rates, and the
continuing process of technological change and the deregulation of
depository institutions, have provided powerful stimulus for far-
reaching changes in the financial system. The proliferation of new
financial instruments and the development of increasingly sophisti-
cated cash management techniques have created a need to adjust
the definitions of the monetary aggregates from time to time and
to reassess the relationship of the various measures to one another
and to other economic variables. A somewhat separable matter con-
ceptually-but in practice hard to distinguish-is that businesses
or families may shift their preferences among various financial
assets in a manner that may alter the economic significance of par-
ticular changes in any given measure of "money" or "credit."

Use of monetary targeting procedures is justified on the pre-
sumption that "velocity"-that is, the ratio between a given meas-
ure of money and the nominal GNP-is reasonably predictable
over relevant periods. At the same time, it can be readily observed
that, in the short run of a quarter or two, velocity is highly vari-
able. Those short-run deviations from trend need to be assessed
cautiously, for they commonly are reversed over a period of time.
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However, we cannot always assume a rigid relationship between
money and the economy that, in fact, may not exist over a cycle or
over longer periods of time, especially when technology, interest
rates, and expectations are changing. Consequently, it is appropri-
ate that the Federal Open Market Committee reconsider, on a con-
tinuing basis, both the appropriateness of its annual targets and
the implications of shorter run deviations of actual changes from
the targeted track.

The introduction of NOW accounts nationwide last year was il-
lustrative of some of the difficulties arising from a changing finan-
cial structure. To some degree, the Federal Reserve was able to an-
ticipate the impact. It was obvious, for example, that the rapid
spread of NOW accounts, by drawing some money from savings ac-
counts as well as demand deposits, would have important effects on
the M1 aggregate, and last year's targets allowed for such effects.
However, after accounting for these shifts into NOW accounts, the
growth of the several aggregates was considerably more divergent
than was anticipated, with M1 running relatively low while the in-
crease in some of the broader aggregates was a bit above their
annual objectives. Taking into account all of the financial innova-
tions affecting the aggregates-particularly the depressing effects
on M1 of extraordinarily rapid growth in money market mutual
funds-and the relatively rapid growth of M2 and M3, we found the
pattern of slow growth in M1 acceptable. Indeed, last year's experi-
ence seems to me a clear illustration of the need to consider a vari-
ety of money measures, rather than focusing exclusively on a
single aggregate such as M1.

Thus far this year, the monetary aggregates have behaved more
consistently, although M1 is running a bit stronger than anticipat-
ed relative to the other aggregates. With the major shift into NOW
accounts, in terms of new accounts opened, mostly behind us, one
source of distortion has been removed from the data. But I would
also note that, as result of that "structural" shift, NOW accounts
and other interest-paying checkable deposits have grown to be
almost 20 percent of M1, and there is evidence that the cyclical be-
havior of M1 has been affected to some extent by this change in
composition.

While M1 is meant to be a measure of transactions balances,
NOW accounts also have some characteristics of a savings account
(including similar "ceiling" interest rates). This year there has
been a noticeable increase in the public's desire to hold a portion of
their saving in highly liquid forms, probably reflecting recession
uncertainties. As a result, NOW accounts have grown particularly
fast, accounting for the great bulk of the growth in M1, and at the
same time the rapid decline in savings deposits has ceased. Overall,
M1 growth so far this year has been somewhat more rapid than a
"straight line" path toward the annual target would imply. To the
extent the relatively strong demand for M1 reflects transitory pre-
cautionary motives, allowing some additional growth of money over
this period has been consistent with our general policy intentions.

In arriving at such a judgment, the pattern of growth in the
broader aggregates should be considered. There also have been im-
portant institutional changes in recent years affecting the behavior
of M2 and M3. For example, an increasingly large share of the com-
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ponents of M2 that are not also included in M, pay market-deter-
mined interest rates. This reflects the spectacular growth of money
market funds in recent years as well as the increasing availability
at banks and thrift institutions of small-denomination time depos-
its with interest rate ceilings tied to market yields. An important
consequence is that cyclical or other changes in the general level of
interest rates do not have as strong an influence on the growth of
M, as in the past.

The broader aggregates are presently at or just above the upper
end of the ranges of growth set forth for the year as a whole. In
February, we reported to the Congress that M2 and M3 would ap-
propriately be in the upper half of their ranges, or at or even
slightly above the upper end, should regulatory changes and the
possibility of stronger savings flows prove to be important. In that
regard, I must point out we have yet to go through a full financial
cycle with such a large money fund industry or with the regulatory
and legal changes recently introduced. In these circumstances, it is
clear that interpreting the performance of the monetary and credit
aggregates must be assessed against the background of economic
and financial developments generally-including the course of and
prospects for business activity and prices, patterns of financing,
and liquidity in various sectors, the international scene, and inter-
est rates. It is in that broader context that we have not believed
that the growth of the various M's has been unduly large so far
this year.

The point I am making is that a large number of factors have
impinged-and in all likelihood will continue to impinge-on the
growth of the monetary aggregates, possibly in the process modify-
ing the relationship of any particular measure of "money" to eco-
nomic peformance. The relationships have been good enough over a
period of time to justify a presumption of stability-but I do believe
we must also take into account a wide range of financial and non-
financial information when assessing whether the growth of the ag-
gregates is consistent with the policy intentions of the Federal Re-
serve. The hard truth is that there inevitably is a critical need for
judgment in the conduct of monetary policy.

Looking back at the last few years, money growth has certainly
fluctuated rather sharply from time to time in the United States
(and, I might note, in other countries as well). As I earlier noted,
relationships have also been affected by a variety of financial inno-
vations. But the trend over reasonable spans of time has generally
been consistent with the announced targets of the Federal Reserve,
and the restrained growth has, in my judgment, contributed impor-
tantly to the now clear progress toward reducing inflation. This
longer run and broader perspective is what should be kept in mind
when considering growth in the aggregates. The tentative decision,
not yet implemented, to publish the Ml data in the form of 4-week
moving averages is designed to divert undue attention from the sta-
tistical "noise" in the weekly movements in M, and to encourage
knowledgeable observers to focus on broader trends in the whole
family of aggregates.

One obvious frustration in the current circumstances is that in-
terest rates, particularly longer term rates, still are painfully high
despite the protracted weakness in the real economy and a marked
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deceleration in the measured rate of inflation. With the unemploy-
ment rate currently at a new postwar high, there is an understand-
able inclination to want to get interest rates down quickly to en-
courage a rebound in activity.

Nothing would please me more than for interest rates to decline,
and the progress we are making on inflation, as it is sustained,
should powerfully work in that direction. But, I also know that it
would be shortsighted for the Federal Reserve to abandon a strong
sense of discipline in monetary policy in an attempt to bring down
interest rates. It may be that the immediate effect of encouraging
faster growth in the aggregates would be lower interest rates-par-
ticularly in short term markets. But over time, the more important
influence on interest rates-particularly longer term interest
rates-is the climate of expectations about the economy and infla-
tion, and the balance of savings and investment. In that context,
an effort to drive interest rates lower by money creation in excess
of longer run needs and intentions would ultimately fail in its pur-
pose and would threaten to perpetuate policy difficulties and dilem-
mas of the past.

When long-term interest rates decline decisively, it will be an in-
dication of an important change in attitudes about the prospects
for the economy. One essential element in this process must be a
widespread conviction that inflation will be contained over the long
run. The decline in inflation evident in all of the broadly based
price indexes over the past year is highly encouraging. For exam-
ple, in the 12-month period ending in April, the CPI rose 61/2 per-
cent compared to 10 percent over the previous 12 months. Over the
past few months, the CPI has been virtually stable.

But it is also evident that some particular elements accounting
for the sharp reduction in inflation are not sustainable; they have
been achieved in a period of recession and slack markets, and have
reflected some sizable declines in energy prices that now appear
behind us. Progress toward reducing the underlying trend in costs,
while real, has been slower. We have seen some polls that suggest
many Americans do not in fact appreciate that inflation has slowed
at all. That impression is plainly contrary to fact. But it is perhaps
indicative of how deep-seated impressions and expectations of infla-
tion had become by the late 1970's, and it is suggestive of the con-
cern of renewed higher inflation rates as economic activity recov-
ers. No doubt those concerns continue to affect investment judg-
ments and interest rates.

In this situation, one key policy objective must be to build in
what has so far been a partly cyclical decline in inflation, to en-
courage further reductions in the rate of increase in nominal costs
and wages, and then to establish clearly a trend toward price sta-
bility. That approach seems to me essential to encourage and sus-
tain lower long-term interest rates, which will, in turn, be impor-
tant in sustaining economic growth.

While monetary policy is only one of the instruments that can be
brought to bear in restoring price stability, it is both necessary to
that effort and widely recognized to be such. These circumstances
emphasize the need to avoid excessive monetary growth, with the
threat it would bring that the heartening progress against inflation
would prove only temporary.
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I think that it also is quite clear that the prospect of huge and
rising budget deficits as the economy recovers has been another
element in the current situation raising concerns about long-term
pressures on interest rates. I take encouragement from the efforts
of the House and Senate to begin to come to grips with this prob-
lem. At the same time, we are all aware of how much remains to
be done, not only to reach agreement on a budget resolution for
fiscal 1983, but to take the action necessary to implement such a
resolution in appropriation and revenue legislation. Moreover, as
you well know, further legislation will be needed beyond that af-
fecting fiscal 1983 to assure elements in the structural deficit are
brought more firmly under control.

Let me emphasize that a strong program of credible budget re-
straint will itself work in the direction of lower interest rates.

The perception that future credit demands by the Federal Gov-
ernment would be lower would reinforce the emerging expectations
of less inflation. The threat that huge deficits would preempt the
bulk of the net savings the economy seems likely to generate in the
years ahead-with the likely consequence of exceptionally high
real interest rates continuing-would be dissipated. Confidence
would be enhanced that monetary policy will be able to maintain a
noninflationary course, without squeezing of homebuilding, busi-
ness investment, and other interest-sensitive sectors of the econo-
my, and without excessive financial strains in the economy gener-
ally. And by dealing with very real concerns about the future fi-
nancial environment, budgetary action would be an important sup-
port to the recovery today.

In summary, casting monetary policy objectives in terms of the
aggregates has been a useful discipline and also has been helpful in
communicating to Congress, the markets, and the general public
the intent and results of the Federal Reserve actions. At the same
time, we must retain some element of caution in their interpreta-
tion; the monetary targets convey a sense of simplicity that may
not always be justified in a complex economic and financial envi-
ronment. There is far from universal appreciation of the fact that
the economic significance of particular aggregates is constantly
evolving in response to rapid changes in financial markets and
practices. Consequently, the Federal Reserve is continually faced
with difficult judgments about the implications for the economy.

As you know, the Federal Open Market Committee soon will be
meeting to review the annual targets for the monetary aggregates
for 1982 and to formulate tentative targets for 1983. I would not
presume to anticipate the precise decisions that will be made by
the committee. A wide array of financial and nonfinancial informa-
tion will be reviewed in the process of considering the specific ob-
jectives. And, while I do not anticipate any significant change in
our operating procedures in the near term, we will also continue to
assess and reassess the means by which our policies are implement-
ed. However, I do believe that you can assume that the decisions
that do emerge from this review will reflect our continued commit-
ment to disciplined monetary policy in the interest of sustaining
progress toward price stability-and, not incidentally, of encourag-
ing a financial climate conducive to achieving and sustaining lower
interest rates.
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We can not yet claim victory against inflation, in fact or in
public attitudes. But I do sense substantial progress-and a clear
opportunity to reverse the debilitating pattern of growing inflation,
slowing productivity, and rising unemployment of the 1970's. The
challenge is to make this recession not another wasted, painful epi-
sode, but a transition to a sustained improvement in the economic
environment.

Central to that effort is an appropriate course for fiscal and mon-
etary policy-a course appropriate, and seen to be appropriate, for
the years ahead. Critical elements in that effort are the commit-
ments to gain control of the Federal budget and to maintain appro-
priate monetary restraint. Those policies provide the best-indeed
the only real-assurance that financial market conditions will be
conducive to a sustained period of economic growth and rising em-
ployment and productivity. In the long years to come, we want to
look back to our present circumstances and know that the pain and
uncertainty of today have, in fact, been a turning point to some-
thing much better.

Representative REUSS. Thank you very much, Chairman Volcker.
Senator Jepsen, your opening statement was placed in the record

earlier, but I d like to have you present it if you care to.
Senator JEPSEN. Thank you, Mr. Chairman. I will be very brief.
I just want to make sure the record does show the link between

fast money growth and high interest rates. The Governor has indi-
cated it takes a year or so for fast money growth to be reflected by
higher inflation. But in time it happens for sure.

The facts are that inflation had been slowed to less than 5 per-
cent per year by a relatively slow money growth in the 1974 to
1976 period. Fast money growth in the 1977-80 period rekindled it.
These are the facts. As inflation increased, interest rates soared. In
the case of the 3-month Treasury bill rate, it went from 4.4 percent
in December 1976 to 6.1 percent a year later; 9.1 percent the follow-
ing December, and 12.1 percent in December 1979, and 15.7 percent
in December 1980.

Last year, 1981, you and your colleagues held Ml growth to about
5 percent. And last year the long, terrible climb in interest rates
ended. The 3-month Treasury bill rate is now about 12 percent,
down nearly 4 percentage points from the December 1980 level and
over 4 percentage points from the May 1981 peak of 16.3 percent.
Long-term interest rates have also topped out. They are lower
today than they were in September 1981.

So, I do believe that it would be a tragic error to reflate now. The
building blocks for recovery-lower inflation, adequate money
growth, lower interest rates, and reduced tax burdens-are in
place. And there are clear signs that the recovery has started.
Retail sales rose in April and again in May, employment increased
by nearly 800,000 after seasonal adjustment in May, excess inven-
tories have been liquidated. So, I urge you as strongly as I can to
reject counsel to reaccelerate money growth. That policy will rekin-
dle inflation, which has been reduced significantly, and will send
interest rates climbing once again.

Congress, I believe, is going to bring the budget into closer bal-
ance, and I believe that this will automatically, as Senator Prox-
mire has said, result in a less restrictive monetary policy-that is,
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in lower interest rates. Action on your part to raise the target
ranges for growth in the monetary and credit aggregates is neither
necessary nor desirable. And I would hope and trust that you con-
tinue to hold firm and not yield to recommendations that you
change your stance. We do know that the terrible rise in interest
rates in the summer occurred in association with the yearly growth
in the Ml measure of money that averaged nearly 8 percent in the
years 1977-80. We have to go back to World War II to find money
growing faster than that for a period longer than a year and we're
suffering yet from those 3 years of a nearly 8-percent growth in
money. So, hang in there.

Representative REUSS. Thank you very much, Senator Jepsen.
We will now inquire under the 10-minute rule.

REEVALUATION OF THE 5.5-PERCENT CEILING

Chairman Volcker, you've come down strongly against excessive
money creation. We're all against that. The question is, What
should be done about your present 5.5-percent M, target ceiling on
which I expressed myself at some length earlier?

I'll ask you a simple question. Is your mind closed against action
by the Open Market Committee at its July 1 meeting to reevaluate
and adjust that 5.5-percent ceiling which in my view is responsible
for so much misery in this country today?

Mr. VOLCKER. No. We can, of course, reevaluate these ceilings at
any meeting, and the semiannual meetings are, by law, specifically
directed toward such a reexamination. I think it would be inappro-
priate, in embarking upon this kind of reevaluation, to say that
one's mind is absolutely closed. Of course, these decisions are up to
the committee as a whole, not to me; but I think we normally re-
evaluate these targets with some care at the semiannual meetings.

ARE ANY FINANCIAL INSTITUTIONS IN PERIL?

Representative REUSS. I shall inquire no further. The next sub-
ject has to do with the predictions that some are making that in
view of the wretched state of our economic and financial arrange-
ments that there could lie ahead real distress for certain large fi-
nancial institutions-banks or brokerages. Do you see any peril of
that ahead and, if there is, what would you propose to do about it?

Mr. VOLCKER. Let me answer that question in general terms, Mr.
Chairman. You refer to the "wretched" state of the economy, and
in an immediate sense, one can recognize that description.

Representative REUSS. 10 million unemployed is my wretched-
ness index.

Mr. VOLCKER. Exactly; there's a high level of unemployment. But
let me emphasize, too, that I think this could be a promising
period. We are now at the culmination, as I see it, of a deteriorat-
ing economic performance that's extended over a decade or more. I
think that's been tied to a lot of factors, among them inflation. I
think we can see some clear signs of progress on the inflation front,
and if we can come out of this present, very difficult, circumstance
with a sound base for expansion and sustained expansion, we will
have converted a "wretched" period, if you will, into a foundation
for something much better in the future. I think we have to keep
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our eye on that objective, and I just want to put it in that perspec-
tive.

Part of this problem that we have at present is that, in some sec-tors of the economy-and a good many of the sectors of the econo-
my-there are strong financial pressures. There were trends atwork over a period of time that I think were unsustainable. We've
come to the point where some of those trends have to be changed.
The liquidity in American corporate business, for instance, hasbeen declining over a considerable period of time, and it has
reached the position where many companies are indeed strained.

I don't think you can get out of that situation without dealing
with some of its fundamental causes, and that comes back to the
inflationary problem. I don't want to deny that some strains exist,
but I don't think they need to be crippling in terms of the transi-
tion of which I spoke.

WHAT WILL THE FED DO IF A MAJOR BANK FAILS?

Representative REUSS. My question was, Is there a peril of going
broke confronting a large bank or other financial institution, and ifthere is, what do you propose to do about it?

Mr. VOLCKER. We have a lot of thrift institutions that are cer-tainly in peril, have been in peril, and will continue to be in peril. Ithink we have adequate kinds of instruments-a safety net if you
will-that enable us to deal with this situation. It's not a happy sit-uation, to say the least, but I don't think it's a situation that has to
jeopardize the whole economy.

Representative REUSS. What are the elements of that safety net?
Mr. VOLCKER. We have the basic deposit insurance system and

the lender of last resort function, which are in place. In its preciseimplementation, as you know, there have been a good many merg-
ers sponsored officially, with support for the surviving institutions.

The Congress has been working on two pieces of legislation that
would help in dealing with this situation: Capital infusion legisla-
tion and legislation to facilitate mergers in distressed cases acrossState lines if necessary.

SHOULD THE FED CONTROL CREDIT GROWTH AS WELL AS MONEY
GROWTH?

Representative REUSS. Let me call your attention now to your
statement where you say that, "It is our view that appropriately
restrained growth of money and credit over the longer run is criti-
cal." Some might say that you have been concerned with restrain-ing the growth of money sure enough, but what have you done
about credit? Isn't it a fact that you've let credit run hog-wild with-out any particular restraint?

Mr. VOLCKER. No.
Representative REUSS. Tell us what you've done about credit.
Mr. VOLCKER. I don't agree with that at all. We have restrained

credit with the same general tools with which we restrain money.
As you look at the broader monetary aggregates in particular, Ithink you have to recognize you're looking, essentially, at the other
side of the balance sheet; you're looking at something that ap-proaches the same totals, but you're looking at it from the liability
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side of the balance sheet from the standpoint of the financial insti-
tution, rather than the asset side that you look at if you look at
credit directly.

We could argue which measure is most informative, which is
most useful in an expository sort of way as a method of communi-
cation, but I think that in controlling the broad, and being influ-
enced by, the broad monetary aggregates, we're also looking at a
very large portion of the credit side of the economy.

Representative REUSS. How do you control corporate commercial
paper?

Mr. VOLCKER. We don't control the individual components,
except as they are affected by the general financial climate, the
general economic climate. It's quite true we do not control particu-
lar sectors of credit.

Representative REUSS. You do control money.
Mr. VOLCKER. But not particular sectors of money either.
Representative REUSS. Don't you-Ml, M2, M3,?
Mr. VOLCKER. We don't have any differential control over Ml

from what we have over M2 or M3. The measures may be affected
in different ways by a particular action, but we don't have an in-
strument that affects Ml without affecting M2, or vice versa. Our
instruments are very general instruments.

Representative REUSS. But you have targets.
Mr. VOLCKER. We have targets, that's right.
Representative REUSS. And do you have targets for credit?
Mr. VOLCKER. We have one subsidiary target for a portion of

credit-bank credit.
Representative REUSS. But that's just a small part of the whole.
Mr. VOLCKER. That is only part of the whole, that is correct.

SHOULD THE FED CONTROL NONBANK AS WELL AS BANK CREDIT?

Representative REUSS. Have you ever thought that a comprehen-
sive job by the central bank ought to encompass some concern over
nonbank credit?

Mr. VOLCKER. I don't think there's any question about the con-
cern; the question is whether it's useful to add that as another
target aggregate in an explicit way. We look at those numbers; we
follow them; we try to understand them. It's a question of whether
it is useful to add that as another target variable. We've look at
that question from time to time. I think it's fair to say that the
conclusion, in general, has been that if you take a broad credit ag-
gregate you are not adding very much beyond what we already
have in terms of the broad monetary aggregates or the broad li-
quidity aggregates, for the reason I mentioned earlier-it's just a
different side of the same balance sheet.

It can well be argued it is a significant economic variable. It's a
matter of preference as to which side of the balance sheet you look
at.

DISPARITY BETWEEN CREDIT AND M, GROWTH RATES

Representative REUSS. In 1981, for instance, M, grew 2.3 percent;
credit grew a total of 11.1 percent. It's quite a disparity.
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Mr. VOLCKER. You will get a difference between Ml and total
credit. That difference will be much less between M2 and M3 and
total credit, because you've got broader aggregates that are more
comparable to the breadth of the credit aggregate that you're look-
ing at on total credit.

Representative REUSS. But aren't you straining at the gnat of Ml,
keeping it in 1981 down to 2.2 percent and swallowing the camel of
hyped up credit expansion?

Mr. VOLCKER. I would, I think, answer that question somewhat
differently. We do not look at Ml alone-and this gets to one ofRepresentative Brown's questions. I think to have some sense ofwhat's going on in the financial markets, what's going on with re-
spect to monetary policy, what's going on with respect to credit to
be sure, one has to have a horizon that extends beyond M,, and we
tend to look at this whole family of aggregates.

You could add another, but I don't think it's going to add a huge
amount of new information, although conceptually I'm not dis-
turbed by that possibility. One of the problems with the credit ag-
gregates is that you simply don't have up-to-date information when
the aggregate gets very broad, so you can't look at it in the same
way-on a current month or last month basis-simply because you
don't have the information.

Representative REUSS. Thank you, Chairman Volcker. My time is
up.

Congressman Brown.

WHY HAVEN'T INTEREST RATES GONE DOWN?

Representative BROWN. I want to take my text also from St. Paul
here. In your statement, you said a basic premise of monetary
policy is that inflation cannot persist without excessive monetary
growth, and then you go on to say that it is your view that an ap-
propriate restrained growth of money and credit over the longer
run is critical to achieving the ultimate objectives of reasonable
and stable prices and sustainable economic growth.

Well, I would say that another basic premise of monetary policy
is that real interest rates are about 3 percent; that is, normal inter-
est rates are usually 3 percent above the inflation rate. And some-
how we seem to be violating that premise currently.

The current GNP deflator for the first quarter is 3.5 percent. Ifyou take only a 3-month average inflation rate, the rate of infla-tion currently is only about 1 percent on that 3-month average ofthe CPI.
Now I don't understand why they prime is at 16 percent and thelonger term rates are somewhat lower but still have that big gap in

there. In a recent issue of U.S. News & World Report, an intellec-
tual news magazine, they throw in another 2 percent for the fearpremium, that is to protect against a new outburst of inflation; and2 percent for the volatility premium to protect against wild swings
in rates-I refer back to the chart of the Ml rates. And then a long-
term risk premium to cover risk for lending beyond 10 years, andthen they have an inflation premium covering approximate current
annual rise in prices, and clear down at the bottom is the normal
rate of return of 3 percent.
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I don't know whether any of that makes any sense, but I guess
what I'm looking for is a simple reason why interest rates have not
yet come down. Can you address that?

Mr. VOLCKER. I don't know that I can give you a simple reason,
because I don't think the problem is as simple as dividing it up sta-
tistically in the manner in which the U.S. News & World Report
attempted to do. I think they may have mentioned some factors
that enter into the level of interest rates, but it is extremely diffi-
cult to make a quantitative estimate.

FEAR OF RENEWED INFLATION

I don't think I can agree that it is or should be a basic premise of
monetary policy that there be a particular real interest rate. Histo-
ry has been replete with fluctuations in real interest rates and, of
course, a real interest rate is concepts and not statistics. What you
really talk about when you talk about real interest rates is the
level of interest rates against the level of expected inflation, and
expected inflation is nothing you can get from a price series; it lies
in people's minds. Particularly when you're talking about longer
term interest rates that becomes more and more important.

If you talk about one factor accounting for what is certainly a
relatively high level of nominal and, in my opinion, real interest
rates at present, I think you can get some insight into the problem
by thinking about a poll I saw recently and that you may have
seen: It indicated that three-quarters of "typical" Americans don't
seem to think inflation has come down at all.

Representative BROWN. But now let's both get on the record. It
has come down and very sharply.

Mr. VOLCKER. As I said in my statement, I think the impression
reflected in that poll is contrary to fact. But investment behavior
and interest rate behavior are influenced by a state of mind. I
would ask after going through literally 15 years of rising inflation,
and having it pretty well engrained in the public's mind that infla-
tion was here to stay and probably would rise-you and I can both
remember the concerns about that only a couple of years ago-how
quickly are people going to feel confident that that trend has been
reversed, despite those very good figures that you and I cited? I
think that is part of the problem, that you don't change that state
of mind, if you will, very rapidly in response to even very good in-
flation figures.

I think it's fair to point out, as I allude to in my statement as
well, that inflation figures represent what happened last month or
2 months ago or 3 months ago. The CPI and the wholesale price
index do overstate the degree of progress that's been made, and I
think there's some sense of that by the public-because it's true.

If you look at wage costs, for instance-still going up 8 or 9 per-
cent a year, maybe 8 is closer-that suggests that the underlying
inflation rate isn't as good as those figures. Now the challenge is to
bring that down.

Representative BROWN. Let me say to you, sir, that you've got
some examples of some labor unions-because of the difficulty out
there, and I go back now to Mr. Reuss' point about the unemploy-
ment tragedy-negotiating reduced wage demands or at least re-
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duced expectations for increase in their wage demands. You've got
the businessman who may be looking at the building of a house
that says:

Well, better keep those guys working and have a very limited rate of return for
my profit, rather than anticipate that I must cover an inflation rate of 10 or 12 per-
cent a couple years ago.

Mr. VOLCKER. I have no doubt that things are changing in this
respect, and they are changing in what seems to me a highly con-
structive, promising direction. I fully agree with that, and I don't
want to minimize that; I think it's terribly important.

The only point that I was making is that the actual Consumer
Price Index or wholesale price index of last month exaggerates the
degree, the pace of that change. But it's there; it's real.

THE SLOW RESPONSE TO REDUCED INFLATION

Representative BROWN. I understand your argument that the ex-
pectations are there, but in a highly competitive society where
somebody is out of work, where somebody is losing the opportunity
for his business to function and have a chance to make money, why
isn't he looking more naturally at making a reduced profit rather
than making a profit that is going to cover his anticipation, if you
will, of the inflation rate; and why is it that the interest rate is the
one that has been the most resistant to that kind of change?

Mr. VOLCKER. I can't answer the first part of your question, be-
cause I sit here with a degree of frustration myself and ask why
doesn't that process go faster; why don't people in effect take a
chance that indeed the inflation rate will remain lower? It would
make everything move better the quicker they respond to that new
set of circumstances; and I think it is a new set of circumstances.

The fact is that people respond more slowly, and I think the ex-
planation arises out of the history of the past 10 or 15 years.

We're still only discussing one factor entering in interest rates,
but I think it's an important one for long-term rates. The past 10
or 15 years have been a very unfavorable climate for taking a
chance on interest rates and taking a chance on the inflation rate.
People haven't forgotten about that. Bond purchasers are very sen-
sitive to those assumptions and to the reality. It's not surprising
that you see some hesitancy, let me say, in that area.

Representative BROWN. Before my time is up, let me get to this
question of volatility.

Mr. VOLCKER. And we've only been on one of the explanations, of
course.

CAN THE FED ELIMINATE RECENT VOLATILITY OF MONEY GROWTH?

Representative BROWN. The question is simply this. Can the Fed-
eral Reserve, using present procedures, really control the money
supply? If you can't, tell me what Congress can do to help you get
control of it. If you can control the money supply, then why did we
have all that volatility in M, that we've had in the last 2 or 3
years?

Mr. VOLCKER. We can control it over a period of time. With the
present techniques we can control it more closely, probably, and in
a shorter term than arises from using other techniques. But the
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question has to be extended beyond the mechanical question, in my
judgment, as to whether you can do it. The question must get into
elements of whether you should do it. What degree of short-term
control of the money supply is necessary or desirable?

The money supply, in the short run, responds to our actions, our
current actions and, more importantly, the actions that we took a
few weeks or months ago. It also responds to instability, technical-
ly, on the demand side. There's a demand for money as well as a
supply of money, and there is a real question as to how rigid one
wants to hold the money supply when there's a fluctuation in
demand.

Ideally, one would assess the causes, significance, quantity of the
fluctuation in demand. That's very hard to distinguish in the real
world, but the burden of part of my statement is that we think we
see something of that phenomenon in the first half of this year.

Representative BROWN. An increase in demand?
Mr. VOLCKER. An increase in demand arising, in this case par-

ticularly, out of what you might generally call the "NOW account
phenomenon." We have a new instrument that has some of the
characteristics of savings as well as of money. To the extent people
have wanted to be more liquid-let's say primarily because of un-
certainities about the economic situation-they have wanted to
hold more money in that particular form where they get a little
interest as they do in a savings account. You can see a sharp trend
in the change in savings accounts as well as NOW accounts. Out of
the total increase in the money supply since last October of about
$20 billion-that's not an enormous figure given the total size of
financial assets in the country-about $16 billion has been in NOW
accounts. An item which accounts for only 20 percent of the money
supply has accounted for three-quarters of the increase over that
period.

You ask yourself why there is this seemingly peculiar distribu-
tion. Good old-fashioned demand deposits actually went down over
this period. We don't think there's been a lot of shifting between
the two. There is a precautionary premium in the market at the
moment for holding a highly liquid asset. You see it not only in
NOW accounts, you see it in savings deposits and in other types of
assets.

In concept, we could offset all that and just push harder in re-
straining the growth of money. Would that have been a wise policy
given the circumstances of economic activity, and the progress
that's being made on inflation and all the rest? That's the kind of
judgment that has to be made, and in effect, in analyzing the situa-
tion, in taking account of that peculiarity-if that's the right
word-we decided that in effect we were restrictive enough.

Representative BROWN. My question is not on the restriction, but
rather on how you keep it from jumping up and down. I have a
great deal of difficulty understanding what we might be able to do
in this regard to help you or what you can do to help keep it from
doing that. My time is up, and I can't pursue it further. I'd like to.

Mr. VOLCKER. I would like to, too, but--
Representative REUSS. Congressman Richmond.
Representative RICHMOND [presiding]. Thank you, Mr. Chairman.

Congressman Hamilton.
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WHAT WILL HAPPEN TO INTEREST RATES IN COMING MONTHS?

Representative HAMILTON. Thank you. Mr. Chairman, let me ask
you the question I think most of my constituents would want to
ask. What is going to happen to interest rates in the next few
months?

VOLCKER REFUSES TO FORECAST INTEREST RATES; EXPLAINS WHY

Mr. VOLCKER. I refrain from making precise forecasts of interest
rates, and I think I'd better stick to that approach.

Representative HAMILTON. You are the world's leading expert on
American interest rates, Mr. Volcker, and they want to know what
your prediction is.

Mr. VOLCKER. Maybe that's why I'm cautious about making pre-
dictions in the short run. But let me agree, I think these interest
rates are--

Representative HAMILTON. They really are looking for some kind
of guidance, some kind of direction.

Mr. VOLCKER. I think these interest rates are extraordinarily
high.

Representative HAMILTON. I know that. I'm just trying to get
your judgment as to what's going to happen to them in the next
few months.

Mr. VOLCKER. I am not goihg to be pinned down to any particular
time period. I discussed one factor with Congressman Brown earli-
er. You've got budgetary considerations and other considerations at
work, too.

Representative HAMILTON. You have a budget resolution that is
predictable now. You know what the deficit is for the House resolu-
tion. You know what the deficit is for the Senate resolution. You
know that it is going to end up somewhere in between.

Mr. VOLCKER. I know the numbers on those resolutions. I wel-
come those resolutions, but I think we're some distance from
having in place a firm budgetary picture. I think we're making
progress; I'm encouraged; I don't criticize those resolutions at all.
But, I'm sure you understand that we're a long way from a com-
pleted budget and there's some distance from that to a completed
budgetary forecast. I think these interest rates are extraordinarily
high. If, in the area of monetary policy and fiscal policy we do the
right things, as I said before, I don't see any place for those inter-
est rates to go but down.

Representative BROWN. But when?
Representative HAMILTON. When?
Mr. VOLCKER. I will not attempt to be more precise.

VOLCKER UNCERTAIN ABOUT ECONOMIC RECOVERY

Representative HAMILTON. All right.
I take it from your statement that what you are really saying to

us is that you're not going to loosen money supply any. I gather
you're not going to tighten it any, either. That is your frame of
mind at the moment, is that right?

Mr. VOLCKER. Maybe that's a fair summary. I don't know what
particular sentence you're referring to. I think the burden of much
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of my testimony is that it's awfully hard to measure. There's a
kind of seductive simplicity to measure what's happening by last
month's increase in some monetary aggregate or another. I don't
think it's as simple as that, because it depends upon what the
demand is as well as the supply.

We have to make some analysis of that. If we had, for instance,
an economic recovery-it does appear to me that we are most
likely in the process of a bottoming out at the moment and that we
can look forward to some recovery, some restoration of confidence
during the latter part of the year-then this liquidity phenomenon
that I referred to may tend to wash out to some degree, and that
would produce a slower rate of growth in the money supply statisti-
cally, but not a tighter policy.

Representative HAMILTON. It is your judgment that we are at the
bottom of the recession now?

Mr. VOLCKER. I think that's likely, yes.
Representative HAMILTON. And you indicate in your statement

that you think inflation will go up?

VOLCKER DISCUSSES THE OUTLOOK FOR INFLATION

Mr. VOLCKER. No. You have to look at two things. I think the un-

derlying rate of inflation is on the way down, but I think it is quite

possible-it's even probable-that some of these monthly wholesale
price indexes and consumer price indexes are going to show some
increases. For one thing, we have had some sizable declines in gaso-

line and other energy prices reflected in those figures. In today's
market that's over, the gasoline prices are up some; those things
haven't been captured in those statistics but will be in the next few
months, so you could get some jagged movements in the Consumer
Price Index.

I think the basic trend of inflation is clearly down. Let me distin-
guish between the underlying rate and those figures jumping
around from month to month or even for a quarter-just like the
money supply figure jumps around.

COMMENTS ON BIS CALL FOR LOWER U.S. INTEREST RATES

Representative HAMILTON. Your fellow central bankers, the Bank
for International Settlements, issued a statement yesterday urging
the United States to relax its tight monetary policy in order to
lower interest rates.

What do you have to say in response to the judgment of your
fellow world central bankers?

Mr. VOLCKER. You may be referring to an article in the New
York Times.

Representative HAMILTON. I am.
Mr. VOLCKER. That caught my eye yesterday, so I went to see

what they said. I have not seen the actual full report of the BIS. I
have read the address of the president of the BIS, which conveys a
quite different sense and tone than that article did. I can just quote
from it:

I must say at once that to relax anti-inflationary efforts now would be a serious

mistake. Rather, the pressing need is to ensure that other elements of policy are



458

made more consistent with a disinflationary monetary stance. In that way, any fur-ther increase in unemployment might be kept to a minimum.
He's referring to more than the United States, but I'm sure he's

also referring to the United States. The basic plea throughout this
report is that, as he says, a basic disinflationary monetary policy
be given more support through budgetary and other policies, rather
than using monetary policy alone.

Representative HAMILTON. You did not read that report, then, or
at least the information you have about the report, as urging the
United States to relax its monetary stance?

Mr. VOLCKER. Quite specifically, not the President's address.
Now, he does make some references about not being too worried
about short-term deviations from a target, but the speech as a
whole is supportive of the need to maintain disciplined monetary
policy.

COMMENTS ON RECENT TREASURY FOREIGN EXCHANGE INTERVENTION

Representative HAMILTON. Let me ask you about the Treasury's
intervention in the money markets. It is only the second time that
such a thing has occurred in this administration. The first time
was after the attempted assassination of President Reagan. It has
been clear that the policy has been not to intervene except in disor-
derly markets. Disorderly markets have not been present, at least
in the judgment of the administration, until yesterday.

Now, is this a change in policy? Are we redefining disorderly
markets? What has happened here? Are we responding to the pres-
sure that the Europeans put on us at this point?

Mr. VOLCKER. I might say, in that connection, that it was the
Federal Reserve's intervention in the market, but we do that in
close conjunction with the Treasury.

Representative HAMILTON. Do you do it upon their instruction?
Mr. VOLCKER. I would not say instruction, no. We try to do it in

cooperation, and I don't think either of us intervenes over the
strong objections of the other. It's a de facto policy. We each have
independent powers. They joined us in the intervention yesterday.

I wouldn't necessarily interpret it as a change in policy. There
was a major realinement of exchange rates in Europe over the
weekend, and the market was, I think, unsettled to a degree.
Making those adjustments on Monday when it opened occurred
when it appeared, under those circumstances, that it might be of
some assistance to the market's settling down, so to speak, to
engage in some intervention. It was not heavy.

Representative HAMILTON. Would you anticipate that there
might be further intervention in disorderly markets?

Mr. VOLCKER. Certainly in disorderly markets. There have been a
number of occasions in the past year or 18 months when some in-
tervention was considered and we were prepared to intervene in
the market. In effect it wasn't required in the end, but we have
been and remain of the opinion that if it's necessary we'll do it-if
it seems desirable in particular situations, we'll do it. There is no
eagerness; there's no desire to go out there in big volumes and at-
tempt to bulldoze the market, so to speak.
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Representative HAMILTON. What do you look for? What kind of
criteria do you look for in defining disorderly markets?

Mr. VOLCKER. That's a question we have examined repeatedly
over the years. This is not a new question.

Representative HAMILTON. I was not posing it as a new question.
Mr. VOLCKER. No, I just want to indicate that this has been ex-

amined and reexamined. I, myself, don't think you're going to get a
statistical rule for this, although you do look at such things as the
amount of volatility, the speed of movement in a brief period of
time. The degree to which rates may be entering into new territory
may be a factor at times. So there are a variety of these consider-
ations, some of which can be reduced to statistics as a first approxi-
mation. In the end it will be a matter of judgment.

THE FED: PUBLIC CONFUSION AND DOUBT

Representative HAMILTON. Mr. Chairman, may I just make an
observation. In one of your sentences you talk about the use of
monetary policy objectives in terms of the aggregates as being a
useful discipline and being helpful in communicating to the Con-
gress and to the public.

Let me just enter a layman's point of view: I have much doubt
about that. I think there is considerable confusion in the mind of
the public, and of those of us who are not experts on the use of
these aggregates. What the American people look to you for is per-
formance in terms of inflation and jobs and growth in the economy.
Most of us do not really understand the monetary aggregates; we
find the debate that you and your bankers enter into exceedingly
esoteric. Whether or not you hit the Ml or M2 aggregate target does
not make a lot of difference to me, frankly.

What I am interested in is whether you create jobs and whether
you bring the inflation rate down and whether you have growth in
the economy. That is the kind of thing I think that has to be com-
municated to the American public. That is what your responsibility
is, it seems to me; it is not to hit a particular aggregate target.

Mr. VOLCKER. I think I would agree with you, but I have to put
more than a footnote on that.

Representative HAMILTON. I am sure you do.
Mr. VOLCKER. That is obviously the ultimate test of economic

policy generally. The two observations that I would make are first,
that we at the Federal Reserve hold only one instrument of eco-
nomic policy, monetary policy; and second, that in evaluating those
end products, which are certainly the relevant factors in the end,
you have to have some sense of time perspective. You're not going
to hit them constantly-there's no way you can in this kind of dy-
namic economy that we have. I think the problem that we have
been groping with is that the economy got pretty far off course
over the past 10 or 15 years or more. Some trends had to be cor-
rected, and it is a disturbing process in itself to get the trends cor-
rected. The end product you quite rightly referred to has to be
judged over a period of time and not when you're in the midst of
the adjustment.

Representative HAMILTON. Thank you very much. Thank you,
Representative Richmond.



460

Representative RICHMOND. Thank you, Congressman Hamilton.
Congressman Wylie.

Representative WYLIE. Thank you, Congressman.

RECENT RISE IN PRIME RATE

Mr. Volcker, I realize there's a lot of second-guessing going on
here this morning and we all are emphasizing interest rates and
being somewhat repetitive in the process, but interest rates are on
everybody's mind. All of our economic problems, especially unem-
ployment, are being blamed on high interest rates right now. You
answered this a little earlier, but interest rates have fallen since
the peak of last year, of course.

I noticed in the paper this morning that Citibank had raised its
prime interest rate again yesterday. Does that cause you concern?

Mr. VOLCKER. I'm concerned about the general level of interest
rates, and in that context, I suppose I'd rather see it go the other
way. As to that particular case, the Citibank prime rate was below
the general level, so they were putting it back in line. I don't think
that should be taken as indicative of either a general change in in-
terest rates specifically or indicative of a trend.

VOLCKER: SURPRISED OVER HIGH INTEREST RATES

Representative WYLIE. You made the point when you were re-
sponding to Mr. Hamilton's question a little while ago that general-
ly interest rates, using the 3-month Treasury bill rate, have fallen.
And that is true that it usually falls about 25 percent during a re-
cession and it falls another 25 percent the first year or year and a
half of recovery. We're generally following that pattern right now,
aren't we?

Mr. VOLCKER. It's fallen. I think the high point was around 15
perent.

Representative WYLIE. 16.3 percent I believe.
Mr. VOLCKER. It's a little over 12 at the moment. It was below

that a week or two ago. It has some of the typical recession pattern
to it, but I don't think it's fair to say it is entirely a typical reces-
sion pattern. That was probably true through October. The surpris-
ing thing was that interest rates stoped falling in October and, in
fact, increased some over the winter, and then came down a little
again while the recession was continuing; that was quite an unusu-
al, maybe even a surprising phenomena. It happened, I might pointout, when monetary aggregates were relatively high, not when
they were relatively low.

I think it provides some degree of confirmation to the point I wasmaking earlier that there is a desire to hold more cash, at least in
the form of NOW accounts, in this particular period.

COMMENTS ON FEDERAL RESERVE POLICY IN THE 1970'S

Representative WYLIE. Isn't a part of the problem the fact thatinterest rates were so darned high in the first place, and did they
get that way because of fast money growth in 1970-80?

Mr. VOLCKER. They got that way fundamentally because of infla-
tion and then from the effort to deal with inflation. You can go
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back and argue, with the benefit of hindsight, that monetary policy
was too easy in some sense during the 1970's. That's an easier judg-
ment to make with hindsight, and one has to look at a lot of other
policies to see whether it was possible for the Federal Reserve to do
that during that period. So I can, in a sense, share in that observa-
tion without being critical.

Representative WYLIE. I did say that there's a lot of second-guess-
ing going on.

Mr. VOLCKER. That's correct.

FUTHER COMMENTS ON VOLATILITY OF MONEY GROWTH

Representative WYLIE. Does the volatility of money growth
impact unfavorably on the credibility of long-run monetary con-
trols?

Mr. VOLCKER. Some people argue that. I do not myself think, par-
ticularly now, let's say, that's a terribly critical factor, but there's
no way I can prove it one way or another. I think we have enough
of a track record of restrained constraint that short-term devi-
ations are not going to be terribly upsetting to psychology. I would
much rather-obviously, for communication purposes-have a very
smooth growth in the money supply. I don't think that is consistent
with the way the real world operates, but it would be wonderful if
it happened. I've often made the point and I'll make it again, that
if one looks at the international league, our money supply is not
particularly unstable in the short run. In fact, it is probably the
most stable in the short run, yet these same questions don't seem
to be raised about foreign money supply behavior.

You have a tradeoff here-I don't think you can avoid it-be-
tween stability or rigidity of the money supply in the short run and
the volatility of interest rates in the short run. I think Mr. Brown
mentioned earlier, in quoting the U.S. News & World Report, that
one factor in high interest rates is the volatility of interest rates
themselves. I think the recent volatility in interest rates, probably
is an element, and I would think that's probably more important
than the volatility in the money supply. There's a tradeoff.

Representative WYLIE. So that uncertainty has added to the risk.
Mr. VOLCKER. I think that general sense of uncertainty has prob-

ably added to the risk in the long-term markets as perceived by
market people.

WOULD EASIER MONEY BRING DOWN INTEREST RATES?

Representative WYLIE. Now, I had lunch with some homebuilders
yesterday, Mr. Chairman, and they're concerned about their hous-
ing stimulus bill principally--

Representative BROWN. A lunch you paid for? [Laughter.]
Representative WYLIE. I did pay for the lunch, as a matter of

fact.
Representative BROWN. They're in real trouble. [Laughter.]
Representative WYLIE. They asked me another question which

you have answered rather indirectly, but I'd like a specific answer
to it. They insist that if we somehow persuaded you to relax the
money supply that that would bring interest rates down and would
not do that much harm as far as inflation is concerned.

qQ-166 0 - 82 - 30
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Mr. VOLCKER. Of course, that's a judgment we have to make. I
think it would be counterproductive and most particularly counter-
productive for problems of homebuilders-which are extremely
severe, as you know-to attempt to achieve a very short-term inter-
est rate reduction in circumstances where money clearly is being
provided at the expense of the longer term needs of the economy.
The net result would jump up and bite them by producing high
long-term rates in the future, maybe even in the short run, if the
market sensed that was an inflationary monetary policy. To put it
in its crudest terms, you wouldn't get any help for long-term rates
that way, in my opinion; it would hurt the homebuilders.

That's the difficult judgment we always have to make. People
would like to reduce this to a statistic. I have indicated the kind of
considerations we have had during the first half of the year; I don't
interpret what went on in the first half of the year as inflationary,
but some people could look at just the figures and say, "Well, that
looks relatively high to me, and it's much too high, and you should
have a still lower money supply." a mechanical application of a
target says we're running a percent or so above on M, at the
moment, which reflects the kinds of factors I alluded to earlier, but
you can't reduce the question entirely to a statistical answer.

Representative WYLIE. Well, that was along the lines of my
answer but not quite the same.

Mr. VOLCKER. I can imagine.

SHOULD CONGRESS TELL THE FED WHAT TO DO?

Representative WYLIE. May I say that we get all kinds of advice.
On the plane coming over here this morning a gentleman who has
been very successful in business, I might say, and whose advice we
ought to pay attention to and which I pay attention to because he's
a distinguished gentleman, recommended that what we really
should do is to bring the Federal Reserve directly under the control
of Congress. I said that I didn't think you wanted that much help
right now and I wasn't sure that we wanted to get into that thick-
et. What would be your reaction?

Mr. VOLCKER. Of course, we're an agency which was established
by the Congress and you have the ultimate power or right, but I
obviously think it would be a mistake to do that.

The Federal Reserve has been in existence now for almost 70
years with the same basic structure which, by design, provides a
kind of insulation from short-term and partisan pressures. I think
there's also a recognition that some very technical elements enter
into these judgments. I'm afraid I have more than amply made
that clear in my statement this morning. It isn't easy to pronounce
a particular figure as the answer to all problems.

Those two things-the sensitivity of the subject as needing a
little longer range focus and the technical complexities of the sub-
ject-have pointed toward the wisdom of something like the pres-
ent arrangement, and it's been my sense that Congress, by their
action or inaction through the years, has accepted that argument.
It seems to me it's still valid.

Representative WYLIE. Well, I think it is, too. Thank you very
much. My time has expired.
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Representative RICHMOND. Thank you, Congressman Wylie.

WHO IS RESPONSIBLE FOR HIGH INTEREST RATES?

Mr. Volcker, it's always a pleasure to see you. Chairman Reuss
has had a series of hearings here, as you may know. He's invited
economists from academia and major corporations, and we've
heard from dozens and dozens of people who really feel they have a
grip on the Nation's economy. Most every economist came before
us these last couple weeks and blamed the high interest rates on
the Federal Reserve's money policy.

Now I don't personally agree with that, I think the high interest
rates are virtually beyond your control. But do you feel that the
Federal Reserve is responsible for the high interest rates or do you
feel the Federal deficit and our budgetary deficit, which as you
know and I know will be much higher than we projected, are per-
haps much more the reason for the high interest rates?

Mr. VOLCKER. Well, the deficit is certainly one very significant
factor to me, but I wouldn't say it's simply the budget deficit
either. I think we are dealing with an inherited situation. You're
never going to explain interest rates today without looking back a
bit in history. You get into these questions of inflation and infla-
tionary expectations. Indeed, you get into the question-let me go
this far-that we are conducting basically a restrictive monetary
policy in the sense that we have quite deliberately not provided
enough money to feed inflation. We haven't got a technique for
saying we're not going to provide money to feed inflation, but we're
going to provide lots of money for feeding the economy, because
we've only got one spigot. So you have had off and on, at least
during these years, a sense in which the economy hasn't had as
much money as it would like in order to keep going with the same
momentum of inflation and expansion.

That's reflected in pressure at least on short-term interest rates
in the short run. So that's an element and I think this is the ele-
ment that many of your witnesses were picking out. But I think
then you have to go on and say can you escape that? Is there a way
out of the dilemma so to speak by, in effect, inflating? My answer
to that would be you're only going to be led back to a rising trend
of interest rates over a period of time to make it worse, not better.

DISCUSSION OF HIGH INTEREST RATE AND BUSINESS INVESTMENT

Representative RICHMOND. Mr. Chairman, we have a situation in
this country now where American industry which knows it has to
modernize, which knows it has to keep up with the times in order
to compete with our Japanese and German competitors, can't
borrow money at a price reasonable enough to allow it to modern-
ize. You and I know that no corporation can afford to go out and
borrow money at 16.5 percent plus compensating balances which
makes it 18 percent and invest that in building and equipment and
robots and automation of any kind, right? It just can't be done. You
and I know that in industry we have to amortize our moderniza-
tion over 4 years, that the usual interest indicators we use is 7, 8,
or 9 percent, and if we can't borrow money at those rates we can't
afford to modernize.
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What worries me is here we have this gigantic industrial base in
the United States which is eroding. Japan will next year by a
larger producer of industrial goods than we will. Yet the average
corporation that wants to modernize can't go out and borrow
money at a rate adequate to modernize. So we're chasing our tail.
When you say we're hitting the bottom of the recession, I'm in-
clined to agree with you, but I don't think we're going to get out of
the bottom. I think we're going to stay in a very flat period, and, as
Senator Proxmire said and I agree with him, "look toward many,
many years of stagflation."

Now until we get some handle on these interest rates which
means we must get a handle on the Federal deficit and we must
improve investor confidence, I don't see how America is going to
get out of this recession-and through no fault of yours.

WILL CONSUMER SPENDING AND INVENTORIES LEAD A RECOVERY?

Mr. VOLCKER. I agree with the general line of your statement. I
wouldn't be quite so pessimistic about the recession and the recov-
ery. I think in large part what's at stake is what is what kind of
recovery we'll have. At the moment, one would assume it has to be
inventory- and consumer-led. Ideally we would like to have a sus-
tained recovery led by investment.

Representative RICHMOND. Capital expenditure.
Mr. VOLCKER. With housing participating. That's not going to

happen in the immediate future; I would agree with that.
Representative RICHMOND. Then how are we going to get out of

this recession?
Mr. VOLCKER. I think we can get out of the recession by sus-

tained consumption. We have had some increases in consumption
recently, as was mentioned, and we have a tax reduction coming
along in a couple of weeks which should help sustain and maybe
improve consumption. We've been going through a period of sub-
stantial inventory liquidation, and that presumably will not persist
indefinitely.

Representative RICHMOND. Mr. Chairman, at the price that the
average retailer has to pay for his money, he literally can't afford
to have inventory on hand.

Mr. VOLCKER. There are certainly forces pushing toward econo-
mization on inventory. That doesn't mean they're going to be re-
duced indefinitely, but certainly I think you can say people are
going to economize on inventories and not have the same rate of
liquidation as we've had recently.

Representative RICHMOND. As long as the retailer has to pay 18
to 20 percent for his money he cannot afford to keep inventory in
his shop beyond the barest minimum and everything has to be on
order. You can't run a business and pay 22 percent interest.

Mr. VOLCKER. I don't think it's as high as 22 percent.
Representative RICHMOND. But small people are paying that kind

of money.
Mr. VOLCKER. There's a pressure to keep inventories as low as

possible but that pressure has been there for a considerable period
of time and I suppose I'm making a rather technical point. We've
been going through a period of really record inventory liquidation.
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At some point, that will stop, and the mere fact that it has stopped
will help push the economy ahead, because people are no longer
living off the shelf. They have to make the new orders that you re-
ferred to, and when they make new orders it stimulates production
and employment. When you get that kind of process in prospect,
you see evidence of sustained consumption. That's not an ideal
kind of expansion, I fully agree with you, but I was simply making
some modification or taking exception to your argument that we
can't have any recovery at all. I think we can have an unsatisfac-
tory kind of recovery, and what we want to do is convert that into
a much healthier kind of recovery, where interest rates are lower
and there is a stimulus to the kind of investment that you and I
are interested in. It's going to take some time.

Representative RICHMOND. It's going to take some time. It's going
to take a reduction of the Federal deficit. It's going to take in-
creased investor confidence. It's going to take capital expansion.

Mr. VOLCKER. Right.

ECONOMIC RECOVERY WILL NOT BE SOON

Representative RICHMOND. All these things I just don't see
coming in the near future with interest rates what they are today.

Mr. VOLCKER. It depends on what you call the near future. I
think all those things can come as the economy recovers. If you
talk about next quarter or the following quarter, I think your per-
spective is correct. When you get into 1983, 1984, and the years
beyond-and I think we're playing for the long run here--

Representative RICHMOND. Let's say none of us really know how
we're ever going to get out of today's recession. Am I right, Mr.
Chairman?

Mr. Volcker. No, I think that's overstating it. I suggested a logi-
cal way we're going to get out. I think the great majority of eco-
nomic forecasters share this view. I'm not saying anything very
unique. I think there is a general sense that the most probable
course of events is going to be some recovery of the nature I de-
scribed, not an investment-led recovery in the short run.

CONFIDENCE AND EXPANSION

Representative RICHMOND. In every industry I've looked at, I
can't personally see what's going to start the recovery because with
facts as they are, with no possibility of interest rates going down-
in fact, the probability is that interest rates are going to go up-I
can't see how the real medicine necessary to cause the recovery is
going to get started. And you and I know what the real medicine is.
The real medicine is investor confidence and capital expansion. I'm
talking about real recovery, not just a temporary jump.

Mr. VOLCKER. I think that can follow on, and that's what our
policies ought to be aimed at encouraging. The tax measures and
other measures are taken in that direction. They're not very effec-
tive at the moment when we're in the midst of a recession and
have these interest rates that you're referring to, but structurally
the measures are in place, and I think will become useful as the
recovery proceeds if interest rates come down.
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What does it take to bring interest rates down? You mentioned
the budgetary situation, and I won't repeat that. I think it takes
some sustained sense of confidence that inflation indeed is going to
continue to come down. I think that's going to happen, but there is
not yet full confidence out there. It comes back to the confidence
problem that you mentioned.

That's what makes the policy decision so difficult right now. We
must not do anything to destroy that process of disinflation, if you
will, that restoration of confidence, and at the same time we're
dealing with a very difficult recession. There is an instinct toward
doing what we can at the moment to push interest rates down in
the short term; I'd love to see interest rates come down in the short
term, but I don't want to jeopardize the more important process
over a period of time.

Representative RICHMOND. Thank you, Mr. Chairman. Repre-
sentative Heckler.

Representative HECKLER. Thank you, Congressman Richmond.

WHAT MUST CONGRESS DO BEFORE THE FED WILL REDUCE INTEREST
RATES?

Chairman Volcker, for several months now we have heard differ-
ent messages from the economy. Earlier this committee held exten-
sive hearings on productivity. As a result of the clearly defined
problem of productivity in our country versus world competitive
forces, we were anxious to pass the accelerated depreciation provi-
sions of the tax bill that was enacted last year. Business assured us
if that were done there would be investments in new plant and
equipment and the economy would take off, and our productivity
would be increased.

However, that progress did not follow because of the interest
rates which the Federal Reserve has maintained. In testifying
before this committee on many occasions, you have said that you're
not satisfied with the activities of Congress in terms of dealing
with the economy. You insisted that the budget be reduced sub-
stantially and that inflation be reduced as well as a precondition to
recreating a more active lowering of interest rates which would
create more activity in the economy itself.

Now we have indeed reduced our budget. The House budget defi-
cit which was just passed is under the magic figure of $100 billion,
which I think is quite mind boggling to almost every American, but
nonetheless, compared with the baseline target of $182 billion, is a
significant improvement.

We know the level of the Senate budget figure. We know the con-
ference will come out with the figure which is somewhere between
the two and that there has been a substantial effort by the Con-
gress to reduce Government spending as a means of dealing with
the problems of the economy and reducing inflation.

Nonetheless, despite the fact that the inflationary impact has de-
creased, that statistics now show a very substantial reduction in in-
flation, you indicate that indeed the fight against inflation is not
won, and I don't think we claim that it's won. We do claim a seri-
ous effort at controlling it in a sustained direction, I think, by a
majority of the Congress.
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The fact is that this inflationary impact is not enough. Lowering
the inflation rate is not substantial in your view.

Mr. VOLCKER. That's not quite right. I think it is quite substan-
tial. I say we can't relax.

Representative HECKLER. It's substantial but you have no confi-
dence in it because until this inflation rate is sustained for a longer
period you will not feel confident--

Mr. VOLCKER. I feel quite confident. I think I was referring to
what the general impression was.

Representative HECKLER. Well, the general impression is one
thing, but the general impression is very much influenced by your
impression and your policies at the Fed.

I feel that a major breakthrough has been made-but it is not
influencing you. You are not sufficiently satisfied with the underly-
ing forces. You evidenced and expressed a concern that inflation
potentially remains a very serious problem. Therefore, on the infla-
tion indicator of today in your mind as the Chairman of the Feder-
al Reserve Board, you're not yet satisfied.

There are those who say that the budget with the substantial re-
ductions shows very substantial congressional restraint. That, too,
does not satisfy you. It's interesting for me to listen to my col-
leagues, some from Ohio, who say that the high rate of unemploy-
ment in their area is attributable to interest rates-to the high in-
terest rates. Well, we also are suffering from high unemployment
in Massachusetts, and I would suggest that in that context, in that
world, the rate of unemployment is attributed to President Reagan.
The issue has been and is being discussed everywhere. The issue is
Reaganomics.

As I look at the issues before the Congress and the problem of
high interest rates and the future of our economy and the question
of recovery from this recession, I have to say that for all the good-
will that I know you possess and sincerity of views that you hold
and the respect I truly have for you, nonetheless, Mr. Chairman, I
have to say I am beginning to feel that the problem in this econo-
my is Volckernomics. Is there a feeling on the part of the Fed that
all of the substantial gains and progress made by the Congress are
not enough? When will you, as Chairman, be satisfied? When will
inflation be sufficiently licked to have you say that interest rates
can be reduced? How can this economy recover, unemployment be
stemmed? The potential loss of economic insurance, small business-
es threatened with major bankruptcies during the forthcoming
months that have already suffered substantial economic injury-
when will we find that we have reached enough?

SHOULD CONGRESS CONTROL THE FED?

At this point it seems that there are two potential answers, and I
never quite thought I would find myself thinking seriously about
having a Federal Reserve Board and its leadership in tandem with
an administration. But since there seems to be such a difference in
attention and difference in measurement of direction of the econo-
my, I question now whether or not the Federal Reserve should be
brought under the authority of the Congress itself. I don't prefer
that, but I question whether or not the Chairman of the Federal
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Reserve Board should be a Cabinet member of the President's Cabi-
net-any President's Cabinet. That would be one response to
having our policies flow in one direction.

SHOULD THE FED STOP TRYING TO CONTROL THE MONEY SUPPLY?

A second response-and I would ask your reaction to both-
comes from a series of meetings that I held with economists who
are also very critical of Volckernomics and feel that indeed the
Federal Reserve System itself has produced a great deal of the in-
stability in the market itself today and in the economy.

Their suggestions take a totally different line. They sugggest that
we deregulate the supply of money, that the Fed cease to target
money supply, which would, in their judgment, create a freedom
from market pressures that are related to the Federal Reserve's in-
vestment of Government securities.

There are those who say with that line of thinking that the Fed-
eral Reserve should cease to tie policy to interest rates or give indi-
rect signals to the money markets about the level it considers ap-
propriate. They argue this would make money traders look at real
inflation rates and break their present focus on what the Fed ex-
pects them to do.

They also feel that the Fed should curb its intervention in finan-
cial markets, keeping its securities holdings neutral around current
levels of about $138 to $140 billion-that this would correct the
basic error of recent years in which the Fed provides the reserves
at desired rates of expansion in the money supply and the economy
and then finds that it has supported much more inflation and
money growth than it had intended.

Obviously we are at a serious impasse between the alternatives
of dealing with an economy that is at a standstill, a recession po-
tentially bottoming out, an economy that you suggest will recover,
albeit anemically, with the face of inflation becoming more alarm-
ing every day and the bankruptcy rates of small companies at a
very disturbing level.

Between the two choices-first, having the chairmanship of the
Federal Reserve a cabinet rank position or a deregulation of money
and second, having the Federal Reserve really get out of the busi-
ness of purchasing Government securities to allow the free market
and the judgment of the marketplace on inflation to determine in-
terest rates-which would you prefer and how would you com-
ment?

VOLCKER's RESPONSES: CONFIDENCE IN THE FED IS GROWING

Mr. VOLCKER. I'm not sure those last two are exactly alterna-
tives, but let me go back to your initial comments, because I think
they may reflect a misunderstanding of my position that's more
than semantic. You kept asking whether I'm satisfied. That's not
the point at all. I think we are making remarkable progress on in-
flation. I don't think that's something we can turn on or off. What
I was reporting was a good deal of skepticism among the American
public as reported in polls or elsewhere. I can't rewrite the history
of the past 10 or 15 years that give rise to that. I think we are
making remarkable progress on inflation.
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I also am delighted that the Congress is making the kind of prog-
ress that it's making on the budgetary resolutions. But it's not my
perception alone that counts. It's the questions that understand-
ably linger in the minds of market people and others about wheth-
er there will be a full followthrough on that progress. I think it is
heartening, and I think everybody would say it's heartening that
you've gone in that direction, but you're not going to solve these
problems with the stroke of a pen. I don't have that kind of power;
I think your statement implied that I have or that the Federal Re-
serve has a degree of power or influence on these attitudes and be-
havior that we simply do not have.

You suggest two different kinds of remedies, if that's the right
word. One is a political reorientation of where the Federal Reserve
is located, and I would make the same kind of comments that I
made to Mr. Wylie earlier about the rationale for the Federal Re-
serve's being--

Representative HECKLER. Yes; we heard that. I have only a
minute remaining. I'd love to have your comments on the second
answer, which I consider the most plausible one, allowing the
market itself to be the determining factor and forcing the Federal
Reserve to stop intervening in the market through the purchase of
securities.

THE FED MUST STILL CONDUCT MONETARY POLICY

Mr. VOLCKER. The market, in the end, will be the determining
factor. I think if the Federal Reserve in fact went entirely to the
sidelines, never bought or sold any Government securities-I don't
know if you want to close the discount window as well-but just
stood aside, the market would perform with a great deal more dis-
continuity and a great deal more interest rate fluctuation than it
does now.

Where the general level of interest rates would be, I don't know.
If the Federal Reserve literally never provided any reserves and
never made any room for an increase in the money supply, I think
you might have a pretty effective anti-inflation program over a
period of time, but the question is what economic damage would be
done in the process.

Inherently, the problem is that you get witnesses who say the
real difficulty is we're not increasing the money supply fast
enough, and then you get other witnesses who say the real difficul-
ty is it's increased too fast.

We get all kinds of advice and you get all kinds of advice. I think
the question is how you organize this area so that you think not
only the best judgment but also the best kind of political environ-
ment is provided for making extremely difficult and controversial
decisions most effectively on balance.

Representative HECKLER. I thank you, Mr. Chairman. I would say
that I'm not surprised by your response, but I think that at the
present time we have to question all judgments and I think really
as we face the projections and forecasts for this economy in the
forthcoming several quarters without some relief or degree of relief
I do not see how a very serious recession can be avoided and we're
all a part of that decision.
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Mr. VOLCKER. I understand your concerns and, indeed, we're all a
part of that decision. Let me just repeat that we are in extremely
difficult economic circumstances, but at the same time I think we
have a very promising opportunity to lay the groundwork for a
much more effective economy in the decade ahead. I understand
your concern and it's obviously well rooted in what's going on at
this instant in the economy, but I think when one tries to stand
back a little bit and assess what's going on from a lot of different
directions-and I obviously put a lot of weight on the inflationary
situation precisely because I think it is getting better and that's
not recognized as widely as it should be-then I think you'll find
the foundation is being laid for a much improved situation.

Representative RICHMOND. Thank you, Representative Heckler.
Senator Kennedy.

FED SHOULD BE MORE ACCOUNTABLE

Senator KENNEDY. Thank you very much. I want to welcome Mr.
Volcker back to the committee. As Mr. Volcker understands, this is
one of the few opportunities that any of us in the Congress has to
question you or have any impact on the important area of mone-
tary policy. And that is part of the frustration that I feel and that
millions of the people across this country feel, because these mone-
tary decisions are being made outside of the control of the Congress
or the President of the United States. That is an issue I want to
talk about this morning.

That is one of the reasons why I have suggested that the Fed be
put into the Treasury. The American people want to hold the
President accountable. They want an opportunity to hold him ac-
countable. Then, we wouldn't have this constant shifting, this con-
stant shell game where an administration takes credit for reducing
inflation and then bucks the blame over to the Fed for unemploy-
ment and high interest rates.

ARE YOU GOING TO KEEP GRINDING THE ECONOMY DOWN?

My question has been asked in a variety of different ways. I'll
put it to you simply. How long are you going to keep grinding the
economy down?

Mr. VOLCKER. I would not describe our policy in that manner at
present. We obviously have no--

Senator KENNEDY. There are a lot of people across this country
who would, and if you don't understand that--

Mr. VOLCKER. I understand that some people may say that and
interpret it that way, but I would say quite the contrary. I might
say, too, Senator Kennedy, that I don't think it is quite right or
fair to say that you, the Congress, have only rare opportunities to
talk with us. I haven't brought along a list of how many times I'm
up here before the Banking Committees or the Finance Committees
or the Appropriations Committees or the Joint Economic Commit-
tee, but it adds up to a fair number of times in the course of a year;
at times in the year when economic policies are intensely debated,
it may be several times a week.

Senator KENNEDY. I don't think there's any question, though,
that your relationship with the Joint Economic Committee, which
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doesn't have legislative authority, is entirely different than one of
a cabinet member appearing before a congressional committee with
authorizing authority and appropriating authority. I dare say that,
if you were up here as an officer of the Department of the Treas-
ury before the committees which have that jurisdiction, the rela-
tionship would be different. You may differ with that.

Mr. VOLCKER. I think that might be, but of course that's deliber-
ate.

Senator KENNEDY. Well, it's the way it exists now. And at least
from this Senator's point of view, it's one of the reasons the Fed
ought to be changed.

What is your answer to those who say that the Fed is embarked
on a scorched-earth policy with regards to the American economy?
Millions of young potential home buyers feel the burden. Millions
who are out of work feel it. Million of small business men and
women feel it. Millions of farmers feel it.

Mr. VOLCKER. Let me say, first of all--
Senator KENNEDY. Is this your policy or is it the Reagan policy?
Mr. VOLCKER. I can only speak for our policy authoritatively. Let

me say that monetary policy is an important instrument, but it's
only one instrument of economic policy.

Senator KENNEDY. I understand.
Mr. VOLCKER. We are embarked, so far as we influence economic

activity, in trying to lay the groundwork for a much more satisfac-
tory economic performance than this economy has experienced for
a good many years. I think that is the whole object.

WHY ARE SHORT-TERM RATES SO HIGH? WHO IS RESPONSIBLE?

Senator KENNEDY. Let's take short-term interest rates. I have a
chart here which shows that real short-term rates for the last 20
years were virtually stable, with the exception of 1981 and 1982,
when they've gone right up through the roof. For 20 years, real in-
terest rates, after inflation is taken into account, were 3 percent on
loans. Now they are over 10 percent. Who is calling the signal-is
it you or the President?

Mr. VOLCKER. I don't think anybody is calling the signal on these
interest rates. Take the postwar period following the depression.

Senator KENNEDY. This is a chart for 20 years.
Mr. VOLCKER. It includes a lot of those years. We had probably

the brightest period of economic growth and stability in this coun-
try and indeed around the world that the world has ever seen. We
had a stable, growing economy, a productive economy, with produc-
tivity increasing 2½/2 or more percent a year, with some cyclical ad-
justment. The cycles were small against all of history.

That is hardly a description of the 1970's. We had rising infla-
tion. We had a scare, you can well remember, in early 1980, with
the recorded inflation rate being 17 percent or so, and with people
concerned about whether it wouldn't go much higher and whether
this was not just a new plateau but a launching pad for much more
acceleration.

We haven't had any productivity growth for years. We haven't
had any increase in real income for the average American for some
years. This is not an environment in which one would expect finan-
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cial markets to perform with the degree of stability and orderliness
with which they performed during the great bulk of the postwar
period.

Senator KENNEDY. I apologize for interrupting but we're on a 10-
minute rule, as you well understand.

Mr. VOLCKER. I finished my point I think.
Senator KENNEDY. Wouldn't that explain the long-term rates but

not the short-term rates? With the low rate of inflation today,
those arguments don't apply to short-term interest rates.

Mr. VOLCKER. I think it may explain more of the long-term rate
in relation to history, but short-term rates have always been quite
volatile around a much lower level. If you look at the amplitude of
fluctuation, they used to go up and down from 3 percent to 7 per-
cent, even when the economy was more stable; that is a very big
short-term fluctuation.

Senator KENNEDY. They were never as high as they are at the
present time.

Mr. VOLCKER. They've never been in absolute terms. In relative
terms I think short-term rates have been.

CHAIRMAN VOLCKER'S LACK OF CONTACT WITH THE PRESIDENT

Senator KENNEDY. Let me get to one other area. You have prob-
ably read the reports from Versailles where the President was re-
ported to have said the Federal Reserve has brought on the reces-
sion and then told Chancellbr Schmidt we can't order the Fed
around.

Now it would appear to me that this administration is trying to
take the credit for bringing inflation down but blaming you for the
recession. What's your reaction?

Mr. VOLCKER. I have no knowledge of that conversation and I ap-
proach those reports with a bit of caution.

Senator KENNEDY. Do you talk to the President about the rate of
interest?

Mr. VOLCKER. I talk to various administration officials frequent-
ly.

Senator KENNEDY. And the President of the United States?
Mr. VOLCKER. Much more rarely.
Senator KENNEDY. How often would you say?
Mr. VOLCKER. Every few months.
Senator KENNEDY. When was the last time?
Mr. VOLCKER. I don't recall exactly. Maybe February.
Senator KENNEDY. You mean the President of the United States

hasn't talked to you about the rate of interest in this country since
last February?

Mr. VOLCKER. For some several months anyway. I talk to his ap-
pointees frequently.

Senator KENNEDY. But the President is the person who is elected,
Mr. Volcker, and he was elected to do something about the econo-
my. When we have millions of people unemployed, and record in-
terest rates, the last time the President talked to you was months
ago?

Mr. VOLCKER. That is my recollection right now.
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Senator KENNEDY. Well, who else have you talked to? How about
the Secretary of the Treasury?

Mr. VOLCKER. I talk to him frequently.
Senator KENNEDY. When was the last time?
Mr. VOLCKER. The last time I talked to him was yesterday.
Senator KENNEDY. What did he say to you or what did you say to

him? Can you tell us?
Mr. VOLCKER. I think it would be inappropriate to discuss the

conversation. That conversation yesterday was not about interest
rates particularly.

Senator KENNEDY. Did he mention to you that the President was
bothered by the high interest policy?

Mr. VOLCKER. Yesterday, no.
Senator KENNEDY. When was the last time? Can you tell us, just

approximately, when was the last time an administration official
indicated to you that the President was bothered by high interest
rates?

Mr. VOLCKER. I don't remember exactly, but it's not an uncom-
mon expression because we are all bothered by high interest rates.

Senator KENNEDY. Well, you know what I mean.
Mr. VOLCKER. I just can't answer the question as to when some-

body said, "I want to tell you directly that the President is upset by
high interest rates."

Senator KENNEDY. There's a difference between saying he's con-
cerned, sending a message. I don't think it takes more than a high
school student's first year course in civics to understand that inter-
est rates follow the flag. Presidents at different times have had
their differences with the Chairmen of the Fed, but basically the
Fed has followed the administration.

It seems to me that this Fed is following the flag, too. The Presi-
dent of the United States has shown no greater personal concern
than to talk to you about high interest rates 3 or 4 months ago. I
think that's important, unless you can give us some indication or
some conversation or some intervention by an administration offi-
cial who has spoken to you about the issue of high interest rates.

Representative RICHMOND. Thank you. Senator Hawkins, I'm
sorry to keep you waiting so long.

SENATOR HAWKINS URGES THAT CONGRESS CONTROL THE FED'S BUDGET

Senator HAWKINS. Chairman Volcker, if I were President, I'd
have you up for a visit every Monday and we'd have fireside chats
or maybe some woodside chats.

I know you like to be independent, Mr. Volcker, because we've
had this conversation before. You reiterated today that you feel
strongly that the Fed should be independent of the Congress be-
cause monetary policy is complicated. Yet we don't leave war to
the generals over at the Pentagon although that's a complicated
subject, too.

Mr. VOLCKER. Congress has the authority over the Federal Re-
serve. It's a question of the degree to which they're going to exer-
cise it.

Senator HAWKINS. I believe the Fed should be subject to the con-
gressional appropriations process. I think that gets everybody's at-
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tention. It's obvious to me that that's a weakness in the law and it
should be changed. As you know, I've introduced legislation that
would put the Fed under the appropriations process.

I'm interested in a word you used this morning about economiza-
tion in government and economization of small businesses. Many
times I've heard you say that the spending cuts weren't great
enough. You're calling for greater spending cuts than those origi-
nally requested by the administration when they submitted their
proposed 1982 budget. However, statistics published by the Board of
Governors indicates that the Federal Reserve Board spending is in-
creasing and is completely out of control.

In the last decade such spending has greatly exceeded the infla-
tion rate. Isn't it true, then, that the Fed itself is part of the prob-
lem?

Mr. VOLCKER. No; I haven't got those figures in front of me but I
would be glad to review them with you.

In the 5 years from roughly 1975 to 1980, as I recall, Federal Re-
serve employment in total went down about 13 percent. There were
increases in productivity in our operations running 7 to 8 percent a
year or more. In the last 2 years, we have had an increase in em-
ployment which changed that trend. We are still below the peak
levels of employment that we had 7 or 8 years ago, yet the volume
of our operations has probably doubled or more over that period.

Senator HAWKINS. Over the long term, operating costs of the
system have risen by 800 percent since 1950 while the Consumer
Price Index has risen over 200 percent.

Mr. VOLCKER. I'm not familiar with the figures going back to
1950. I'd be glad to look at those figures. I can speak from memory
to some degree since 1975, which I think is the period that's per-
haps more relevant.

Senator HAWKINS. Wouldn't it be a good idea to place the Fed
under the appropriations process, since you spend over $1 billion a
year?

Mr. VOLCKER. That's a fundamental decision for the Congress. I
obviously do not think it's a good idea. As I suggested earlier, I
think it is inherent in the structure of the Federal Reserve, as it
was organized in 1913 and has continued to operate, that, in the
judgment of the Congress, a degree of insulation should be provided
from precisely the kind of pressures that you may have in mind.

DISCUSSION OF GAO RECOMMENDATIONS

Senator HAWKINS. I have a report from the GAO on the Federal
Reserve in which they recommended several steps for the Federal
Reserve to eliminate subsidy of the check clearing operation. This
was issued in February of this year and I'd like to check with you
and see if you know if any of these recommendations have been
taken.

ELIMINATE FLOAT

They recommend that the Fed should have a greater commit-
ment to recovering the cost of the float, the float of course being
the interest-free advance which arises when the account of the de-
posit bank is credited with funds before the funds are deducted
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from the paying bank. The GAO says that the Fed should move im-
mediately to price or eliminate float. Any delay results in loss to
the Treasury earnings of the United States of $30 million per
month or about $350 million a year.

Do you know if you have moved on that?
Mr. VOLCKER. We have taken further steps since that time. We

have been working on this problem for some time and have dra-
matically reduced the level of float. I don't recall the exact figures
but my memory is that it may be running at half the level of a
couple years ago, maybe less than that. It's a problem we're con-
tinuing to work on. It involves difficult problems for us and for the
banking system. This is a matter that affects every bank in the
United States.

Senator HAWKINS. Would you agree that a loss to the Treasury
of $30 million a month should demand your immediate attention?

Mr. VOLCKER. I don't know about that precise figure, but this has
had our attention for a long time and progress is being made.

RAISE FEES FOR COMMERCIAL USERS OF EFT

Senator HAWKINS. Currently the Fed allows commercial users of
the electronic funds transfer to use the service at a fee below
market values. Is that correct?

Mr. VOLCKER. What service?
Senator HAWKINS. I understand from the GAO that the Federal

Reserve allows commercial users of the electronic funds transfer to
use the service at a fee below market values.

Mr. VOLCKER. I'm not sure what they're referring to in electronic
funds transfers. Our regular wire transfer service is priced not just
at cost but rather with a markup to reflect the costs that we do not
have, as a public agency, that a private corporation may have.
There is something called an automated clearinghouse that is
priced below present unit costs on the theory, which is rather
widely accepted, that this will provide more efficient payment serv-
ices for the public over time but you've got to build up the volume,
and you can't build up the volume if you charge at unit cost when
the volume is still low. This is typical of business behavior; when
they've got a new service-and this is a relatively new service-
which requires some initial investment, they're not going to cover
the unit costs until volume builds up. We do not cover the unit
costs on automated clearinghouses.

We are reviewing the pricing of that service and are committed
to eliminating the subsidy, if you will-eliminating below-cost pric-
ing over a period of time in the hope and expectation that volume
will build up.

Senator HAWKINS. Do you have a target for that? Do you have an
overall goal?

Mr. VOLCKER. Yes, we do. I don't remember the exact time
period. It's over a period of 3 years or so as I recall.

Senator HAWKINS. Could you provide that to this committee,
please, your overall goal?

Mr. VOLCKER. Yes.
Senator HAWKINS. And exactly how much subsidy you are pres-

ently providing?
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Mr. VOLCKER. Yes. We have a definite time schedule, and I can
provide that to you.

Senator HAWKINS. I think it's very important that the public un-
derstand that without congressional oversight the Fed itself is in
pretty bad shape as far as recovering its own expenses.

FED IS MOVING TO RECOVER COSTS OF SERVICES

Mr. VOLCKER. I just have to deny that the Federal Reserve is in
pretty bad shape, and I do not think any of those GAO reports re-
flect that. If you look through the GAO reports, I think you will
find a good many words of accommodation and satisfaction with
the way the Federal Reserve is administered internally.

Senator HAWKINS. The bottom line is that the GAO recommends
congressional oversight to focus on how the Fed responds to market
forces-that is, the degree to which the Fed achieves the objective
of pricing services over the long run without subsidy.

Mr. VOLCKER. Right.
Senator HAWKINS. Yet you have two services that are priced way

below-one of them would provide $350 million a year to the Treas-
ury.

Mr. VOLCKER. We are moving on both of those. This recovery of
cost is an entirely new concept to the Federal Reserve. We don't
disagree with it, but it was not public policy to adopt that course
until 2 years ago with the passage of the Monetary Control Act. Es-
sentially all of our services are now priced, and we are returning a
good deal more to the Treasury than we did before for that reason.

I might point out we did provide about $14 billion to the Treas-
ury last year.

[The following information was subsequently supplied for the
record:]

FEDERAL RESERVE SYSTEM EXPENSES

By any measure, the Board of Governors during the past decade has maintained
firm control over expenses of the Federal Reserve System, especially in light of its
greatly expanded responsibilities during the period. Indeed, the rate of increase in
the Board's expenses (6.8 percent annually on average from 1971 to 1981) has been
less than that of either the Consumer Price Index i8.4 percent) or the GNP Deflator
(7.2 percent).

Expenses for the System as a whole (all Reserve Banks and assessment for the
Board of Governors) increased at an average annual rate of 9.8 percent. The implied
average annual increase in real terms of around 2.6 percent (9.8 percent less than
the GNP Deflator) has covered much larger average annual workload increases in
areas where volume is measurable: commercial checks 7.5 percent, currency 5.1 per-
cent, food stamp processing 3.6 percent, and funds transfers 20.8 percent. In "non-
measurable" areas, Federal Reserve responsibilities also have grown significantly,
mainly as a result of the Bank Holding Company Act amendments of 1970, the Con-
sumer Credit Protection Act and other consumer related legislation, the Interna-
tional Banking Act, and the Depository Institutions Deregulation and Monetary
Control Act. Supervision and Regulation resources were strained to handle work re-
sulting from mergers of commercial banks and acquisitions by bank holding compa-
nies and the expanded role in inspection of bank holding companies, as well as from
other industrywide changes in the commercial banking business. In the monetary
policy area, there have been increasing demands for more frequent and timely sta-
tistical reporting as the public's awareness of the importance of monetary policy has
increased.

We might also note that during this period, 1971-1981, when the Federal Reserve
System's average annual increase in expenses was 9.8 percent, the non-defense
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budget of the federal government increased at a rate of 14.0 percent, and that of the
legislative branch at a rate of 12.2 percent.

In the more recent period 1974-1981, the System's expense growth on an average
annual basis was only 8.3 percent (versus the federal government's nondefense
budget of 14.7 percent), and employment at Federal Reserve Banks decreased during
the period by 11 percent (versus 3.8 percent growth for the federal government). (Be-
tween 1974 and 1979, our drop in employment was 13.6 percent; the passage of the
Monetary Control Act in 1980 required additional employees mainly for maintain-
ing the new reserve accounts required by the law and the implementation of pricing

and billing procedures.) Efficiency in check collection, the System's major produc-
tion area, contributed greatly to our financial performance: the unit cost in this ac-

tivity increased by only 6.6 percent between 1974 and 1981 unadjusted for inflation
(the increase in inflation during these years was 68.6 percent). From 1950 to 1981,

total System expenses increased at an annual rate of 8.0 percent, approximately the
average annual growth rate of the Gross National Product, which was 8.1 percent.
During the same period, the federal government's nondefense budget outlays in-
creased at a rate of 9.5 percent and those of the legislative branch at a rate of 10.4
percent. Of course, data on Federal Reserve System expenditures over such a long
period are not meaningful without taking account of the qualitative and quantita-
tive changes in our service levels and regulatory responsibilities during the period.

FLOAT REDUCTION AND PRICING EFFORTS

The Federal Reserve has made a major commitment to eliminating float. During

the thirteen week period ending on June 2, 1982, average daily float was only $1.9

billion, compared to $4.8 billion during the thirteen week period prior to passage of
the Monetary Control Act. Thus, in a little over two years, float has been reduced,
through operational improvements, by 60 percent.

Indeed, the GAO in its recent report on Federal Reserve Check Clearing oper-

ations noted that the Federal Reserve had made significant reductions in float since

enactment of the Monetary Control Act, indicating also, of course, that a substantial
amount still remained. The Federal Reserve has retained its momentum in reducing
float, and, since the GAO's report, float has been reduced by a further $.8 billion or
42 percent.

The System is also developing a comprehensive plan and timetable for eliminat-
ing and then pricing any remaining float. The plan will be completed and an-

nounced publicly during the summer of 1982 and will include both a timetable for
further float reductions through operational improvements and a schedule for ex-

plicit pricing of any remaining float. We plan to have reduced float to well below $1

billion by early 1983, and we will continue to aggressively reduce and hold down
float levels as the principal means of meeting the objectives of the Monetary Con-
trol Act.

Although the remaining float does result in a loss of revenue to the Treasury,
compared to its complete elimination or full pricing, the Federal Reserve's projec-

tions of positive net revenues to the Treasury under the Monetary Control Act have

been realized. The latest estimates of the MCA's impact on Treasury revenue, both

for 1981 and prospectively for 1982, show a modest net increase in net Treasury rev-
enues from the pricing and reserve requirement provisions of the Act.

AUTOMATED CLEARINGHOUSE PRICING

The Federal Reserve has adopted an incentive pricing strategy to stimulate use of

the automated clearinghouse (ACH) services. Pricing for ACH services was imple-

mented on August 1, 1981, and since that time commercial users of the ACH service

have paid $727,000 for services that cost the Reserve Banks $6.2 million. The Board
has decided to phase out its price incentives for the ACH service over the next three

years. To achieve a smooth transition to a fully costed price, the Board plans to in-

crease ACH prices in stages. When 1982 prices are implemented later this year.

they will be set to recover 40 percent of the current full cost of production, includ-
ing the private sector adjustment factor. The ratio will rise to 60 percent in 1983, 80
percent in 1984, and 100 percent in 1985.

The incentive pricing strategy will contribute to economic efficiency and contin-

ued technological innovation which in the long run will result in lower overall costs

to society. If fully costed prices were implemented immediately, the price increase
would be substantial and could very well cause many users of the ACH service to

revert to paper checks. Our pricing strategy recognizes that the ACH service is at-

tractive from the perspective of cost, security, and convenience and that it should be
given a chance to grow. At the same time, it recognizes that the private sector

99-166 0 - 82 - 31
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should have the opportunity to assess the risks associated with developing competi-
tive ACH systems. By gradually reducing the Federal Reserve's support to the ACH
mechanism, the potential negative repercussions of a substantial, one-time, price in-
crease can be avoided and some stimulus for future volume growth will be provided
over the short run. In addition, during this time, the private sector will be able to
evaluate the costs and benefits of the ACH service and thus decide whether competi-
tive ACH facilities and networks would provide an adequate return on investment.

Senator HAWKINS. Thank you, Mr. Volcker. My time has expired.
Representative RICHMOND. Thank you, Senator Hawkins.
Now for one last question, Congressman Brown.

FURTHER DISCUSSION OF WHY INTEREST RATES HAVEN'T FALLEN

Representative BROWN. Actually I have two questions. You say,
Mr. Voleker, that the interest rates are stuck because of inflation-
ary expectations, that those expectations are still high, and not be-
cause of the volatility in monetary policy. However, inflation has
fallen dramatically for over a year.

Do you mean to tell us that the bankers don't know that infla-
tion has fallen or that there is no competition within the banking
community that obliges them to want to go into the marketplace
with a slightly lower interest rate than their neighbors? Or are
bankers fearful or confused by what your policy will be-that is,
the policy of the Fed-and that they are confused by the volatility
of the Fed's approach to the money supply.

Mr. VOLCKER. I said the whole set of inflationary expectations
and uncertainties was one important factor. It's not the only factor
in interest rates. It's the only one that we explored earlier.

Representative BROWN. How important is volatility? Why the
sureness of what the Fed is doing versus the unsureness of what
the Congress is doing with the fiscal policy versus the unsureness
of what the demands will be--

Mr. VOLCKER. There is no formula for separating or weighting
these things. If you ask me how important volatility in the money
supply itself is as compared to volatility in interest rates, I person-
ally think the volatility in interest rates-the history of very con-
siderable volatility in the past year or two-is more important. I'm
just reporting what I read in the press and elsewhere; they say
they worry that at some point the Congress might run monetary
policy and run it in an inflationary manner. Now how do I answer
that question?

I think there's that kind of underlying question that skeptics can
raise and obviously they can report on the hearing this morning
and say some Congress men or women are interested in that; and if
they want to be skeptical they can be skeptical. I don't think you
can trace it back to a technical factor alone, or primarily. Those
kinds of concerns exist. I think they fundamentally flow out of ex-
perience-not experience of Congress tampering with the Federal
Reserve, but out of the experience that they've just come through
of 10 or 15 years of a confidence-shaking inflation.

Representative BROWN. Let me just suggest that the article in
the U.S. News I mentioned suggested that the volatility of the
money supply referred to in this chart over here-raises interest
rates somewhere between 3 and 6 percent. Now do you think that
is not the case?
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Mr. VOLCKER. I think that is not the case. There is a school of
thought that represents that view. I don't think it's the case.

WHAT HAS CAUSED INTEREST RATE VOLATILITY?

Representative BROWN. And the volatility seems to be much
sharper in the last 2 or 3 years than it has been previously because
of what reason? I don't quite understand what has changed that
volatility? Is it these outside environmental factors?

Mr. VOLCKER. That is an interesting question. I think the outside
environmental factors certainly have something to do with it. It
certainly is an interesting question-I don't know that it concerns
me-as to whether, in the process of assuring that expansion is not
excessive and moving more forcibly on those occasions, given the
lags and uncertainties involved in the process in the short run, we
have introduced more short term volatility than we had before
when the Federal Reserve was more passive in providing reserves.

You may have gotten, as a by-product, less month-to-month
movement of the money supply; we had quite a lot then.

Representative Brown. You're suggesting it's your tighter control
or --

Mr. VOLCKER. You may have exchanged somewhat tighter con-
trol over a period of time for somewhat more volatility in the short
run. I don't know if that's the case, but it's a hypothesis.

Representative BROWN. And you feel that the operation of the
Fed, the computerization and so forth, provides you with a rapid
response system sufficient to address the problems, that there's no
question of whether or not the Fed is up to date and that the sys-
tems in the private sector are moving faster than yours are?

Mr. VOLCKER. We are relatively up to date on the latest figures.
The problem is that what we do today in response to those num-
bers or otherwise will affect the markets and the money supply
over a period of time. If we took action today its primary effect
might in fact be a month or 2 or 3 months from now.

Representative BROWN. And you don't know whether it's pro-
cyclical or anticyclical?

THE PROBLEM OF LAGS

Mr. VOLCKER. We don't know what other factors will come along
during that period to affect it. You get a complicated interaction
here. All the problems-I overstate a bit-of economic policy arise
from lags and variable lags. It would be easy if you could press a
button today and get the response in the market tomorrow, but
that's not the way the economy works.

WHY LONG-TERM RATES ARE STICKY DOWNWARD

Representative BROWN. I have one rather precious point for a
final question. What effect has the debt duration had on interest
rates? In other words, are there so many loans that are long-term
in nature that quickly falling inflation rates are not reflected by
responses in the interest rate area? Are those commitments of the
financial institutions of the country for long-term debts such that
they resist the otherwise competitive process of dropping their in-
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terest rates when that inflation rate goes down? Does that help ac-
count for this large real interest rate that seems to be so unusually
excessive at this period of time?

Mr. VOLCKER. I'm not sure I interpret your question correctly. I
think what you're suggesting is another way of stating something
we've already talked about. Having gone through the history of in-
flation and interest rate volatility, there is a great amount of cau-
tion among lenders who make longer term commitments particu-
larly, because they're afraid that commitment may not look so
good next month or 2 months or a quarter from now, even if it
looks good for 20 years or 30 years.

Representative BROWN. But they made some of those long-term
commitments at very high interest rates.

Mr. VOLCKER. They make them at higher interest rates than
they would otherwise make them because of that uncertainty.

Representative BROWN. And they are unwilling to make long-
term loans at lower rates, then-is that what you're saying? That
they're unwilling to break that interest rate?

Mr. VOLCKER. They're not very eager to be aggressive in the
long-term market. The market shows that.

Representative BROWN. On the way down?
Mr. VOLCKER. On the way down, because of some of those factors

that I think you're mentioning. I think it's another way of stating
what we've already said.

Representative BROWN. Thank you, Representative Richmond.
Representative RICHMOND. Thank you Congressman Brown.
Mr. Chairman, it's always a pleasure to have you here. I learn

something every time I listen to you. I wish you luck. Thank you
very much. The committee stands adjourned.

[Whereupon, at 12:20 p.m., the committee adjourned, subject to
the call of the Chair.]

[The following information was subsequently supplied for the
record:]

New York, N. Y., July 12, 1982.
Re Considerations for reducing interest rates.
Congressman HENRY S. REUSS,
Chairman of Joint Economic Committee,
Washington, D.C

DEAR CONGRESSMAN REUSS: Since you are Chairman of the Joint Economic Com-
mittee of Congress, I am submitting to you some ideas for reducing the nation's high
interest rates.

Volatility of Interest Rates.-Over the short period, interest rates on government
securities experience varying degrees of volatility. However, short term movements
of interest rates cannot be relied upon as indicating the longer term outlook of in-
terest rates.

Recently, a seven year Treasury Note was offered to yield 14.62 percent, slightly
below the record high of 14.72 percent reached in January. On July 9th, the decline
of Money Supply for three consecutive days resulted in the easing of interest rates
on a 147/8 percent issue to 13.86 percent, but immediately regained around half of
this loss in rates when Money Supply moved up again.

A possible future offset to lower interest is indicated by the recent vote of the
Senate Finance Committee to repeal the law restricting the rate increases on U.S.
Savings Bonds-in the past two years, holders of savings bonds have cashed their
bonds by $20 billion in excess of new purchases. With the approval of this legisla-
tion, the 9 percent rate on 8 year Savings Bonds will be increased to a rate equiva-
lent to 85 percent of the yield on 5 year Treasury Notes-viz. to 11.8 percent.

Government Interest Payments.-For the period 1979-1982, interest payments in-
creased from $53 billions to $114 billion, an increase of 14.3 percent as compared to
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corresponding increases of 44 percent in government gross debt (to One Trillion Dol-

lars) and a 46 percent rise in total government expenditures.
The foregoing increases in interest payments resulted in a rise of interest as a

percent of gross debt from 6.4 percent to 9.4 percent, and a rise in percent of govern-

ment expenditures from 10.8 percent to 15.0 percent.
The continuing rise of U.S. interest payments has adversely affected not only the

U.S. but also the economies of foreign countries. Consequently, the final communi-

que by the Summit Conference held at Versailles of leading nations (U.S. partici-

pant) stated: There was an urgency for reducing interest rates, for which objective

the industrial nations should cooperate effectively.
Forecasts on Interest Outlook.-The outlook for interest rates hereon is dependent

upon forecasts, economic summaries and even short run sentiments. These forecasts

vary widely, depending on assumptions, but are essential for establishing guidelines

for government policies and programs-also for private industry. Understandably,

forecasts, etc. offer no guarantee of being essentially realized.
Commerce Secretary Malcolm Baldrige recently noted economic recovery signs

which could promote economic growth and result in lower interest rates.

The latest forecast by the Congressional Budget Office show a declining prospect

from previous estimates of a year ago as to Unemployment Rate, real GNP growth

and Budget Deficit.
Some private economists indicate that while interst rates will decline over the

near term, they will probably resume a rising trend later in the year because of

record borrowing by the Treasury to finance the huge deficits and also provide the

rising corporate demands as the recession ends.

WILL INTEREST RATES COME DOWN?

This critical and priority problem is briefly discussed from two angles:

(1) Continuing FRB policy, or
(2) Promoting an expansive policy for Money Supply and credit availability.

FRB POLICY

For several years FRB Policy has controlled the Money Supply (M,) within the

range of 2.5 percent to 5 percent. In testimony before the Joint Economic Committee

of Congress, Paul Volcker, Chairman of the Federal Reserve Board, stated that his

policy was not for rigid control, but with allowance for flexibility.

A shift from FRB policy to an Expansive Policy for Money Supply is proposed for

the following reasons.
(1) FBR policy for controlling the Money Supply does not allow for adequate

growth of the economy and for stimulating the urgently needed Capital Investments

by private industry.
(2) Current Forecasts and expectations indicate a decline of interest rates for the

short term. Doubt remains for the longer term outlook because of the recession in

the U.S. and in the world economies. The recent survey of the International Mone-

tary Fund comments on the depressed state of the world economy, including the

U.S.
(3) Congress is now considering legislation for a constitutional amendment for a

Balanced Budget. A Balanced Budget would be helpful for controlling the Budget

and Budget Deficits. Such legislation would likely involve much discussion and

debate before final enactment. The legal requirements that the Federal government

operate under a mathematical formula poses political and other problems.

(4) FRB policy to date has not achieved a significant decline of high interest rates.

EXPANSIVE POLICY FOR MONEY SUPPLY

A shift from prevailing FRB policy to an expansive policy is recommended for

these reasons.
Past results show no direct correlation between the size of the Budget Deficit and

Interest Rates.
A more expansive Money Supply might result in additional inflation and rise of

interest rates. However, an increase in the Budget Deficit should not be regarded as

overly onerous in relation to the current gross government debt of One Trillion Dol-

lars.
It is thus proposed that the Treasury offer Special Revenue Bonds, whose proceeds

will be used only for new government capital projects, as defined.
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PROVISIONS OF SPECIAL REVENUE BONDS

(a) A minimum maturity of 4 to 5 years, or longer, if necessary.
(b) The requirement that the proceeds from the bonds be used only for new capital

projects, legislated by the government-capital projects, as defined.
(c) Interest on these bonds will be governed by the market at offering date.
(d) The offering of these bonds would be apart and distinct from the established

procedure of Treasury bond offerings.
For future guidelines, the yearly budget should also show a breakdown by major

categories of expenditures for operating expenses of agencies and departments; in-
terest payments on gross debt; the numerous capital projects now provided and re-search and development projects.

The depressed state of the American steel industry is presently evidenced in the
delay of a major modernization project by the U.S. Steel Corp. and by the announce-
ment by Republic Steel of its reduction of capital spending from $280 million to $200
million-these postponements of capital programs reflect limited funds available. It
is therefore suggested that the proceeds from the proposed Special Revenue Bonds
might be employed for aiding the American steel industry for the purposes of im-
proving its efficiency and competitiveness in world markets.

Patently, the foregoing brief discussion warrants additional amplification.
Cordially yours,

BENJAMIN F. FELDMAN.
[EDITOR'S NOTE: Mr. Feldman is an economist and former vice president of Kuhn,Loeb & Co., New York City.]



483

A PROPOSAL TO THE SECRETARY OF THE TREASURY

AND THE CHAIRMAN OF THE JOINT ECONOMIC COMMITTEE

OF THE CONGRESS FOR THE ECONOMIC REVIVAL

OF THE UNITED STATES
by

JOHN WINTHROP WRIGHT

1. THE TRUE CAUSES OF THE CURRENT ECONOMIC CRISIS IN THE

UNITED STATES.

11. THE MAGNITUDE OF THE CRISIS AND THE CONSEQUENCES

WHICH CAN BE EXPECTED UNLESS THERE IS A BASIC CHANGE

IN THE GOVERNMENT'S MONETARY AND FISCAL POLICIES.

III. A PROPOSAL FOR PROMPT ECONOMIC REVIVAL THROUGH GOV-

ERNMENTAL ACCORD ON A CONSTRUCTIVE MONETARY,

CREDIT AND FISCAL PROGRAM.

IV. AN OUTLINE OF BASIC GOVERNMENTAL REFORMS REQUIRED

FOR STABLE ECONOMIC GROWTH.

April 1, 1982



484

I. THE TRUE CAUSES OF THE CURRENT ECONOMIC
CRISIS IN THE UNITED STATES

THE TRUE CAUSES OF THE CURRENT ECONOMIC CRISIS IN THE
UNITED STATES ARE (1) A SERIES OF SUSTAINED RECESSIONS
DELIBERATELY CAUSED BY DO MESTIC CREDIT RESTRICTIONS,
WHICH HAVE SIGNIFICANTLY DEPLETED OUR PRODUCTIVE
CAPITAL, (2) A DECADE-LONG FAILURE TO RECOGNIZE THAT
DOMESTIC CREDIT RES7RICTIONS CANNOT CURE OR OFFSET EX-
TERNALLY CAUSED COST-PUSH INFLATICN, (3) MONETARY AND
CREDIT POLICIES WHICH FAIL TO MAKE TIMELY DISTINCTIONS
BETWEEN THE NATION'S NEED FOR THE EXPANSION OR CONTRAC-
TION OF PRODUCTIVE VS CONSUMER CREDIT, AND (4) THE ABSENCE
OF ANY EFFECTIVE ACTION BY OUR GOVERNMENT TO CONTROL
THE VAST AND UNREGULATED CREATION OF EURODOLLARS AND
THE CONSEQUENT EXPANSION OF THE WORLD MONEY SUPPLY OF
DOLLARS.

The explanatory chronology which follows details the evolution of these causative
developments during the last decade and the fallacy of the common belief that our
difficulties are simply the result of excessive monetary growth and governmental
extravagance.

The decade's first recession of 1969-70 was caused by an unnecessary prolonga-
tion and intensification of the FRB monetary restraints of 1969 and the resulting
"Great Credit Crunch" of 1970. Monetary and credit restraint had been applied
in 1969 to moderate demands on a VietNam War-burdened production capacity
and to hold down a then-unacceptable 5¼12 % annual inflation rate. Excessive
monetary and credit restrictions in 1970, however, resulted in recession, excessive
unemployment, three years of under-utilization of industrial capacity, and
cumulative federal deficits which dissipated $125 billion (1981 dollar equivalent)
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of the nation's productive capital. These restrictions also indirectly resulted in an

extraordinary + 420% monetary expansion of the world dollar supply through the

addition during the next three years of $64 billion in Eurodollars which were

created as dollar loans by and deposits in foreign banks, especially subsidiaries of

major U.S. banks which thus avoided domestic FRB restrictions and unprofitable

reserve deposit requirements. This, in turn, caused a worldwide boom and an un-

precedented + 125%o three year world-wide commodity price inflation in dollars

which made possible a + 180°01 increase in the price of oil by OPEC. By

substituting borrowed Eurodollars for the U.S. dollars which would otherwise

have been purchased in foreign exchange markets, the growth of Eurodollars also

brought about a -14°70 decline in the relative purchasing power of the U.S. dollar

vs a basket of foreign currencies during the same three years.

The decade's second recession of 1974-75 was caused by severe FRB monetary

restraints imposed at 1973 year end in the belief that tight domestic money, high

interest rates and domestic recession could cure externally caused inflation which

had then reached a U.S. domestic annual rate of + 7.1 0o under the influence of

the worldwide rise of commodity prices and, by 1974, a quintupling of imported

energy costs. This time, the principal consequences were: (1) the greatest U.S.

recession since the Great Depression of the 1930's .... (2) resulting federal deficits

which dissipated $283 billion more (1981 dollar equivalent) of the nation's com-

mercial and industrial capital before GNP recovered to normal capacity utiliza-

tion and government receipts again covered expenditures.... (3) a rise of the

prime bank lending rate to a then unprecedented peak of 12% in 1974 and, after

only a brief decline to 6½/2 % in 1976, a seemingly inexorable rise to a prohibitive

17% - 20% range at which none but the most profitable enterprises can afford to

borrow even to stay in business.

The third major recession is the current one and unfortunately it is still far from

ending. It began in mid 1981 and is directly attributable to FRB restrictive open

market operations which, in nine months from the second quarter of 1980

through the first quarter of 1981, sharply reduced the Federal Reserve Banks'

government bond holdings by -4.4%, and together with new government borrow-
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ings drained a total of $92 billion out of the nation's capital markets and caused
the prime bank lending rate to rise precipitiously from 11.6% to 19.2%. The
absence of a need for anything more than very moderate restraint should have
been obvious from the fact that U.S. utilization of manufacturing and material

capacity was then well below normal. The national vulnerability to another period

of declining productivity, rising unemployment and welfare expenditures, and
huge government deficits should have been obvious. At the beginning of this

period in the fall of 1980, consumer demand was utilizing less than 80% of

manufacturing and major material capacity vs a pre-1970 norm of about 85%.

Unemployment was 7'/2% vs 4.8%, business loans were about -10% below nor-
mal, and the money supply (Ml) was 15% of GNP vs its 25% average during the
1960's and 19% during the 1970's when velocity increased in concert with interest

rates.

During the eleven years since the FRB in 1970 inaugurated the series of excessive

domestic credit restrictions which set in motion external inflationary forces in the

form of vastly expanding, unregulated Eurodollar credits and money, the world's
supply of dollars has grown to more than $1 trillion (excluding interbank

balances) of which less than half is made up of U.S. currency and domestic bank
deposits. No wonder that world commodity prices in dollars have quadrupled, oil
prices in dollars have multiplied 26 times, and under these external influences,

U.S. domestic prices have doubled. Because of inadequate credit availability at
reasonable rates, U.S. GNP, however, has only advanced at a retarded + 3.0%
average annual rate which is 25 % slower than its + 4.0% average annual rate dur-

ing the prior decade.

Unaccomodative Federal Reserve monetary and credit policies during most of the
period failed to provide American industry with the bank credit needed to finance
the working capital requirements of GNP which in constant dollars, although
-14% below normal at 1981 year end, had increased by + 39% since the beginning
of the 1970's vs an increase of only + 23% in the aggregate of commercial and in-

dustrial business loans and commercial paper.
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The spectacular rise in interest rates from an average 5.30/ for the bank prime

lending rate during the 1960's to recent levels of 17% - 20% raised U.S. product

costs substantially and, since the cost of capital, like energy, is a major compon-

ent of GNP costs, significantly exacerbated domestic cost-push inflation. The

FRB was also responsible for a failure to recognize the desirability of moderating

inflation by selectively increasing the availability of credit to increase production

and supply while limiting its availability for consumer loans. No effort was made

to develop a selective policy of variable reserve requirements based on the mix of

each bank's loan portfolio, or to manage reserve credit in any other way which

would have prevented the rise in consumer debt from 46.7% of GNP in 1970 to a

high of 54% in 1980 while debt for productive purposes shrank from 29.0% to

26.2% of GNP.

U.S. government debt rose to nearly $1 trillion from $377 billion in 1969 ($830

billion in constant 1981 dollars). It would, however, actually have declined in con-

stant dollars to only about $309 billion by 1981 if there had been no subsequent

recessions, interest had remained at the 1969 rate, and economy-related govern-

ment expenditures had continued at their 1962-69 average relationships to Gross

National Product.

The common belief that our economic difficulties can be entirely, or at least

almost entirely, attributed to "too much money chasing too few goods" plus un-

precendentedly excessive government spending simply does not jibe with the facts

of the last decade. The phrase "too little money producing too few goods" would,

in fact, be more applicable, since at 1981 year end there was actually -5% less

money (Ml in constant dollars) than in 1969. The shrinkage is even more dramatic

in relation to GNP-from 21.4% in 1969 to 14.7% in 1981's fourth quarter when

GNP was only 86% of normal and industrial operations were in the process of

declining to a January low of 70% of capacity. Like Mark Twain's comment on

hearing reports of his death, statements that excessive domestic money supply is

the cause of U.S. inflation are obviously "exaggerated".
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There is, of course, no real doubt in anyone's mind that our government has

always spent and wasted too much. There is, however, no factual evidence that

this was much more than usually the case during the last decade when expen-

ditures which were not related to the economy averaged 17.0% of GNP vs 16.9%o

during the 1960's* (defense 5.2% vs 8.6%; and all other non-economy-related ex-

pense** 11.0% vs 8.5%o). The 1969-70 and 1974-75 recessions and their after-

maths, however, contributed to the rise in economy-related transfer payments

from 0.9% of GNP in the 1960's* to 1.7% during the 1970's. The greatest percen-

tage increase during the 1970's, however, was in interest payments on the federal

debt which rose from an average $11.9 billion per year, only 1.8% of GNP, during

the decade of the 1960's when the interest rates averaged less than 4%, to $95.5

billion, 3.3% of GNP, by 1981 when the interest rate on government securities

averaged 10%. Altogether the government's expenditures rose only modestly

from 19.4% of GNP during the 1960's to 20.9% during the 1970's and would ac-

tually have declined significantly as a percentage of GNP, if the unnecessary

recessionary declines of the 1970's had not been deliberately created.

*: Based on data available 1962-69; **: regular government expense excluding

defense, interest, and transfer payments for unemployment compensation and

welfare.
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II. THE MAGNITUDE OF THE CRISIS AND THE

CONSEQUENCES WHICH CAN BE EXPECTED UNLESS

THERE IS A BASIC CHANGE IN THE

GOVERNMENT'S MONETARY AND FISCAL POLICIES.

THE UNITED STATES AND THE WORLD HAVE NOT FACED AN

ECONOMIC CRISIS OF THE PRESENT MAGNITUDE SINCE THE EARLY

1930's WHEN MISTAKEN MONETARY AND FISCAL POLICIES NOT

UNLIKE THOSE WHICH HAVE RECENTLY BEEN FOLLOWED UN-

NECESSARILY PROLONGED AND INTENSIFIED THE POST-1929 RECES-

SION AND TRANSFORMED IT INTO THE GREAT DEPRESSION. THE

CUMULATIVE RESULTS- OF THE RESTRICTIVE, RECESSION-

PRODUCING POLICIES OF OUR GOVERNMENT SINCE 1969 ARE CLOSE

TO ASTOUNDING WHEN COMPARED WITH THOSE WHICH WOULD

HAVE BEEN REALIZED IF THE AVERAGES OF THE PRIOR 1960-69

DECADE HAD BEEN MAINTAINED. (See table on next page)
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RECENT ACTUAL DATA IN RELATION TO THE PROFORMA RESULTS

WHICH WOULD HAVE BEEN REALIZED IN CONSTANT 1981 DOLLARS

AT 1960-69 AVERAGE RATIOS AND RATES OF CHANGE.

Economic Data
(-) Deficiency $ BILLIONS OR %

(+) Excess Actual Proforma

Gross National Product (4th Qtr 1981)
GNP Annual Growth Rate

(From 4th Qtr 1969 to 4th Qtr 1981)
Utilization of Manufacturing Capacity

(4th Qtr 1981)
Unemployment (4th Qtr 1981)

U.S. Government Debt

Consumer Debt Proxy (1981)
To of Actual GNP (1981)
% of Normal GNP (1981)

Commercial/Industrial Debt Proxy (1981)
% of Actual GNP (1981)
% of Normal GNP (1981)

Prime Bank Lending Rate (3/26/82)
Corporate Bond Rate, D-J Bonds (3/26/82)

Housing Starts (4th Qtr 1981)
Business Failures (1982, annual rate to date)
Market Valuation of Corporate

Equity Capital 3/26/82

Inflation, Annual Rate (4th Qtr 1981)

Money Supply (Ml) (4th Qtr 1981)
% of Actual GNP (4th Qtr 1981) .
% of Normal GNP (4th Qtr 1981)

-8.4% $2998 $3274

-1.5% +2.7% +4.2%

-10.7%
+ 3.6%

+ 223%

+ 9.8%
+ 4.4%
+ 1.8%

-5.8%
-1.6%
-1.4%

+ 11.2%
+ 8.5%

-38.1%
+ 70.1%

-51.1%

+ 7.0%

-31.9%
-6.9%
-7.6%

74.8%
8.4%

$998

$1491
49.3%
43.3%

$802
26.2%
23.0%

16.5%
14.6%

85.5%
4.8%

$309*

$1358
44.9%
41.5%

$851**
27.8%**
24.4%

5.3%
5.1%

871 1407
22,870 13,391

I 1.9t 228.7

9.5% +2.5%

$441
14.7%
13.2%

648
21.6%tt
20.8%

(*): Adjusted total current (1981) Government Debt which would have been realized if
there had been no economic recessions since 1969 and interest rates and economy-related
government expenditures had continued at their 1969 average relationship to GNP; (**):
Based on average 1970-81 ratios; 1960-69 data not available; (t): Index value of S&P 400
Industrial Stock average; (tt): Based on ratio of 1969 average money supply to GNP
which at 21.6% is lower than 1960-69 average of 24.5% as a result of increased velocity
caused by rising interest rates.



491

IT IS, OF COURSE NOT POSSIBLE TO FORECAST PRECISELY THE CON-

SEQUENCES WHICH CAN REASONABLY BE EXPECTED IF THERE IS

NO BASIC CHANGE IN THE GOVERNMENT'S POLICIES. THIS IS

BECAUSE IT SEEMS UNREASONABLE TO BELIEVE THAT OUR

DEMOCRATIC SOCIETY WILL PERMIT THE CURRENT RAPID

DETERIORATION OF OUR FREE ENTERPRISE SYSTEM TO CONTINUE

MUCH LONGER. IT SHOULD BE ENOUGH TO POINT OUT THAT IT IS

DIFFICULT TO BELIEVE THAT THERE CAN BE ANYTHING BUT FUR-

THER DETERIORATION UNTIL A DECISIVE AND CONSTRUCTIVE

GOVERNMENT ACCORD ON MONETARY, CREDIT AND FISCAL

POLICIES IS REACHED.

It is, however, clear that if such an accord is not reached, the following conse-
quences may reasonably be expected...

1. Businessmen will not contribute to economic revival either by increasing
capital spending until a substantial (3 % -5 %) decline in bond rates is added to the
attraction of faster tax deductions for new plant and equipment, or by increasing

inventories for which demand is not rising until the prime bank lending rate
declines to 10% or less.

2. Housing starts will not increase significantly until a major decline in in-
terest rates makes the total cost of financing a new home realistically affordable.

3. Consumer demand will not rise significantly until the cost of interest on
consumer debt, which in relation to GNP is now at least double the 1960-69
average, is reduced sufficiently to permit consumers to increase or at least to
maintain their present debt burden.

4. Federal Government Deficits will continue to grow, not recede, as debt

service costs continue to rise. The budget cannot realistically be balanced until the

economy recovers to about 85% of capacity, thus increasing revenues and reduc-
ing outlays for cconomy-related transfer payments.

5. Interest rates will, at best, soon stop rising as business grinds towards a

halt and requires less current financing; but no significant, lasting declines can be
realized until a new constructive monetary and credit policy is adopted by the
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Government as a whole and huge Federal Government requirements for deficit

financing no longer reduce the nation's sorely depleted store of productive

capital.

6. Unless a decisive and basic change is made and constructive government

monetary, credit and fiscal policies are adopted by mid-year, it is, in our opinion,

highly probable that economic and political realities will combine to prevent

realization of the constructive elements of the Administration's program for in-

creasing essential defense expenditures while reducing both unnecessary govern-

mental expenditures and unproductive and burdensome taxes.
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III. A PROPOSAL FOR PROMPT ECONOMIC

REVIVAL THROUGH GOVERNMENTAL ACCORD ON A

CONSTRUCTIVE MONETARY, CREDIT AND FISCAL PROGRAM

THE CURRENT ECONOMIC CRISIS IN THE UNITED STATES, WHICH IS

IN FACT, ALSO A WORLD WIDE CRISIS, CAN BE SOLVED ONLY BY A

UNIFIED ACCORD OF THE ADMINISTRATION AND THE CONGRESS,

THE ONLY BRANCHES OF THE GOVERNMENT WHICH CAN CON-

STITUTIONALLY DETERMINE NATIONAL POLICY. ECONOMIC

REVIVAL WILL, HOWEVER, ALSO REQUIRE THE WHOLEHEARTED

COOPERATION OF THE FEDERAL RESERVE BOARD, WHICH IS A

QUASI-INDEPENDENT CREATION OF THE CONGRESS. IN PRACTICE,

THE FEDERAL RESERVE EXCERCISES FAR MORE CONTROL OVER

THE ECONOMY THAN EITHER THE ADMINISTRATION OR THE CON-

GRESS AND, THEREFORE, IT IS ESSENTIAL THAT THE FRB BE PER-

SUADED OR REQUIRED, BY WHATEVER MEANS MAY BE NECESSARY,

TO EXERCISE ALL OF ITS POWERS TO ACHIEVE THE NATIONAL OB-

JECTIVES DECIDED UPON BY THE TWO CONSTITUTIONAL

AUTHORITIES.

THE FOLLOWING PROPOSAL IS BELIEVED TO BE REALISTICALLY

POSSIBLE OF ACHIEVEMENT AND IS INTENDED TO EFFECT THE

PROMPT REVIVAL OF THE U.S. ECONOMY, REVERSE THE

DETERIORATION OF THE AMERICAN FREE ENTERPRISE SYSTEM,

RETURN U.S. MONETARY, CREDIT AND FISCAL RELATIONSHIPS TO

THOSE WHICH, UNTIL THE LAST DECADE, WERE REGARDED AS

WITHIN NORMAL DIMENSIONS, AND RESTORE CONSTRUCTIVE

AMERICAN LEADERSHIP TO THE WORLD ECONOMY. THE PRIN-

CIPAL MEASURES REQUIRED ARE...

1. GOVERNMENT BORROWING IN U.S. CAPITAL MARKETS WOULD

BE SUSPENDED FOR THE REMAINDER OF FISCAL 1982 AND DURING

99-166 0 - 82 - 32
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FISCAL 1983. GOVERNMENT DEFICITS WOULD INSTEAD BE FIN-
ANCED BY BORROWING FROM THE FEDERAL RESERVE BANKS IN EX-
CHANGE FOR GOVERNMENT NOTES WHICH WOULD BE REPAID IN
FULL BY AMORTIZATION OVER FIVE FISCAL YEARS BEGINNING IN
FISCAL 1984.

2. RELIEF OF THE CAPITAL MARKETS FROM THE TWO HUNDRED
BILLION DOLLAR ($200 BILLION) REMAINDER OF THE QUARTER OF A
TRILLION DOLLARS ($250 BILLION) WHICH MAY BE REQUIRED IN

GOVERNMENT DEFICIT BORROWING DURING THE 1982 AND 1983
FISCAL YEARS WOULD IMMEDIATELY BRING INTEREST RATES
DOWN SHARPLY. THE COMBINED RESULT OF (1) THE FACT THAT IN-
TEREST ON ADDITIONAL GOVERNMENT BORROWING FROM THE
FEDERAL RESERVE IS SIMPLY A PASS-THROUGH RETURN TO THE
GOVERNMENT, AND (2) A REDUCTION OF 3% - 5% FROM AVERAGE
INTEREST RATES OF ABOUT 11% NOW PAID ON $1.03 TRILLION IN
GOVERNMENT DEBT OUTSTANDING WOULD ITSELF REDUCE EX-
PECTED DEFICITS BY ABOUT $5 BILLION DURING THE REMAINDER
OF THIS FISCAL YEAR BUT BY ABOUT $40 BILLION NEXT YEAR AS
OUTSTANDING DEBT IS REFINANCED AT LOWER INTEREST RATES.
THE ANNUAL SAVINGS IN INTEREST WOULD EVENTUALLY BE AP-
PROXIMATELY $58 BILLION DOLLARS.

3. THE GOVERNMENT DEBT HELD BY THE FEDERAL RESERVE
WOULD INCREASE FROM $127 BILLION CURRENTLY TO ABOUT $175
BILLION BY 1982 YEAR END AND, AT WORST, TO A MAXIMUM OF
ABOUT $215 BILLION AT FISCAL 1983 YEAR END SINCE THE 1983
FEDERAL DEFICIT WOULD BE REDUCED TO NOT MORE THAN $40
BILLION AS A RESULT OF SAVINGS OF ABOUT $40 BILLION IN DEBT
INTEREST AND $20 BILLION THROUGH THE REDUCTION OF
ECONOMY-RELATED TRANSFER PAYMENTS, PLUS THE HIGHER TAX
REVENUES WHICH WOULD ACCOMPANY MUCH FASTER ECONOMIC
RECOVERY. MAXIMUM FRB HOLDINGS OF GOVERNMENT DEBT AT
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FISCAL 1983 YEAR END WOULD AMOUNT TO ONLY 5.6% OF NORMAL

1983 GNP VS CURRENT BELOW-NORMAL FRB HOLDINGS OF 4.3 % OF

GNP (ONLY 3.6% OF "NORMAL" GNP) BUT WOULD BE NO HIGHER

THAN THE A VERAGE 5.6% RATIO OF FRB GOVERNMENT DEBT

HOLDINGS TO GNP DURING THE 1960's.

4. THE FEDERAL RESERVE, ALTHOUGH UTILIZING OPEN MARKET

OPERATIONS TO THE MAXIMUM POSSIBLE EXTENT TO REACQUIRE

HIGHER COUPON ISSUES, WOULD CEASE TO RELY UPON OPEN

MARKET OPERATIONS AS ITS PRINCIPAL METHOD OF REGULATING

MONEY AND CREDIT AND INSTEAD WOULD REVIVE ACTIVE

EMPLOYMENT OF BANK RESERVE REQUIREMENTS.
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IV AN OUTLINE OF BASIC GOVERNMENTAL REFORMS
REQUIRED FOR STABLE ECONOMIC GROWTH

SUSTAINED REVIVAL OF THE U.S. ECONOMY AND RESTORATION OF
CONSTRUCTIVE U.S. WORLD LEADERSHIP OBVIOUSLY REQUIRES
MAJOR REFORMS IN THE EXERCISE OF THE GOVERNMENT'S
RESPONSIBILITY FOR OVERSIGHT OF AMERICAN FREE ENTERPRISE
CAPITALISM. THE FOLLOWING SUMMARIZES SOME MEASURES
WHICH WILL BE REQUIRED OR ARE DESIRABLE TO ASSURE A
RECESSION-FREE, STABLE, STEADILY EXPANDING ECONOMY IN
WHICH THE PRODUCTS AND SERVICES OF THE ECONOMY AND THE
COSTS OF GOVERNMENT ARE BOTH EQUITABLY DISTRIBUTED.

1. The Management of the U.S. economy should be "demonitized".
Measurement of cyclical economic variations from normal should make use of
such indicators as unemployment and percent utilization of manufacturing and
material capacity rather than various, arbitrary "money supply targets" which in
a modern economic society have become so amorphous that they no longer
distinguish adequately between demand-stimulating ready money and supply-
producing funds available for or committed to productive investment. If the rela-
tionship between the demand and supply of goods and services is adequately con-
trolled by other means (see paragraph 2 below), the stabilization of monetary
growth will follow naturally.

2. Selective management of bank reserve credit should replace the manipula-
tion of money supply and interest rates by FRB open market operations. Restraint
or stimulation of the economy should be accomplished directly by selective
decrease or increase of the availability of bank credit through FRB reserve re-
quirements. These should distinguish between credit for consumer purposes and
credit for productive and other purposes. Variable reserve requirements should be
applied to all banks and direct lending institutions, and should be based on the
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portfolio asset mix of and changes in the loan portfolios of each individual bank

and lending institution, instead of being uniformly and indiscriminately applied to

all member banks.

3. Regulatory control of Eurodollar and Xeno-currency creation by all

foreign banks including the foreign subsidiaries of U.S. banks should be achieved

by international agreement. Since each nation is the sovereign of its own currency,

any nation whose banks create or accept bank deposits in a foreign currency

should require its banks to comply with the reserve deposit requirements of the

central bank of the sovereign nation. Universal compliance would be assured if

the United States and cooperating nations limited acceptance of foreign bank

drafts to complying banks. The result would, for the first time, make possible ef-

fective control of credit expansion on a worldwide basis as well as domestically by

each nation.

4. A determined effort should be made to establish an inflation-proof inter-

national currency, at first primarily for international central bank settlements, but

thereafter soon extended to international commercial transactions as well. This

could realistically be achieved by transforming today's "SDRs" (Special Drawing

Rights) of the International Monetary Fund into "Stable Dollar Reserves" which

would maintain their international purchasing power against a basket of curren-

cies. Each nation's contribution of its currency in exchange for "SDRs" would be

progressively adjusted upwards (or downwards) through prorata additions (or

withdrawals) as the purchasing power of its own currency declines (or advances).

The result would be (1) a strong deterrant to inflationary policies by participating

nations which exchange some of their currency for SDRs reserves, (2) a substan-

tial decline in the need for Eurodollars and Xeno-currencies for world trade and

liquidity, (3) a continuing demand for the expansion of SDRs and (4) their

widespread use in low interest loans to under developed nations.

5. The U.S. Budget should be divided into two separate and distinct seg-

ments: (1) The Operating Budget and (2) The Capital Budget. The former should

contain all of the elements of the present budget except expenditures reserved to



498

the Capital Budget for bona-fide, productive capital use such as roads, bridges,

harbors, waterways, dams and other installations which contribute to the creation

and growth of Gross National Product. Capital expenditures for public educa-

tion, recreation etc. and for governmental use might or might not be included in

the Capital Budget.

A Capital Budget would greatly clarify the cost, management, and evaluation of

Governmental operating expense as distinguished from expenditures for national

objectives not related to ongoing governmental requirements.

6. A Value-Added Tax should be adopted to reduce tax losses on trans-

actions in an "underground economy". These losses are now commonly but

unverifiably believed to be as large as 25% - 33% of the collected income tax

revenues. Value-Added Tax is much more difficult to avoid or evade and the re-

duced burden of income taxes which would follow its adoption would provide less

incentive for tax evasion and could be sufficiently progressive to achieve political

and social objectives for equitable public distribution of the costs of government.

7. The relative amounts of individual retirement income derived from social
security benefits vs voluntary tax-deferred retirement programs should be shifted
progressively and significantly towards the latter. The former is essentially a pay-

as-you-go tax burden on all workers, whereas the latter accumulates capital which

is utilized in productive equity and fixed income investments. Eventually, social

security benefits should provide comfortable sustenance only for (1) those who, in

the past, have made substantial social security contributions, (2) the handicapped,

and (3) those who, because of disability, have been unable to accumulate other

retirement benefits. Only minimal sustenance should be provided through social

security for those who are able to work and participate in corporate, institutional,

and voluntary tax-deferred retirement programs. The result of such a change of

emphasis would be a further substantial reduction in the worker's tax burden and

a corresponding acceleration of capital formation and national productivity.



499

-- ,. E-econoov ) a d &. vd qea g - 0 I

I a .3 4 3 6 I g 9 lo 7i 7I 13 I I 75 74 17 I 7
pB;/ Gess T.... A jo/t L Tt AJ joioA(6: Fojlroj AlJodkl (e
Roo..j Prolu t J.,...3NA3 CoGao... Do-F & ,plo ()/ D.o+4 t-)

Ye X"i . l.. ^ 1. Jt/t.7cr1.F srtvl fs}tf csX. ~tJ.J

IS77 Inc. 0735 973 t '390 ,7o.1 ito 33.o 35Y 7 /71 -9S o 29y -A072.30 1.1
_ 7070 *43 o4,.3t3.4 973.1 *.1 So0I 15. I33Y

I79g 0.853 .11.1 135 2233.3 4.00s 77V9 *70 y 35.7 330 3Sf.4 LS-7 -9l7 -2.3 -a s o/c 2 0.7

113315.9 Y1 300 7 3.3 .. 3.4.3 S 97.3 -4_s5 tX I

M11 2357478*3.1 a.1 253L.- 0*07 99 8'1 3Y-7 31.7 3S14 13. 9 -I27 a -i.i t355 US

r_ 2 15.1'Y 0. 317T.7-*73& 713- -S 3 f70343 -3. 3 SY.S

lsro SIT S .ts 9Io 0 tl.l f~t 135 ?g.I 3so- Uo. L W7 l.q 11. S1.o .s s-.1 It3U 1.3
_149.4o03 373003 .7 0 3357 -/17 +YI.9

/98/ 3758/.."I3 St. 73134.7+13.3 44.0 34 337 51.3 3019g 94 -57S -20 -I.t tSol /
_ 30.41 * 397002 oil 007.7 32. -4 7 7 4tS3.0

0 43914 77t7 .3 l9o 0S037 t7l77 4lS 01.1 3y.9 31.4 3330 13S 934 7.o -I-S *n3. .
S17-' Lq. 1.53.3 3734. 03.4 I7053 *2.0 Y's Si.) +330

17Y
I737.7 9.1 12.8 '.3 71)S3 r fo 4 7.39 *7.S 35.5 31I- 394I Al7.l -3+-s -1.9 -IY 479.O 0.?

I107 0S.t1 .3.7 79 * 3.t 973 7 I, X S73 -504 S"1.t

0200 " L.t I tS 9 S3.1 711.7 tt.l 373.3 2.3 48.1 99.4 MC 0J. -S3 -0.7 -0.2O NiC rJC
14o-o 71.31 *.3 Is.oo3-L 3I9.7 -0 . N C. 7S 7C

74k/cs:) Ir AA070,kJ "O.-J GoP -oo4 ..- m s -4fuJ. qL..,g ov00e9 u..... .

,nd.3Wer~t p~wc q~A ,k tj t3.si,
(,5s: Adtjoo.4 4 Aoik F.do.- 1.-3 ib)r -oi/d I*0( totJ.d t; 44. d44c0l. 1,.4

be.- odxysilc r4.4 bo9.- oF 44 '909 rat. of ;tot ,od ,A .- .

c7-oo 61.0 o ooooa o - -obLj ` oc boo- -ep-ckd .4 -.oce;ph odfpoJ..

7.0: Adj-okS +7 s4 r At w/nt FAjo-o sopW, /deflcit -void no-osoo.6/oj h- boon,
.oelpcel 5L reca.~h aen oopeA.+±xco hod boo. bvooA 00 "7' -onikof
lobore~t r0. no..oj 0,48 9*.04

( t).: Conslo, 4_' qk(7. q798 doll so.



500

Ae i;.n-Ck AC Pd.*- t-r I

10 .0 11 -a A23 A *4 .• *3. 07 a. 2q 30. 31 3 33 34 3S 31.

_77 -4s. 3fe -Z e +.3l S7 G 1.3 0.i Ii. 3774 G. . '- 27 Cl0.I 11 . 37.4 I7.3
____ -6 4 t33.4 SIt .11.7 5S1.3 it.1 3 a 519.S

III' -4T. -1.3 -0 -114.3 0 7 *0.0 *I:.'f M13 1.S /913 IS 50.3 .1".1 21 . .lo oY'3.1 17S
_ _44 5 +) 31 5471. *53 S7,.o .13.r '4.1 517.7

197S 273 _1.2 -.1 35 1jf Y .S1 tlS. 11.9 III 4 718t Iit. C132. o7 9-4 ' IA I '4 3X.3 17.i
3%' '4•f 531 G. 7 5U.4 1f 2 -0.7 615*2

9Go -St -*73 ^'i2. .35 .3 SLD.I 11. l.D.1 7f.a. S3U.S -(.( 2S.o 017.3 la.23 27D.3 7I.2 173
-Gr__ I +.! (.00 .S "2. I'll. S . 5 ' 570.5

j9?! -Sl t - 0 8 ~'g*50 /4 4.31. .1 1. Ai a. 1 181.7 C-1 3 .1. f1. *1* I 13.1 U.V. SSI1. 170

_____ 1.l 5370 534.1 01.. ;yqm(.7% 67.0 '43 571.3

5t7 475; *. 0 l- 1 +32A 1.2 4571 lISI 7 a1 I YS 1* S7.3 110-1. 2.1. 9 ... o 7-3 r74

1977-l 3sq.1 +3l90 571.7 C..2 5qol. (l.3 5 9 5535

11,ef8 -39I5 -I. -1.t fl9o 09 33Y-T '04I 113 '78 348.5 If. 35.13.11- 2.1 1A .I 70 I 7

1970-rl 5"; a+3S S.Cg 002 Savl5 5500 *00 '4781

1*elS 5 3.7 -0.T -^I CC12'1S 71IT C5 17 3 C Pi 8C 13- 1 +07. Iq.4 ..Il NI NC_
19-4 is3 I WC 33 1 8 .40 IIC.. 3*1.a 0S.. OiL

LD): 
4

djosokd 4+ s 4o. - rcceip+i '.-oA i,, . b-.n + 41.O lIQ 1-0- oP

-c-i pts 1o GsJP -Ao 1 G:,3P 7A" bce, noo-1oJ .
IE)~: Adps*" io okonqos o1M-pcps for. .k..o o- 6

o-+ DCIo'F _n 7fi

11Cooold, rsorb h^Aoio. 1401 er.c± do ql .o'ss.ASn,J G-0 G6-oF ; d b-e `--A"

(1): CO-I-^f- 4Aq-D+t, iqv3 1 oIIa-



501

A o o o C. d9.9'c -P -4 I

a 1 3 4 5 6 I g S lo 1i 11. 13 - IS 14 11 I1

B; Gr-n 4t Axtj-,-AL T. W AJiovA(S "a Jlak.J 6(C

Fs P,..duxt 3 I- (A) rtt--. D<.o S.--f! (t/ D-W'4 (-)
Y.- C--q/ 7-- I. -Ft+ . s/ P wGleaf oF C-otta P<S-4. f C.1 F7

_ c~~~~~~~~~~~~~~t~~~~~~~s a~~~~~~~~:._ - s t t "'- G-1r(ftr t ~..AAb' fI~ ^

1 9 11990 *S X 17.: 137. 8.| 33S.9 13.T 3S.o 37.1 N5 II 9. 3.i 099 0.3 Nc. NC,
__ 4157.4t 3 3aiY r3.1. SY.1 -o.9 Nrc 7.4. NC.

97c 1U0.S -t.94 14t S 3. A I W.7-1 t3.Y 379S 35.9 3(.U 35.1 -2. -o.3 -0.3 -YI -o.f

__ 971.7 *.0. Alq2S .5-4 1BA3.0 -3.1. Mo7 -4. 3 91.

971 1032.7 4.4 9L II42. 4tS. 7 .0.7 3¶74. 30 24 3.S 142.3 325 -23.0 - +.: .-3.1 ,9 01
_ 3.4.9 *.1. 5 3Bo.7 t.n . 97.7 o.0. 7735 -q 9.1 44

I997 IlLA.4. S.I 93.3 1907.4 .43 9P'4 70*8 37.5 3Y.9 319.M W.7 - ./. J.o +3.0 0.2.
__ Doo.3 3.42 247 #34 ISI.5 3.89 713D0 -977 t.4.

1973 |2SS.2 lI t IL. I 3oS.1 4S .3 .4 tL.S 3S.T 34..4. 3S9YS 27.1 -If.3 -)1I -1.1 _ 7.7 0.4
- A*Sm, *4.17 15537 +31- 878.Y .t.0 t13.3 -3Y.0o 45A

I§7%4 |1et.s 5 c I0 's.:3 1So. 409.1 Y(,V4 *9Y3S 39- 3.U4 351.7 VA. 3.5 -o 3 -o0a +0ItS 1.3
__ 1.s0.10.2. AY4A .3.( 13SS4.0 -..CG .t.q 43+.

117 5 7490S '72 V9. 4 9S2.3.3.I 5°Y4. 747.F 3F. I ,..S 327.9 1n7 q3.4 -3. -- 4tlSS 0.9
___ 'YSY.4 -14, 1731.3 *3.3 S.T -.2.3 93.f -74.3 357

197 I 9434.7 9i.0 01.7 I10..*407 Sn.S I'9. 5S.8 3. 1 325.1 17. f .fS - -4.o -3.4 F;D3 1.1
_ 947.6 -*3 t 3tS0.9 *3.4 999.. *1t9 lSOYA. -/01.7 +315

1976 .17.o tq.5 01.9 IS93a F17.7 439.7 .F.3 34.X7 33.D 3S947 1.-2 -933 -3.41 12.P 9 0 0.1
T7, :4c719 .4 30S1. -.-3 3 S57. I a3 5311. -2o. 9 Ft.0



502

A, Ot~s°A, a etc 9 Gqt- ?.,+- I

III Ao Al >.. .7. a4 - 5 ,S :. 27 "P ;q 30 -- 3 - 3n 34 25 E

F.A-A A~j.Ikl(.)| Go-ss>t. A4j.1l(D c- -t- AJj,,,kJ()

4ll S (.) / Dh. ;(- 7
771c&Uts O t s

F&4 - ig/ P. - to/ +.. I (4 4 t Pt.F tf/V *' - a..r(O..- 0-tf c-s1.q t

t~~~~~~~~ )t-t 8k e" Z:t,s 46-i-t =;,_r (*-t) on -= (t ) c t-*; q~-sY*

___ 7 (, tv f W.1 4.7 llc, 737.0 -I S '

1970 -2.1 -o.3 -0.3 -. -eY 13.7 *3.I IVo A .1 110.P 17.6 19(.4.C l..4 .2 IS a /., 1.0

L-3 -7i8 434 2 -1.'- F.E YY0.7.01 qu _

1171 -23.0 -12 -2. l ., o0Y l.y -1.7 I2 S I4 1.0o7.+ If-( I.Y. -7.5 2a.3 11. o3? 17.2

-41 I it1 02. 9-7.' Y 4p fSI 33 * Y33.o

I7._ -233 -.2.1 -2.0 3.o 0.2 206.1. -o.7 IP.S 17.1 22¶(.C I&C 22,1 .1.7 lo.C .q.? 251. I!'

_ -77 *4. I '2s1 .3. 'r.S4.; 473.3 4.9 3157.

1973 -lY' 3 -1.1 -/1 +7.7 O.G 237.3 .'1.3 1.S ITt 2+21 1 I4 T , 5.4.3 I¶.. 1t.4 2353. 10.0

-.2r.0 +IS. I I-S4.I 1.1. 4y75.o ".2.0 tl.1 q51.1

1S7'/ -3 3 -. 3 +1-5 1.3 1 .Ie.t 4.3 l 1113.9 8 I.. zL, .. .1 .4q Y 1.3 IT5s.3 173

____ 4M .4 t13.S. 0 .4..q 4+ .11.+ 1.1S .3 4.1

tS75 -473. 2( -2.4 FISS5 0.1 2i0o -(. I Iq.o I7.o 307.3 It.. 32.4 c.2o.1 .41. M1C1. 215 17.7

_ -72.3 42S7 f I9 .S S.95.9 539.t ,I I..O 4.°

074 -45.(. -q9 3. C 420 3 I. 300. o *C. .It -3 M t'! 340 .3 Wt. C U1'. C '12.4 7. 3 0. 3.o I75

_ 101.7 t31.iS W -0.1 517.7 5U7.7 .34 *1.3

I17L -13.3 -3.1 2.? 4iY. 0 1 SI.z oc It.? IL.7 1Stl Io.w vS' w al.? 11.7 15' 2.7

f i -2.1 .6.0 l1a3.4 13yp t* S 3S(. G



503

A. E. 3 .- y cad A 3dC5tCet- TRL+ I

a 2 3 4 5 6 7 1 ID lo of a IS 1a 5 IS 17 It

Fa; G<.= s"W.^u ~~A-I~-" T.1 1 AJj.s('3 F).J- AAj~J,- {

Y.' ('Z/7 f C-4v 7. cts/ q. P-4i C- ff 4 + O / {.tbtX/-.

Il4o Y9S.3 i.S q 9, S51 .7 .S5 57 IY. 4- +.4 54 SI NC, NC. 0.3 °-I -.1 JC e
_1.3tj.o -3 1a l. L I t3 . 8Ito.3 -0.7 o.t

I41I St0.1 044 StH 571.1 .4t S22C3 0 0 44.1 495 3- 0.7 -0.1

_ , 7.3 It.0 1.7M.y, 3.*. fl0.5 -_. ______ 9

145 C 4 7. . 2 .. 90.1 4 I . .2. l3.5 ..4 5 517 vt1 7.1 1.3 -l2

I4s4-S *5.8 /734.2 t3. '.1. 139.4 _1 I .53

1943 579.0 .-S 90.4 423.9 .5't a91.1 .2.1 51.S 4(.9 4.. -o.f -0of

1L 2S ' I 1 II. .3I 7s( 3 14.3 2 _ 13._

194 C,4f. .4. V2.0 472 2 51I 3.S.1 -... 49S 94.S 4.9 -I.0 -0

_ 1713.3 .5.1 Ia14+.34 C 7P 5 .0.5 _ .3

19( 4Lo.S -(.4 930A 704.7 .S.. 213.5 *t.5 t7.S 49.2 -1I O -40

__ 917.9- ,9q 158.9'34 335. .o.. 7_ ._

9 .4 7IS.S .9 . 9.43 753.3 .1.3 2159 .0.t 935 'S W. 3.1 -0 5 .. S
_ 923.S '7.0 1111.7 .3.4 C375 5-1.1 _ I.-[_ ._

19 .7 274 .572 944. tOS. 105. . 329.5 2. 41.9 46.3 -.7 -51 -_

_11994.5 r3.7 -049 0 ,3.4 133.0 -0oS 35.9

lice 534.9t -7-S 94 4 8144. ' 7.3 5914 .S54 W.0 3i.4. -2s.4 3. -5

_ 049.94 '3.1 l~tR-t 3 G sY t _ _141 ,3.4 _974 _

1949 9:o .9I2 975A 937. .1.9 35S.I'3.9 
39

.0 37.9 3. 04.2 o.3
-I577 093 Sal? 9 .3 49.l -0.g 7._



504

J, o .A A, a61 6.a qc F- f zv<F u

,9 ao al ia -3 ;I A• . , '- 30 31 3x 33 34 >, 3t-

,XBIL, F.J.2 A~lvkJ( GvrWAjsk D t F fok~

Vet It Dttta Pit -- kv 7.i t / */. p-t wF+2r/d t *

1q90 o.3 o. I -o. I 14C. NC, 2- . 0 N. Ci 2 15 1.7 NIC NC.

-O.S I I_ 9 1 .(SiS7 Al.70. -0o 9

t9( -3.4 -o7 -0. q1-9 .27 1( [(.3 97! I0( (2 .
-9.9 _ 273f .0._9 2t3. +g

)9f. -7 1 -(.3 -1s2 997 * S.(. It.% (.9' y .9. f9S.5 17.4

-. 3 _ _ 5.2. .2 __ 305.5 .7 'I

Iq3 -4.9 -o.s -o.l lo8. .4 1 3... 1.4 7 111.3 '9A 7S.2 17 9-

-13.0 S _ 3598 . -_ 3'3.o *2 5 _

j%4 -S. -(.0 -0.9 1(2 7 .5.7 IT-2 (7.9 (. 4.4 It.2 17
-(0.3 13123 *_.( _ 1. .S.o _ _

-(E2 ~4 G -0.2 -O.3 (.4 .3.1 17.7 ]( S I itS, -0,2 17 I (..7
--Y. 3 7(7.9 '3 9 . - I_3t. -( _

-S66 3.9 ° -O S -3 09 -12.1 ' 8.0 17.9 (2.7 .73.? (8s.1C n7q
0.( 3q7. 9 q2 337(-0

19f7 8.1 7 I -. (l4 .91+.3 1(.3 M.8 159.3 175 19. 97
.239-... _ _ 359*. t10.9 _ _

19(.9 2S. -77 -3S (153-1 *2.1 l Y II' 179 9 *13 0 21.( Zo 7
s1.5 _ _~~~~~~~~~i ss2-t _ _ t3. So _ 9_

196. 3.2 oI v03 8,71 -22 .a .- 0.0 Y.5 *3. 3 20 3 (S.7

7 G WY.S9 *((.7 e37. -I S



a 3 4 6 G 7 S- - o 1 1 7 1

197-7 C.22SA 5(.3 ^1.? tl3.1 jotq .ab, 2.1 3i21, 1.4 17.0 6.F 1.3 13.S'

Ic 19tg 6.Sq 5.90 /ft.7 +167 ID.9 23 2.11 3tr.0 1.1 It IF ° .? F 3.3
U.-3 + S.1 10. ° IS. 3

lq7it 7.Yq3 C.Ol SI " +iD.1 i .1 2.4 2-Y 3S.0 l.S ISo 0.7 I0,Ag y-O

7S.r. +13.1 Yi 7 73.F

SO F.I go ~-T .S5 77.8 +;s~o )2.1 ,.1 S .4 72.3 I.S 19-6S O .1 2.( fi I Y.S

Iqg, 19.t 7.os 95S-tl 7.7 17Y.S 3.3 2.,9 'X 7 I-Y WIn o.( 13.1 13. ?
. ~~~~~~~/00. +16.7 uqq.3 I

ft 7.43 N{.C. t4Y.1 +17.0 127.1 9.7 il.Y 31.3 I.S I8.Y 0.7 11.2. 13.?
I*7s~~~~~~l ~77.S t/f-/§7 ;21 ,

4- CSS N.C. Yl.t 113-3lo 10 0 .3 2.1 1S. 1.^ If-.% 1.1 r' 1 m7
s~~a-7l 1,l.3 r~~~t7.1 ugsj M-S7

°t 374 t4.C. 11. 7 t.w3 S.2, I.? 1.7 N. C. - b.. ~ h.

505

Aoe economfi Qnd s4k -Budget- 71-i z

(f ): AFJ.1ld Jf .ov WA.- 6 - t C- 5 -- itetvov^edweuo h.c 6- o q

A. -I~l- debtf -i ld 6ivtbeœKU.o 40 4zZ11-solt

aazla ef~h ;;c zold $LL rsold 1to, GP 4 tl<^SAHtzes



506

A-t- ,conr3om o.+d -Vpc -budqe -

IS it 17 4' 19 3I ....I 33 O Y -3 a Y 7S -aS 3ra 3/

0+.. C+ (<~ C-"- co ..p<

33 Y -5.7 9.9 S1- 1.9 IT.. 09
57.g' hI. 37.0

3/3-33 a.5 V1 L7 b77 0.9
( , -97 .2-3

C.,.'/ *1. S¢C o

-". k.0 , .. -.

7S5 .9.1 3y9 S y.3g

lSI 7.4 1.33 3SO

Ao3 +70.9 33., 5.0 'f.7
,+l I .II

All f' * i 1 1 1 f -l"' Ir~~d.

3-- .C1- Q 1..~

^.<..,- '4^1111 "I -.1v'
' * 7. Cl~ w- -,

3335 --35 555 13' 11.0

3c. +tl7 573 Or _/.

O53+15 7.5

I979 39.3 i.)( B.0 17 I.1, 33.3 O.? 117.7 HO19 ;37 50 y.c 974cy +9 5i.0 1.S /0.7
Y1.3 -S.(. 39.: IY7. S 3.o 3Y4.y -1.4

I 70 5q17 +39 9.1 3. I l9 aL.a o9. 135.9 SS 13,y S'1. Y'. 313.4 +135 5931 1).1 116

4R33W +J7.1 903 ,IS4.1 eG.q 34.1 +Y.S

l9C*I 43• +l+3 9S 3.a 1.9 a.7 0S l5r3 +17.4 3L.,a S.4 Y7? '+. +93 51.9 3.0 l0.6

CS.7 3 31.3 '.C4 +t75 3CI.7 -0 I

1 I9 +3 9I .7.0 I P 33.7 0.1 13.2 +13.3 23.3 5.3 Y.P 33.0417 S5.0 /3.1 U.

-PI c75 S 1.'u. 3i.3 I5SI.bt.0 3ys.y 03.'/

/fgR 33.3 +1
7
0 F I.? I 1.G 173 0.9 99S7 +46.0 38. 5.9 5. 1149 tO+? S5 113 Sg?

:n+.+,s 17 Y7.+1 3 o 59 151.7 0.9 3l.9 t5Sl
/O AeR I.. Y r 13 . YS 53.s1? A C. - 571 tS. ' YYIZ F .C 9

A.L I IL I 4 i.l15. t3.C. I'll" *5 S

4F8;1

e. so

19 77

197?

IJo k.3.

(l ) :Al~j.>s0t 4. St'w- ,. 48. -of0f .( r Pynt1 -9'Y "c<Q d -P_7yW"

(j1) , cAbs%,l -lo94 s -4 3+. .(0,Q, -... , -,d I- k r O'0 ^ , --

,++, Ic C-hP.,. .. A .-, .1s -. r d-3.9 1..+, 's AO) c+ r

-/r I qD.. ld -...... ,q.

(M 1: C - l.- 'I... 4 r -, .- ...d4A



507

-bnc F COnomi God -r- ?udq&t F 2.

0 3 4 5 u 7 9c ' 4

co' - _____.__-

q '.&j' 3.M2 17.2 +2.q '9.3 1.S C - Nc. -N.C. -

Yo.7 -V 7 NC- NI C.. -

1470 5-31 Y.lq 19.5 +13.4 9.1 9.o '4 17.° 1.7 17.? 1.7 Y. 10.3
Y3 7,9 3S.S 31.7

tq7 5.q3 q.33. 2j I lo0 30.0 2.0 I.? IRS 17 77 I.C Sc 12.0
yso +3.o yo.1 37.T

1C7 1 5 SY 'j5r 22 0 Hq. 9.5 0 °. .9Y 1.7 1?7 1.5 C .o 32.3
yS.9 -o02 117 37 2

1 i?3 5.31 Y'7Y PY0- +10.0 93 ii .S 21i. 1 7 17• 1.3 4. J2l

_73 +S.3 1 7..

Iq7q 6.2q y.9 213 +2L3 10.9 2.1 2.0 )2.7 1.4 174 1.2 4.1 13.3
53.1 4-332.9 .4 33.31

'q7r l.vs 25S 32.7 +3I.4 lo. I 2 .o 2 l.1. S' /34. j.0 7.1 33
SV2 +.5s YoS 27S

7i1, 4.33 5>.5 3731 +135 I0.3 2.3 2.o0 -.IS I 34.7 0.9 F0o 32.Y
575 +6.1 'll a 2S _

9S76 S.1. iC ' f S' I - . I19 1.7 7.4 o0Y 3.S 0.1 1.1 1.7
Tjg P.~ - 33,5 S5I



508

Ac GconotLj Qand -te odqdet- Thr&2

:5 1. 17 iS 11 20 3/ 31 33 3IY 35 A4 37 33 1.9 30 31 3.

5S;1 S ont~V f$\.0l,^9¢ rllPJps (d;.l T~ 4 C S t wu t e All 6e + t P ~F.a s~~ .......

- i t _ _ _ _ _ _ _ _ _ |. *-1C-

7.3 +13.3 7'.0 O 0.7 N.C. -
172 44+.?

1.1 43q.7 q.(. 09 0 7.1 O.S
3o. q +lo.4

1'.7 +4.1.5 7.o IS.1 3 7.5 0.7
1. I ... .t

71.y +0.3 Y30 3.7 8-S
if f -3 7

7t.(. -1.0 0o.0 ?.1 7.7
174.3. -4 3

7S.3 -3.4 35.3 7.3 4.3
Ir,0. -P.l

3 4 43.1 Y3.7 3.3 o4

-lq to.,?qsIl
39.9 +10.3 /5.5 9.2 g7
0. *50o

"7.S +1A. 4'17. 1.7 V.?
113.1 4-.3

1172 It.a +4333 7.3 ,Y l.S 11.2 0- 764 +1.1 33.0 C.g 4.3 i15.1 +153 44.1. 1O.3

371 t17.g 32.. ISCY.-7.3 35.0+10.3

173 14.3 -7.7 L.S 1.3 1.3 3.2 0.7 7NS' -1.7 3o 5.9 5.7 131.0 tI3' 53 1 0."' /0.0

3.1 -11.3 23.9 ;YS7 -C.t A25.2 +I.0

'174 Ao.3 .o,.2 7.5 . I'1^ 133 0.7 77.3 *9yq 39.0 5/.( S. II/.I +7.7 5.4 10.2 9.7

31.3 +11. i'll 3 -1.7 3S73 +o./

1475- 323'S +51.1 b0.0 2.2 2.0 I.S 0.1 S 5.4 +10.0 2&4 S.S' 5.2 71O +;33 53C4 11. O p

53.5 +YS.Y AS MlI/.9 +ol IF!.S+1U1

17. q.4 +3'.7 I.5 .4 2.3 17.0 0.9 39.9 +Y./ a95 S.'? Y.9 1919 +13.2 53.9 3.°0 lo.

/S.q *33 34g /3Z3.4 -2.3 W.11 +S.1

q97t S.¶ 4-.7 °-S 2.3 - 23.4 S Y.4 SY - 577 1.1 1.7

T(q Pqg -7 3/ 23.

1947

170

Iq71



509

e -conoMV ckAd -AljUdqef- Ti,-t Z

. | :1 3 i4 5 L 7 & S t. O | 9 '' s 4

3~~~~~~~~~~~~~~~~. .. t .o~v Dctyke s ovo ~ecrDb d f ~e P dald I e-& 44 .

7scd -" 
4 740-

cI6ao 3Q N.C. '. 3 .? /O. 1.7 1.7 N.C. - N.C. -

I1 3. i I -2.1 9.3 I.S 1.4
34. -5.3

1q 2 3.17 J.3 42.1 3.7 1.7 IS

LC83 3.37 /0o 1 4.y 9.l .7 IC (I

I9GC4 3.50 _ 10.7 J4 ..S 9.0 1.7 1II

Is 3 3.7 Sf t7-3 S.7 1.7 1.G
_ .3 45.7

I9LOC 3.SS _132.3 +L.t S.1 1.7 1.

Qo7727 _ 133 s9 + ; 7 s t. 
4l&7 '.39 15.3 9 10.7 3 . )e 1.7

35.7 +9-s .

"9*3' f/3 1. jo.3 39. t 3.

Iq6"/ 3.93. 17, 9 +12.4 '93 1 3

99-166 0 - 82 - 33



-18;1

FZk

510

C-ce fono"Ll (Ind tJe -Budqet- -,

IS IC. 17 I 19 a;O .3 . 3- 23.' 25 .S ; . l 6F I 7 3 l.4.

5ccn." (Seloh, 1rfs~ vs~ 
4'
lJj~sddbi -D A Ewpn..h..A.o's Ie for Cc 

0
".y e.,

C Cf J w . ce cn C*"s' 7, L
9

e" c...' cto ¶.c.cn^ Cl. C,' , , . ;.4C E
-~~~~~~~N ;U H

tco.~~.. ; 
7 H --*¢GtF kr~ s.= %rss:;_

194o hNf - - . - s; c- Ys3-'o . S.l 2NCG - - -_

110N . N.C D N.C.

jq&6I N.A. - - - _ '(.C +3.1 17.4 9.1 S. Nt. - - _
___________________________ __ 135 I + .S N.C.

1962? (41. r 6. 1.- .0 I.o +5.2. 'Isj 90 .-I 'n.7 - 39.a 7.7 4.7
IS.¶ N.C. I'o0 43.-+' I19.7 -

1q63 4.' -30 5. 1.1 1.0 SO./ +2.2 '5.0 Y.7 7.? Yq.7 4+.7 YO. 2 7.7 7.0

I'.1 -'(.3- ')O.1 +0.3 35.7 +y.?

16 C.5 +1. S. l.o o.9 _51 t +)I q3.q/ V.3 7.7 'j.7 +11.4 Y2.1 9.1 7.q

17.S -1.1 "12.7 +1.3 33.2 4q.9

j9q4 4.1 -c.2 s 0.9 0.? 7.5 -71 YOl 7.2 C.7 S33 462 Y17 9A 75
14.7 -(.7 1iS.3 -I.g ly.1 +.so

jq46 5.7 -6.4 '(4 07 0.7 Sq.9 +1 '/oDt 7.1 73 Q.t +1S? S/. Y.S F? a
1S.3 -7.0 IYS 1.4 +12.1.. 143.Q tl1 9

947 .0 4tS.3 3.? 0.7 0.7 CS.2 I tqa 93.1 1. 6 S. 70.2 +13.C YY(3 9.0 9.7
IS.3 +o07 175Ml -0.3 IT6g +lo.I

19&2' 45 4FG3 3h4 0.7 0.7 78.S +5Ss VYY. 9.q S.l 7?-.a f-1Y Y3J .7 '7q.1

_ I&. .I 45.2. I9SS t lI.4 lbI.D+7.5S

)94? 7.3 +13.3 Y.o o.9 o.7 7'9Y +O4. '13.0 C.7 r.S PO t 43.1 '13.7 Y.T 14
17.2 i-.? tiS.I -3.7 909. -1.4



511

3 4 5 '. 7 e 9 ,o ., .2 ,3 a 54 g 1.. ., sg

Ad. .L Ay, d Deb

______->7 . ' ___ 7.c ...... ..........,. + 7. 'F X<srl CittSS

4e __ _ _ 1 1 e°

q1 39 77 /3? 9/,.o 9.7kU12 3Z~0. 51,4 "I 9. 4 93 9..S A°2.7 Z0.Y.7 7 27/ 17 C

_ 7. S.S 3,2 #3. 3 /J. r
l47 /ffi/ o7 s ;.S Wt/A 7w/37 ?Y. fS:6( ..O 7.Ss' 7,. 9.5 S3 Al.9- 906 t. 7 711.)s

Wq /3l S 2s.0 9.7.9ANa :7e~/. 707SZ^1 f/ 4 s 27V S" /7/..70 /O.eY fis- A"P 12;7.C ? .C /.3i

I & jL/.1 '9. $'7t/-. 70#i29 79/ £0.0 2/ 37.34/1.63 /1.2 /:9.AS27 /3.3 _.4S2
_ __________ s 3.7 ,3.4 3/I27,'-l.a _ _ _ _ __ _ _ _ _ 99.0

iqa7i 9S37SSM9 JZ~ 33/q3 .S lrnrM7.Z IS~ 5'..0 7.7 94,y.0l,3.29#.7 a/1.9f /".39d.J'/
_l 2.0 #2.0 7 3.G f t *2.3

Sq-. 37Y0299.3s/ a2 9 6 ;7S"r/~ 37,4^ #44 S/. 13.1 {.7 /0.9 S.C A7-7 .4.a. /2.2 .924 "9.
Ade, JS"J.03 7/1. C 3. 6 ,.fDt i.3
1170-
,4 ,77t06 .'7.P l0 19V44 A7 /-gO.-.t 11.2 3 6.V J.9/ 72o D..3 w..9. 9s9 9. y -.9

f 7 0 1 9j .. ,t.27.61 7.3 19? .1ir /.: qw., jpf 4'0 t,'3. 5 71 V7C, S

NOTeS: (Ps): fldSosSeA 'NoRmlI' GWP iz b&se4 o. +eemd ao.usoeJ 96uo69
o-VeRa- UpJXted o-4 i+5 Oau~ I aveozo-C POSt-ukq y3o.4W Koto.4

(3): AA.ljSeA~ 'PoF.c4,J G? ,s 6eew comr91 4el b Si4vtI
G9? b +ke RaSi of 0r+l 4o ; 7. (.9so-64
(t) CO5o.s4A. ¶ti o6X~RI.I kolOR.



512

.4e 5 coomj aid 2e Fedjerm) Tc-6t

I ,, 0 a.3 d or 21. 2 I7 .2 q 3o 3'

Adj-sfe AC (-

- 7. .,
_s m A&. Na.

ro-4 Debf hkcd 6lbl F n

<^. t.1 4 ., v

lv--~~~ ~~~~~ T

477 '9d.3 .I 3/. 33.0 3yOV l/.3 'f I Y s V/I/ 7 .3 f.S
91009 av 1!!! < " f.0S/4 A

52 33 5s- 5S 536

ev~tr *+ v i2 + vt<2

6' " ?l 4

,- -/. 7.-' I .;a

w _ Chq. D.W At.'t

.9A, S S.3 Js330.7 32.2
Wl9 4V. s,

itq797 ,'Id.Sfe 3¢..J 3. 353790S/.9 Y jr.2 10/ ,2(,. /rV3 5I 9. 7 52yw.? Is.7 31.3 .71./

0G.C t _3.0 ____-_. _ _S- _._3 _J7/ -os.Y

q77 't.3 9 I 31S 3. V 3W0.3 -L V 3i -//3. g 73sI.I0/ .7 ; ';F7e
eS Z -/. / ~ YW.-/O./ t31.y -y~ VS-x/ -0-Y

eaS-03 3-I 7- N- r o .

____ _ _ _ _ O 2 jof -.1. t36 ? 3 S i 1s- V.7 3 __._ _ 3.7 _ 7_ ___f__.__

/071qf.7 l 3k.vy. O 4S -7.2 9?4.7A2 7

.. 34 1 93.7 3°/ 3f3 3W X-a.o ' 97 /3.1 s3.i tY 9.9 3.7 2 9f93 717. W. ' :I 7 3f .77
/M~~el.; s/y f~vl(.1-1.3 / 30. f -2.f I ,7.

eSi" -41

oq2 4 /-.o6 9.3 '97./ /W AIC. 3S-.7 97?.4 6 s-.7 fl31C 271 15 -31

Im.4 7 -o. I "zIZy.7 3it' -4.9

C-. I .t Cdf

0u>s- .- I., oa61*CW.
YeZR

NOTeS: (C): PAAvsiee -6 wh-t Felei&I Qoveiamewa
4

la64 woulA hot. +o
4.1e4 f

-the de-rcas .hal beem oa1j.s*eJ oa, ba 6is o( fle MO.q R.4es of
ipxekest a...A 4te CoRaesfou.ibx c q wkid, co.IA Reaeosa.6I1

to,.e bee" Pe ̂ ecr
4eA ij eecee4i o.zl eoaoJlues.

(t): Coesh&. f+' CIatoeR Is I JDIIDRS.



513

-4-e Eor~ornny cnd -A .e~crcJ Debt

Gross Xohcooi ?rod C.cr U'.I,L4A., 4 ,,g sr..c r ; . s fL+

, 3 4 5 fi 7 a o ,. .2 ,3 1 , .4 ,7 ,.7

5I __ A l :. T ff ~fIn d7 s'Cs i

'1 c. -4> C .
c 

0. 
c.o 7. . Psr t~sfld r

5
>4 Toft Cowtl a8~ "" ole;'G

*4t; .~... .. coj v s . ' 'e ....., ~i..... ci.. o . C... < c4 r1fr. ,o~ t t, ...... _ '..

"i (di fW;.' 94Y S o as.o 9110 t *94. 1l.3 3, r .t2/ ".C 6.S33 A/V9 7Srs 7. S W32

__ ,7~~~.S','32 S7 A.?. (.2Ja 7 A? _ _ _ _ _ _ _ _ _ _ _ _

iqlf791.d 9. ,/421,0S 1 //.W, SS #9 f7s29 gS /.I C-Y C.14 A -°. .7?1 r0 9s7s9

_ as~~s-0<^7 33NZ.3 73 ",v~s R.?
_ '5.?Y ,d 3 M1 93as7#Y. _______S

q97 #2s.$ ea WOO 9 -35If pw1/ -t . 13.5 17.e 9.99 9.07 6.01 A/I7. S£2' 77Y9s9'

_ i7373.o !s.7 2sz LC.3 "t.9-0. _ #.1

I'l ,3X9/.'1*1 96. '3S7V Af9 '2872I .7 .t6 9/.t Y.9 1.7Y/ 7.e3 7,/2 A/. 1.02 o S.2 5.7J7/

_ ' 7s>7. 59/ ,3.( 7Ygo-e.

q7 jNE3i'.2/S.9 7 .S9722wi3. 13.2 17 72 r6 ,o.s ' 07.17 .06 A/A. ,,o 9M.J5' s
_ 97.3-0 .6 e s-A3s.7Y -1'.

Iql 7 ,#7240 H. S 791tl3.l Vds12l 7-.7. 7P J1.5Y J.S r. 1 2.4 A".A. 1.16 9 76.7.

_ 7y~~tS -s o ;717.1,3. 61 9fY3. V S. 2

4e-7 ,i,1.#e'. Se ,7aES/ /372/ I 7. .7 srsoo .17 As.A. 6.1y J7.6 4.3

_ 0. 7tsY .5 2273/3./k 47f3.X-3*3 I 5.3



514

t-4e economj awd Je Federb) bc6bt

o S- ft-d-J b C6b

Iq .0 Al J E A3 .Jt JS 2L >7 2R tq 30 31 323 34 L 3S 3

eev 7 7>.tc tP t, 7 * 476. q.w.Ra~
Fd-, -Obl r-4 D~~~~~~~~~~~~~~~~~~~~~~~~~~~~bf ~~~~~~~~,.ij b, F." e..~~~~~~~~~~~~~~~~-.. ~*~ a *

/bR t >> .~~~~~~~e, ci- r. _......,, p r§ ~ eC s

iqc.q 3Stl7 0.7 3J./ 34 7 Al .- P_- sgs t ,l2 5.t s.6 3SS.1v3 flI323 3/.
MR3 -z.2 ,rr -O.e' 703. 2-.. 7

I q70 37z.c qIt 3 3frasa u 4 .fl..s31 5f Sty 1../ S.( 72 YS 3/12 12 NV3.o .0
Anf., #4. -ofIl -l.; t.tf2 fs~ /

Wq1 r 0 s/OS711 J7C(3 2V9 36s. VX/O 33.? 31.V CC.9 S3. 4.s C. 2 s.7 33/oC.C 4.r33. v ,f.
__ JVS__ o2. f 74C1 -1 . 2f s f .3 e06.4 f

71cr 4133C fC S/ ~ 3CCsV 4 S- I 30.6 -79.9 qlj.7 -VP A2 s'.SrS.C 3C3 V'7. 3 Z1M3,F. 6 7f)
____ K1. f7 7V.;-., 277'.3 _______

i'73 -Y'4..2 f V 3943 I 3 S7.3 I/ ,S.7X.5 6 ,S 3 '.3 / I. s.7 s. 312 62.0 3s 4o0 ?I./

{q-N #h519..2 J31/ 31. 0.0.3 U4. 6 ,r J1 V 1652 ,.7 rC S.2 qoI/3.I t3.9.P 2r4 F
9W234 -9.2 46-7 NO.6 ;t 7 Mf9-vs

97C sf3.3113.1 JS333. 3*.6-3.7;/.q '.9 SY3 /6-I /5.7 S.S 417 V ws.7 4'5;>.2h7.s
gSS f3.S 6V, si//.f s 37-S,5.9 f

1974 03,1rS s/.36.X3.9? 3.3-V.0 I9.0o 99V -0.7/s0 s.s s.o ISj s-. ro 3/.0 7.9Z
___ P/S.I7 19.7 I f'%3- t.R F3. J 2 1006.3



515

49-e fEo'Oy cind AC r;7Cecd Debt

'9;; Ac a .? n r 5o.9,S1/ 32 ti g., ic . 5.5 f a .q s'. o A"i 0 ? .......................... <!~ 5.3 3yX

,qi, 
Sk.4

og8Js5 3t.17','54 9 v4'% .t'. 60Z6e 13....0 J .I $.1 79S3./I 3/6 40. /.SiA/ . 4,157 /.63S..I

_Y 4 t.0 1 .0 .6 3..1 t ..'

'4D s~ 63/6 7 .7 .°06 C 23., 4 3 sRo 1 8 4S 7/. t. so 84.s'. AM 4/7/sS .SO 4'.635.A

_ £;1v 7 7{. 3.6 / 0~7Ho /
4s 69/ #1.4 f S t 29 77 S. S 1 '26 S1.0 S f .S .f 3 ./ 3.7J. 9.7 A/. I. ? 4 50 .4 3C 35

4q 96JW~-X. III 52'? 3 4 9/9., vi ji / 41.1 a 37 A/.'- 3.75_0.6 6v(.0 743 3.A. 43169W.0

'1 - 56 5 . I ? .& J 3 ,5 9 6 6 ? .7 M o.0 , 6.I 1S .0 3 . S 7 .0 4 1 . 33. .J/. 9 / i9 . g r o ) 4 .6 '7 3C .3

0232 9 '0s? 34 6-2210i-5 ____ O
_ 273s'4~ 97 292942 s3. i 4o 17. 9 . 3- A s.44r uA. 6.22 6 3' .03

cf(.s 69/.o fl t.4V9, Vt s. GS- s 4IS7,3 |S' 9~ g s' 4107 3, Ss 4.27 A.,.° 4.rS' S/.7dyl;

sqf, 97oCO0 -7.9G. 07e4C- 70s S -Z V9/- 91,, V, J. 15-1/.I g 0~7 Al.,9- .S. -S3t 3

_ .2Me. 6 /20o o33.1 J6 032% .. G f 4 ,V

12 .17 S 2 193.f.6 rt S S6.0 3.8 .2i 3.33 
S..O/ C3IA

'q(O 8737( f 'S. 2 Sz SS5.77 11 2 530 H- Y/ Z° S7.Y1 3A.6 s.CG s*3Y s 4-7f.^ 4. .G 7//..?

14s ' ^Xgf/ 9G. Y7g' 9 1 F3.0 / f'6a 9.3 as9 f.7/G.GS G-V-f 7# %s- 7.,'V2.31

_ / 2/74+ S/". , 7 s/,t3. /v.3.11" s-1. / >
7



516

-4Ae (conon 3 aid +Re FederJ ) ,b6t

ots FtdhJ D C,6t

q 00 r I a- ,r , - I - G 3- 3- 1 - - s1 3L

- __ _ __ __ t .J ,4 . -S - 0-.

a".3 -/.C _300 7 0.9 55A7 -/. f-

?tq f/ -/./ 4-: _;7_ Rf ./77 OA/.3 Pe 53 _17 _7_ _Al.a * _ f__I y__ .
BV3/ to.3 _ i30.0 A/,' /J'/S. 3

I'qCUL' 4,9 ,L/.7 S 0 fZS5V S 37? V- J 3 V 59 Jf-Y ,o 473 f.73.7

_S~~~fS ________ ,o.I f'.O _____ ____

jqI-1 3e3 '3 // w. 39.1 33 ,'.'o /7 s .f s 7. A/.(i Ps 3 5 s-3y q
PVr.7 fO 7 1_ i.1 #4.3 nr.C1-0.9

ici(4 310.1 fP.3 v/ Vs. O 35-3 Iff 3 //4fJ- aS s5o f;>z. slcV3.0 3 P
rs,>f yo- _1 970 i7.7 -7ss o

Iq6S 3/#S /.St YgS 3. 3S3 o3 /-?.S' sc.( sys 3Es oXfAsY 3297
SvC./ -o- 7 _0 So. 7 . 7voI. v-.7. 0

?337 -/. S _3O'f9J7SS,.

I q(7 s5t3 ,,3 / V).Y Vi 3? I wv NtJ S-9 s3s ?tyfsst-r<63
-9.S ".&, _- -/ 7.. 7/-

A60

lq/,

?*".3# 5 7 40// 31.
rv?.V ,'.3

3S07 #37 3./ 3C.7
939.3 -2,.Y

5Vz70 w0.S WS~ 4.0 st.(
'ae.l Al/

4s23M.8 /4 ' St r.
69M-o V

.7S.t 3#9S V 9fT.3y$ 33.1

t3,.3 (.3)7578 .7 .7 ilt3
_ _ . :

w_ _ ., _



517

eonoy /f/,rf

I 1 3 4 5 I. 7 8 q

5$ 88. Tovthi i Ce& o C~xio tMI tb__u__
c % l % S~t~t' c~. !'/4 Cc.--v it 4 C...o'I*/- . .

(el )C-shz Ch.l A,,- k6 (c.. O.- -c.w (t)G--lu .6.............. n-.r, (tC-esv- C;, .r J

cII7 '4. 16 /3.9 S.s- 343 3 6-s4 iF 3 9., 23.2 2373 r/. 73?J
_ 4 3. 9 't I 9v,. 3 -oV. 3.3 /d.Z.S 1/ 2

278 5°. 7 t.2 /33 f/ 37. 3. ,rq 93.2 o97 2, 7.5 *7.3. 73.
4C79 -0.9 V93..a . 4.4 *.3 341.3 */.3

i979 377.3 ,. 7 TS.- IVs 403.2 Ir .S ,02.3 /7- .27/ 271 3 'h 9 Y 7.
a4C.4 -o.f ,or.2 *1 / 3 3f.4 - / 5

/C90 40/.3 /33 /.3 /3.C. 414 3 IS. M//.7 72 3 J7 2 P7. ( A5- 72.

4 S.9- L.....7 . 'A.0 *o. a23.. - j.3.

4.35. Sq /4.7 ,2.S- 4. 3 S 9/1 F f 7.3 279 J3o 7 f .S 72.3
_ 4 3.7 -9 4,9 123.8 -*7-7 , 9. -,.,

!82 447.2. *3 3. NI V99.4 ,4. a 4.O. *3.3 37.9 3 .3 f 73.1
4319. -1.4 _.1. . _ 2.3 -1./ 3/7.2 -/;

4 3 7. 4q /S.0 4.2 407-. IS.C G 07.0 .27.1 .274.23 *35 72a.
rq71-3-I 4/7. -0.1 S 7s-.I 124.3 3 1.1o 334. -I. /

I). e 333.o *; 4 It.- I. r.3 323.2 17.3 7°.0. *2.5 .. 0 223.0 *07 74.7

6'~"'~ h4oW -0.5 *21 //.4 /3 3r 0.0 -(.2

rse /6S5. 7 3.7 .J5.r f (*0. c 0 35.3 * 4.3 .7/. /30.5 / 3. 753-
930.3 53 4 9.3 2 1. __ _ __ _ _ 93.0 1 /. 34333 12.0o

No+(A A

(A) Ad~.OoA M. S.~pplj ~o'o boo. o.o-oe.ka 0 4.t J--7(0+ 04 Oo'.oo 3(3
( P- 1 7 - ) IOiA 1-R.5 q*I. bq 4- qoor o*coc of I. /
o 0 l O.3,s /o ) Io.o

7
'oU S Aoto(o.,d odjos/kd~ .ec o.qt, d

J900 *q plao4.

Iolo.Iud.* 3o.oA^ do.
7
osk Q'234a; o. sqj Or '~i 6t -o Or qg7)o0t* o...t.obi........................... htl

-ots* ($/7 Bal -07 37. '. % t o. o& of qSl) -*d o..Bo.K 3'O.CI.. ChI*ts ($04 B.),
ao s7 .s ot cod -- .4lt)

(3) Co). dJ.0 C. ;q. d o..o Jc.s of o.I oo r r . do//Os

('3).3 *7O o^>

13I



04 .5 IG 1 7 *'S *q Wo 11 ax 3 a4 xS' a& 77 -P *q

Cot. :l~~e~n CV,. A& V- -4' F) O.. A1 k CA,, r- ,,clX

q' 717 S'~ */3-0 62-4 S1.5s Jr. 12t 1 z.r 3r .= e S -Gt / t 7 e O.. o.

3 SY .3 * 6. ".3 -. 79 -t rA 4- .9 .-.C . 6- O. 9 ~
"fO6 9 0v o.Py ".4 R- 116ro7 ,o.6 J.1 ,.IR @ .

Iq79 15Wo. 0 137 63.1 +t! 4442 4-f -.S 4// V W9 '-~ ,oo-s 1.7 I; &I3 - V.o O.V

IP93. / ,(.I S 5 7 eo. & -7 Mo 9 t0 Sy J.2 1.7 4`4 o../

iq go 17'5; ^ a "rI s,., '~/lZ -o Wa.7 .3.1 10.; 4-7 1~ zs , -T ~
gs/.o ,3. Vzt-s _s, 5a-.3 Js .f ~ ~

/qI7,17. +1- sS57 SOX J 34/ -7- 7.. 397 -7°. .4 lao -.7- ' ^ 3

/t -6_.9 4o.4 -14.9 3 4'.o -,.9 w.3 _- ,r o..

I92 17.; 6'eS s3 $I- 7 ; /- 1 -9 r4- 9.1 -o4 II/ 1 , 134.7 o
(fu)t,6.s Jt -1 . 46. . V3 -3.3 a . ..r '.4.3 s

Sq, /ss S f./ 97 6--? f3.^ 3?.2 'J'? -oS St l-- 1 -4 Ao ~ zo 7 IS'{ +721 O .3
A-41st /* #S. G 1#7 /7 ,/ 7 a .o ^ a. -/< 6.1 o..

I4x1o z 9-13 6SS 1 St.7 35-1 17.1 wzt I r. 1-1 19 ...4 -2 4 7 0.41

z~~r.R #So Sf.R ~~~~-I.S' j.y S. -3. 3 A s-4 o.

,O t 4V 3 f 71 62.9 S st e 1o/. r .3.0 P 2o+.9 33 J I 3./ J.O0. O- FJ. O..0

rsfo. t ,,13,. I4. X7.$ *sso r......... SI, . ... .-' Fo.1

So~~~~~~~~~~~~~~~~s: ~ ~ ~ ~ ~ tj6jU

tF ~ ~ ~ -- P-:AzvUItL55v~ss3Srzld~At .~ e.h¢av&oX A

ovwnqWFeuevth~' eeeee^3 Yc..b-^t dzOA;i~f t OtYw~ y
1%q^ vc , ol ofbez .-i _<-b^sodoc

jZ"-j e -41 pi sos

(r z fr~~eketeetes50p f %AKdti.4,){t AACsf .

t lg,|q75R &.S7

518



!~.)C-1- C6 A- lj'G cGm. ' I s 1, C-kS e J,

dqo .3.T tS.9 dl.t ;..S &I.SPl. i qq. s +L.? aa.. 585.7 tS 7 -79.o

_ 9 .I t O947L _' 10* 3- . .t 3' Gs,. t;

19lo al I.a t-3.1 ai.3 tgs , t,. q o0.* ,7 t- L. -'A . 143,S *4 ° 77

4LJ.0 _ I.S' 4 7.9 /0.4. tf 1. 17.7 - A.

19 71 wIss +5 °. a, 3s q 309 I.S 51.1I + 7).1 +4.7 /74.41 +* G7 71I. 3

LI 1.o + 1.5 974.,7 I.L 3 * .% 3C1.A t l'-

19 7- 4|1. t7 ~ --'aod /9- 3 A 4 .7 I). X 54.4 +4.i! t. I §97 *7-3 77.5/

. q3.4O+ 3.1y. 0. .73 t

19l 13 ,5.3 -7.. 1q. t ,a.s a-553 12 S.S.5.3 +- i, aa. q 2-o.. tU 77.1

14', . I t/- q 'I 73. I I ,;k a ta. 37 *- - 3. 1

194 a.7 1.;~+5 0 ;0.o 17.S +797.9 /0,.0a 4S9 9.1 a3.8 a0.7-0 +a.7 7C. -

473A -3q 't #S.9 q . to7 3 o. ? - 4. L.

19,75 ;9L. t.b 18 s. as /7 7 70.9 t'7. L- 3 .,S.o {A, 0 -#3 75.

_ 4 qS-.; Ay. I qSU. 13.0 +o 34). 1- -5

I97(= 301.1 +57- O7S IS.gI .3-1.7 /7.0 D 77. 7 t9.1. X6S.8 9 k aa 1e -Pr 71/.a-

*55D o +o. _A -Yg? 7 1 i .7 i, .a a- s .3 -o S-'

519

m~onc~ supply

I A 4 S I Sr ' 'Co , I 2 3



520

Mone". 'o plp

,4 15 I. 17 3 ,q 7o 7. 60 o3 64 62 . .7 y 2-
_!I(/enj pp1j M;L-rJ 64t.6 -6- &oo- 5ro O2 403413 ooo

/ t. 7, F-P Cws / 7. Z4 Co 7 7 7 . ZJ, qC pCl /I,.,
)'eAR _________ ._________ - e-a T ,. "1G k.~ - 2 ~ AYe- ,.c^ .Ael -s '" ~. r.^ . cI&.rk,,,,,4-ec g

69(0 9 5T33 +S.1 *I.S S.S. r)0. q fS4 134 1 .t5.D /3.5 '00.7 l.7 l.3 t .

1
970 *.7. .4 4 . 6 . 7.1 s I7 i0. I t3.3 13.3 zS.3 +3.3 j.4 /00.7 3.- a9 09 -37.0 o 4

1 394.4 .Fo -. _. 04.9 q.L 4. SI. -30.1

1971 1.34. +--.I, 43.5 S.2 30.3 +7.S ' 4 A3.., 4. o. - 0.0
. 144 .q).'7t+ 7.5 *3.0 4-3q '44 q3.X. a.4 q. 0.4 -Sq.7 o.1

I97.7 770 1 + 145 '4. 7 .4 )a.'4 *-.9 Is q 3a., t7- 435 00.4 L.9 a,.' 0.3 -03.0 O.I

1973 S4209 F7 9L3.5 " .S )I.4q( r33.S /a- 33.3 +-"I ,'. /oo Js ;34 4.7 -,o.t 0.7
4 59 I t 3.5 4a.L -3.4 3.7 L4.9 -,5 54.0 A.a l 0o .

IC7i4 393.°. + 4.0 .S..3 53.4*3L.3 +..7 43.3 34.5 +S.. 13.4 /*e.1 AS X.q X. I0.0 0.g
15 .'4.0 .3 4.3-7 F. O4.1 3.5 0- O 4 4.l 3.4. 43.5 0o.3

Iq 7(- 1f o:. +,X( 343./..1 -a 3 34.4.3 -a.3 44.1 /00. a.o .g 0, -0a. .0.
44.. 'F4.3 54.4 -7.3 5.4 34.9 -7.3 3 .4 .4 I5.3 0.0



521

mnonej 95urop1 .

5 t- 3- 4 s 1 I 1- q *a 5I

. . rrqSp Ai4Goeo Ad7s Co - p .-4iowq=.
c^b ,,, ..4 % x+GL.° CoCor 7. c~i /t 7.t C... .sl 7, Z41

C0 C5... c i~. __ Q5C... N..o t5Cm. c)oo. boos u s G5rn._ ¢t,, Te. .,

t9oO tO.15A 1- I a7.9 a50 C MJC 0-.0 5-A " .5 ,53 o 7s5

q.-7 -6. 45 t - 5 301.5 -5.5.

q qg q3 -a1 2*-5 /4. C. NC 3.I -0. 30.0- ss6.3- t.S ,99

_ 1 s. 94. D - 05 33A. I t 1 5

9(D; /7?.9 -S 5.- A3.7 OC- NC. 301 +3 q a&o.4q 1075 ;-3 1 .5..
4__ >41 4-_ 95.5 - I.. 533.9 -o.S

9(o3 150.q 43. aS.55 3.;0 NC_ C.. 35.5. t5.o - /a 12O. 8 *:. 79.3

,s.3 5-5S 8.- t34 337.0 tt.0

k9qo4 - 59.3 -3) oqs -r.o JC NJC 33.5 at; . 5,4 .8 3.3

_ '355 1A-33 9a.5 1 94-4 343.- t -. 2

'19t5C, /&S.5 4-.3 03.9 33.5 .; oC. sJ +5 '4 3%, sO.¶ t4° 79.
4qx +- f l 5.o0 +3.0 3.49.3. t l-.

l9A. 1(7.7 t4.5.333 0-05 iC- iO C- 37.5 +L..- at.1 I 535.0- q..X 78.13
950-1 ,.5 97 ,7 ta.3 353a +O.9

q(0i7 17.95 i3.9 -- S 0-5. A)C. NC 3CS4 t 4 5.5 :3.o 50. .s 1 0
k51. *1.0 99.8 t.:= 359.9 +O.7

%(
0
7 iq3.5 I7.0 0-3.0 0. I P NIC. //A. 0 ,..A a . /.SO, 4t7.1 ?g

' .5.3 I.. 100 . +.3 37. . +0.2

194o9 ao3.6• i-59 J3.1t. a0.8 a.o0.s X.5 u. ly --.7 0..o /55.7 +s. 78.0
'bSq.I t-o 7 576.0 103.3 1 3.:L 3.5. 9 *.3.

IS '3



C1 O),. Cx.A. . w-IC~. Cls rmi 7~~. .TRq _T,

Iq~o 3S@70 +7°0 &a3 55.f 19.1 +3.' I30 il.5 +q. 3 i3.4 1-.5.¢ 3.7 3.3 -c, ._4.. I.
79q.3 0.(.I sso+./57S5.7 +3 3 S.S ..a -U. o.0

IC16oZ +5.? t7.7 .3 Si.5 S.q +3 7 15.1 19.9 +3 1 13.5 I-a1.; 3.S 3.>ol 3.5.
_ 7St. 3 ts.7 65.o +I.9 56.5 51.q tl1 3 S.X.I 3 .

1 ( 3 5so- * +SS #A.oSi3-,, 17 lIS. ° - t.33. o .^rD+O

-- - .- . B ~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~_ . a _ _

_ * ___- _ T . >t

522

Mlonct4 5u~ppl

14 is Itn 171 8 Q - 1 , 11 - -. zd - -L .. -1

o.3 +;0.

>.89 +- Ax..

yll-'/ t7.9 4.,7 57p.

1,33.5' + 4.3
.M. +q.b IL.9

t6. T311 -l S

Iq ql .

19G&S

I 9 C

'947

q 6

0-.7 +q4.o 13.1 /. 3 3 3.0
CL. +15-.

4'q-t +f 1

1)iqs q s.8
A-3 +S4 la.,
.17.A .:2.1 4.,t

~1.7 +q-t IS. 1 /.l.S 3.1 3. o

;A- s +S.I 13.2. /o.9 3.0 A.S
57@4 +1,7 q.r

1'S +SS.OO./.

o.l.- t3S./ oz'

6S.S I/

4'q74 +(,- 42-7 Z-2
10.35.1 +3.6

5S./- o7.4 *3. 7 41a

. jL99.3 +q.3

55/./ +*.a 4 3.1 1,13

.133L.1 -3.

)af+s5. 13.0

sst+sq q,.

~Vs, +S.3 13.4

__ _. , ...... .,

q4-o +5S.13- g3.. o.7 3.o ;.1- --; -717 °--/

2IL/ +g.SS 13.4 /01 2 3 0 x . 0./. tHDa0 3
L 3. S t q . / q 7 q t I *O O .I

;L7q 4+5°0 MrIO/007 a.'S -2-i 1. 7 n; a o
63.a-o.g 9 .7jlL+So

5g93 4 tS.7 .1. sq.d Z +S. S >3. 9
./3sq.S +o..( c-.7 fo-J q*7



523

W i 5 Cred&i- ?ry

5o,_ S ccpoA QoGo, <2nn*c ° Ks)0o- Gov#,.-,em-i ->cb

/ .2 3 3- 6

078 A%%-* / qS4,W, V3.1

#....,. .S1 * P1

'917 473g.' 1/3.= S 91.9 sq.

45/0.3 +7.4

,cq7P jqgo.q +13.0 '+f.3 4.S g'.c

'119 .7443.9 *13.2 71^^J 93.'7 rs.-

'7 g 9 ,0 'I # /3 /3' 1/0

'V'- ono~o )b - - - .. S.k

1931. Hi.0 /.0 S/.O Y6.6

10et7 ffoo

,,OSS f/4.1 57.3 D.7 4't.

'58.9 t.3 .

i.99g.*Y +.3 57.1 Sst V/-S

Ise-/ tf.Y

MIA,; J/s.^ /;.o
300.0 4'0/0

333.S 010.5

340.16 #1.. /3.0

s7.rA & 1.Y

l.o +9.9

WY.S 7.1 .

,0o78 0,3.1 '9'9.9
,48 DD7ff V -7 Y

t980 ?-q4d.3 J9o51Y.I 93e8 973" "/Oa I *0 5'7.Y 5f3y V7.k 305.6 t-,-- 10.5 /D197d ts.1 /S

. 1;50-ldJS-S3-. -3.S J239- -o l

1981 fMSS +4.9 •/'0.5 8s2 '72, /Y3.to t9 5A yf.3 W33 330.5 tSo 12-S',/2/-2 #3 '3.1

an7M~~k -3 9 - Nfo 5~ -SSf 331 Y -3 S ,s 7--

I9 0J.I 1,'0.f '9/3.0 q0.4y 3.0 84'79",'-' 5T/ '149 q s 7970a .123 I.3S S76.V W1X. qAS

7Dl 7 4v/.? 0.17. afI ?* 33J-. 2 t./ IzS3.7 f3.

< 2.37
0
.
6

,'3.3 1. 13.2 3.4 S #3.3 ooTSq #3.1

t? 4,o N./C. 1- - _ 31.3 tS.0 - /.? 4.0 64, t9.J - 15.1 tq0 -

A~rl #1/.N. a - - - - 9l1.) 1.. - 113.4 l 6l _ £40.3 t.I -

NoWes (t) Cows+oA qf g $ R~4eR 1I91 4I0II&aS (N C): IO+ CDMnpoe., ( NVA): No+

P~ *vo- T oble .

-P C-1- -'

:>)-9 -4



524

fls~ttA~t flht/./ 33Jj 0 .j 72G#J t 3t4/vj: V

4 /'
9 7 9

C 0 . c i .' s /t , 3 a 9 * 9 4 t , f ^M S a g ^ .Y 3 j . Haw o /V

AAc - _ - MA. _ - S, _ -S.3 roCs 73.! ,vo.9 -
we. _ G _ A - -3 A,.j - - tat. #9 - 43.9 -..G
ES:o. ua) Co.Aiebr W q.s (NC) P.J Ieoi, (PA)



525

tO \ 5 Crrec;. - roxy

7 , W .; ' -o : oC 5p 9 2qor enis U ,A - A ov "e er en f e i

r, . I I. I If 9 c~O / 1 e ,, - , '7

99-166 0 - 82 - 34

773 0.3 tir- 84.7) 86 VS63 le. 66.97 Yd. -9. 13. q7 5. - '32 .o1' .1 ,/.1 * Yj.

IcII-9 93q.I / .g3 . 23/.5 +0.6 VY.I ?Ws. +5 .1

_~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~

ici1o &'oS.7 #3.9 330.6 89-4 tO- 7I3. Y1.q7 53.S 9:.?7 Y3-i )03.9 #3.1 /.'4 |.!5ti +7.1 4/.9

_ /is/ .Z~2- t .7?o /001. ^ S5L F07 7J3.0 O t/ -

1971 393.g t96 3dRo. 12 a4 ./A 2. .lI. 9/7 3 //O./ J4.7 //. 7 -37t. 1/.2 -S

-/.& f.Y IO59-1 ,S-I 19y 449.S 7 930-3 ,Z.o

I 7a /z173 o-117 337.Y Sa14 61M 5992 #/317 S5.3 V/e Vi- |J4Y.2 *1/;. //-9 VJYSS +/ t V

a.? 9 1.a 0 157. 6 * 9.4 64'9 l O.9St3 Y/o/ 9 41.7

.7 3 1191.3 ^ Ht 357. . t. RS., .O3. 4/2.7 5S Y Yta V7 10/3.7 S. 7 . 5D5.3 /.I 9Y.3

,/I,/ " t/ 7 . 123b-5 t.;721 /q f 9,;/.y O. S.

19_7 /,,o.t I ,96 37%- 90.3 g3. 746 7 f, j SS-2 11.3 YS.? /s73, of-S' /-73 SY-1V +7.9 Y2.1

1973, t/G 9Y1 39S.6 9/.7 1.4 753.t q. 7 S3.I Y:. 7 Y13./ jsaY 3-.a J/.4, f/.,V IZ6. 'Y,2.

kD-I; 1.7 o-8' -Q.73 ;S8- . Y9 -.Y -1I-/

I97(t Id5311 O+9-S WA/; YO-Y a/-J SVO.Sr f// g O14., W./ /1?7.Y v~oz //.7j ,/./ oi/.g Y3.1

d?336,.3 t-3-6 1;2719 t5S. 27/-7 -19 lol/a -4.3

NOTES (f) Co sk..4 qtJ 19i doI I iots' (m C): o+ C.,p+eJ, (N. A): Nof
Avplo.61.~I



526

b) I S. C C&ed c0.syo -

Suw% 0V ?)rvco'poJ C2o-pone,+ 0ov 1Hcvt Cvev'Ier)et g
C-F-is 49 Xc;bJ/l . J D - ____ ______

/I 't - ., 2, - a 3s 24 .q .l .7 30 3/ 32 337 .9'

_ _1__________ 41 _ Os7 _) _ . O_4_6 __

m29. 4 #j ,j3_ . 9 .p t /t'.. .s. /*- .2 ' 7 YS

1970 J77t. 'b7 Y JAY S.7f Pg.t Pt. al. 2 ?/. .7 AfC 1D./ I AS 7. 9 /5 11r A /3. S

_ ,sO./ ,'550s m/4 t39
2

1S$ f23 A s r sj .
2

ICi1 30/3 .4.3 7.331 9/ 390 WVA6 A3/ 339 S3 "P.O odf f#3 -o. 9.0 /.71/ "V. ,3.7

_ 437.f OXO 44C~~~~~I.S ?- Is.2 o.V/ xS- A. j 2to -s. YA~

i17A 3,96 .6./ 30.S3 37f .7C.3 33/l. 3/ 7. V fS.S o.7 79,6-3.6 76 '4 s9- ,/.
__ A /9./o P V.5793"'1./ s 1 9.40-3 497 3 /V3

lq"t3351d ""S' 3010 a%. A 7C3 -W~r, 7V al.d C.1 -//. 7 o.C ? C.YVI.7 P-a 7730o WS- "5J7

__ 6W7./ A..- 7 .7,3 V . -/6.3 13. ,ris, 1$/,',o8

,qlj4 3VASf7f .71 77 G' - x( Wil. 6 P7E e9 al.2 A3 ,4. 4.S m5.S 9/ 6l.( P.9 Sf. o 7

__ 413. oo./ y93t.9 ' 29.9 #0.17 o?. 7e. 9 33.39. 7

17'7 43x9,wf3/,aJ9Ss,36., %47.0,^6jAI/ 36 ,q,5 o.9 ,,/3#Q.o *~i 3,'!l/s.O

19f7S f 30.4 8.3 s.6 /1vg f33. /21 3 -1 . 0ll.1 tidolo -;%9 7./ ;:3, A/dIf o
- V17.34o.x. s 33.6 ,. -5 ./a 46 -9S. ,Xr/ ,.2 #

Nore5S: (f) CowsI+&,4 qIe oReR Jql Ill.s, (W.C! No+ CopW j (N.n} tqof



527

V I S C red'- Proxy

\^ls C-e- r -?., ,P°sn ri-rc De ,k ,. .

I'| ( .o AC. 5Y s/C.- - .b .. 3 Q3.l #1.1 - A 16.7

tsl 2X~~~~~a.j tfS./ q....3 37.6 '.4½ *3.? j9n2 tfS
I. _ #.Ci4 3 A - t 573.- #8 g 7

q 9 (D.1* *>.9 '/ Y3.C 39.0 '/7.5 .07.7 ,q'* t f. '
_ _ atrFSt7.3 Yrf54 +#7 Sf3.0 #7.8

.20 9 9.9' tO. '#1 0.j T0 #13.0 OM>9 toA9
_737.1 *9.a j-.7 tDl. 1oI. ai'.7

allJ.7 0l.,0. y4&.5 '3.3 61-7 #Y13 .7370 oe.0

qC9 34-37.7 *'S.6 '/99 'I#V9 7 64 #3.0 .7 1 "'f

88_.1 _ p7-3 /17.3' ,o s93.3 6.9Y

,q~~~~~s ~~3.S-3 #6.7 VwS. qi.8 '76.) 9..7 3i3l tt.0
_____ ________________ __ 91-.3 A3.3 I92.3 .-S8 P.2. 0 t.7.7

1q)6- .37/. ) 4.3 '/69y 846 6 80.0 *5 . 6.4. -

______________ __ 9Yo.e #33 00. #.3.. V .3.6

'9& S o/I t7 d'-7 4f 87.3 3/1 il /-94..J
_ Ss.3' */ 1.7 f'.'.f 7S8 #3.4

l '7Sf./ Q78- q.. 1 s. tAS tl3 3.92 SIN W .1 .Y 97.a t/3 .;. 0 3 31.? Y/9

/SY-.} I 994s, .x i> I t v$ P. #7.'+.I

,OTES (Ct): (" q XRtR MIo JAIsj (& C.) t'so+ Cn NoJ+ (h.RA):Pho

lP.vail.61le.



528l

otD ! SCrd~i- ?oxy
Sum oV t-&iopaJ Copone%4 o' Con Cover.rmert 7 e6±

/o 9 , ,2/ A2 .3 J .r ? 6 7 a ? 3/1 a3 3



529

'3. ". -3.1 '. -. 3 U- 3.2 -sJ -3 / -1.3 /S.3

a-y 9,q., a . 3I. 193 a.~J .' 1.7 . 0* 7. 3 14*/J' /ll .23 .7 ',/. R

- 5.6 c ..S' t 9.19 *6. * 6. J /6.3 1 3.. 43- . -

,'.o ./0. -322 1/37 .2166 ~ (.7 ,.In.2 1/2.6 ... / //2..

a....~~~~..q
A? ~<e.1 * .? +S, ^.o J,/970 fz ?.. -. 3 -/.7 t7 3. 3.7 /3.

t~~f.S * ,7 - 3./ NA#/.t 6.3 t WA. -3.2 -S J' P. S, / -(3

S , - fo .34. f2 7 3 2. 7 -1.9 f 7.3 2* .3 7. 7 t 7.79 /'. 6

's. al.f 3 2.S 2. .. S 1 33.-0 6.7 /6.3 3 3. 27.7 /6 3 G .

joy-, {t'e72. 31.9 3. S 3.9 303.2 t3 .7.9 /77 9 .1 2 7.1 itS/ t/2.

.09,. 0,. '197. 27. . f .79 414 A? 9..2 -3.2 .27. .2 6 .7 -/p.J

I rqo S.qo, A. .A( I NA NA /*-3 (6,3 /4.r4 9.6 t3.1

,Tq,. f 19 h 7. i/A /A NA VA 7.2 5 .0 ?O 6.3 f.

y, .. 411I .7 NA WA NA 1NA I2 a-.,/ 7.1~. 0/

41l - .7o 1/ 44 IAt 4 /A Al A 4.41 5'2 3.2 3.5 S. ,

"o ~p40'.1. 5.r

90. 7 * S f A t A 3SA M A * 9.7 427 3 -7I7 4/ S /3t.

f 9v. 914I -. I 7.4 sA -A . IA NA/ 37..1 4-5.2 3Re.7 7 3.9 O,'e 6

*0 y't1 'Ii7-lo * .0 N.A 3A S IA NA 7. 0 1 77 3 -7.4 .5.3 /f7./

/04117 ,76/0 .3.4 NYA NMA A'A VA .01 S. 6.3 f3.6 /S./

iqi. ,to' 9.4 C A A IIA aA "-.4 .9 1.1.4 -17 *16.10

S7 776.50 7-Il. g j tJ 0 4 9.7 9'.0 47./ /15//

c,., *3.3 I *. 4 .41 .3.0 .3.3 A1.1

to i. o,5. q74-7' 4/1.2 a /0.' V1t1.1 r 411. ,F. 0 * /06.4t

0.o.ss'f 3.0 1J.2 /Vtt 3.4 / 3 O 35 S.2

'Sj'f. q'77.7o A.t 7 I -A7J. 4/6. t 9l / 7 F37 O I,9

r1 {,-, t 1 to A tA 1A O 7. .0 S t7 S./ 3 t/.P

/,e.,,17 t.61 t14 NWAA t/A t4 S..IO */0 45.4. *3.6 *4.X'

NOTES : (N-A') No+ Arrolca./.i 1c W2ORLb 'bA'1A aae 6ase ow GP wei7tb1t awg
3
5j02

Xe13o~fe c~ depeos;+s Oaf. bmseA 01 Ree.O4s 6~ rP~o3eo'x C-ot~..ee, UNmo4oof.weIj

Io 'S4' 
4 K C ./ is Ut1tft..,t a2vot.7 f/e6.

19?c> f os 'NeS . o t -iteE -.



-e Wm 1As ,itsp B t.u" Mgtt 7 6 X l$,6 iitlSr ̂ -sufm

lli6 16 +a51 1~ 311 +fi 24-s 11H.7 -0.1 St 0 'ILL 67.o tP.5 li. hOS. 21k.1 tim~ -2.4 o.o tS.O Sl4
Ml71 S. tlu , t% I fiIt b41 llla I 146hsS }fzt 4L.7 ti7.0 ns -L1 Ui.| -Im16.3 tv.4, VlIO 11}

111L 1til 'ts 1411 f-s 18 1U7o4 ff0 IIS.o fJ13 Hi. Z2tDit 7,i+Xt9611t.1 fh6 X- u ~
1174 MU, +44 131q -S.l Ilf 1130 -V'7 Ivt70 IMb 131.4 ill. |o "AA 66f t 51 tj 1- f tl z tl 1c l.o 741
11S6 2|1.0 ftq 2lL1 -2.S 11. 1t4.1 IL ljqo bij~j 1914 Fp.1 III ftl5 6S t7,3 -°,.1 -14 41' 8n
ll t 31t tov61 1g3 tl. 1. a 3SM4 Nt.6 #2SD 1i;Il4 181 W l 1. 6tkt PX. KM. t W '
1a711 3iSi, t91 M2 t2D IM, ItNIS tOt ,t60 ii6& hi 1.1 t71 |D1 t7.1 M-9 IlD j tei.l 410.3 *(D it.1
It7t AF.1 4e3 zx-l 0 LD IhS? 1% >3K 34LD Ia4 ,'% ly | Ih t2l7 It 4 16. ISS 4 1.6 8S 81.4
1197 ,9 III 132. -0.?1 M lz : 1. AmhO aX W4S f124 I". A8 d. 2. 29Jt . Jl
1(me 40 ft 4. S5 -21 1Kt Ift" -as5g9 Ah l 7124 90 1 +1 IJ 114~ 130.g f1j.0 J3.3 1.1 81.g

«0AA1,05 _ _
Illo I JISJ +b4 UPS -2.4 54t EInn ftl~ Ubt tIn 44 1R,9 If lto tt 11s9 l -Ul OD +q-1 I1

II *31 1.q 214.6 *-lo. 16S -113 497 uI lt IXDMO XDD bob O 1lq7 tm tsm txs mq~ 34
Lu- 4p.7 '114 li§. +e! 4 f _164 PMQ 514 fM 6l.7 2J 120 15 tl8L f1g Iq~ R 71.
It 4 4510, Wi . -l3 161 116t38 Alb SS & $ 5e.I {2q.4 tOS tI40'5 1 fl/ -I.10 fn-S Fl1 10.7 f

i '414i tjq. US; Mto 141POf16. Q14 Slo 4~7 3/i.9 tbS 49st. g 1 1\.t 0.0 Iqt go
D a tAn FMg -1.6-2 m~ U4 t-1.6 9321 tl2; $ 4 g.D l1t OoS

II1311 14b MtX -4.b 11 16SI +{* NA - NA - K(A - NA --118 0.0 fill9 Iql
l sql5 ZU5' 1 -01. 147 1j|tXS 111 $A - N A - N A - N -133 O0o fq5 11 S

JBYEAK AVERA9 IMo-'W

Cmllil f SI -4-+! ,SXAM°E '4+v +%l29. eql
AtJs RITEj g t -0.1 ItS In I Z.6 tt til tsSt8 4. +

&l~OR 0C10A RKRACU I&D Sq

,._ , .......... |wgllnn~~~~~~~~~~~~~~~~1

530

5RUARC f"A fiz. -
AmwtRwuai I.3. f. Wt.4

Ew4f zrts are Wse4 -A oer- q .k% 16;Ror hth. ar- Nd A -8 z~ No Aw46e. vajuc of 4l- .S .
4ijdt III4 m - \dA eA of Hal I o = loo

EUMODOWS, BUNf.MN )M [NM ECAMGY Of U. S. 4

Nlldll ,NIX
hlMNJIL 9091i

ROMAL Nig P,"1 93.7m fq.: {.
ONd fmlt l. 0. tze1



531

CUMULATIVE GROWTH OF THE WORLD DOLLAR SUPPLY
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INTEREST RATES VS UTILIZATION OF RESOURCES AND INFLATION
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THE 1974-75 RECESSION NEARLY DOUBLED U.S. FEDERAL DEBT
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THE U.S. ECONOMY VS MONETARY POLICY
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THE SECURITIES MARKETS VS U.S. BUDGET DEFICITS AND
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THE SECURITIES MARKETS VS THE ECONOMY
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NINE DECADES OF INVESTMENT GROWTH
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NINE DECADES OF AMERICAN CAPITALISM
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