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FIRST AND SECOND QUARTER GROSS NATIONAL
PRODUCT ESTIMATES

MONDAY, MARCH 21, 1983

CONGRESS OF THE UNITED STATES,
JOINT EcoNomic CommrrrEE,

Washington, D.C.
The committee met, pursuant to notice, at 11 a.m., in room 2200,

Rayburn House Office Building, Hon. Roger W. Jepsen (chairman
of the committee) presiding.

Present: Senator Jepsen; and Representatives Hawkins and Holt.
Also present: Bruce R. Bartlett, executive director; Charles H.

Bradford, assistant director; and Paul B. Manchester, professional
staff member.

OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEPSEN. We welcome to this Joint Economic Committee
hearing today Mr. Robert Dederick-is that the correct pronuncia-
tion?

Mr. DEDERIcK. Deed-rick.
Senator JEPSEN. Pardon?
Mr. DEDERICK. Deed-rick.
Senator JErsEN. Dederick, Under Secretary of Commerce for Eco-

nomic Affairs.
We meet in an atmosphere of good economic news today. This is a

continuation of the good economic news that we have been hearing for
some time now. The Commerce Department's Bureau of Economic
Analysis estimates that real gross national product is rising at an
annual rate of 4 percent during the first quarter of 1983. Now we re-
alize that this is only a preliminary estimate based on half the data
that will go into the final revisions in the next few months, but it is,
indeed, good news.

The final revision for the fourth quarter shows that real gross na-
tional product fell 1.1 percent in the last quarter of 1982. That's a far
cry from the more than 5 percent decline of a year ago, and an im-
provement over the estimate of a 2.5-percent decline made on January
19. and the 1.9 percent decline made on February 22, 1983. Thus, re-
cently, each new estimate of gross national product has shown an
improvement. I trust the same will hold true for the first quarter of
1983 and that today's estimate is conservative and understates the un-
derlying strength of our economy. In any case, today's estimate of a
4-percent rise in real gross national product for the first quarter of
1983 is very good news, indeed.



Coupling the first quarter flash estimate of gross national product
with the good news coming from housing, industrial production, dur-
able goods orders, leading economic indicators, and from inflation,
interest rates, and productivity, I hereby declare that the 1981-82
recession is over, and we are beginning a strong recovery.

Mr. Dederick, I do not know whether you will be quite that em-
phatic. But I hope you can assure us that an earlier administration
forecast of a 3-percent raise in gross national product for 1983 is be-
low the mark and that the economy is going to perform better than
that in 1983. We all know what growth rates of 5 or 6 percent, com-
pared to 3 percent, can do to reduce unemployment and budget deficits.

So we look forward to your testimony. Congresswoman Holt, do
you have any opening statement?

Representative HOLT. No, Mr. Chairman, I have no statement. I say
welcome to our guest today.

Senator JEPSEN. I had both the good fortune and the honor to travel
and appear in the same meetings with Mr. Dederick, discussing oureconomic concerns and our economic problems, as well as our economic
changes with the sister nations in England and in France and Italy,
a few weeks ago. Mr. Dederick was an outstanding spokesman and
representative and stood out with flying colors for this country over
there. We had an interesting time with some sympathy and under-
standing in England. We got a tongue-lashing in France and they
blamed us for all the problems in the world. In Italy, they all kind
of felt that we had some of the same problems and we all ought to
work together to solve them.

Those were, I think, some very interesting and very helpful meet-ings that we had and I appreciated everything that you did at that
time. I welcome you now and you may proceed.

STATEMENT OF ROBERT G. DEDERICK, UNDER SECRETARY
FOR ECONOMIC AFFAIRS, DEPARTMENT OF COMMERCE

Mr. DEDERICK. Thank you very much, Mr. Chairman, both for those
kind remarks and for inviting me here today.

As you pointed out this morning, the Commerce Department's
Bureau of Economic Analysis released- its second revision of GNPand its preliminary estimate of corporate profits for the fourth
quarter of 1982. The data reflect what now appears to have been thefinal wave of the 17-month recession. Real GNP did fall at an annual
rate of 1.1 percent in the fourth quarter. Major sources of weakness
included a postwar record decline in business inventories and a further
setback in business fixed investment. But partly offsetting these de-clines were real gains in personal consumption expenditures, residen-tial construction, and Government purchases of goods and services.
Net exports showed little change.

The fixed-weighted price index for GNP, excluding the effects ofthe Federal pay raise, rose at an annual rate of 4.5 percent in thefourth quarter. This broad measure of inflation was down from a 5.9-percent rate in the prior quarter and below the 4.9-percent averagerate of increase during the first three quarters of 1982.



Before-tax corporate profits from current production edged up in
the fourth quarter by 0.8 percent, following a rebound of 7 percent in
the prior quarter. The fourth quarter gain was more than accounted
for by foreign earnings of U.S. corporations. Profits from domestic
activities suffered a modest setback of 2.2 percent, stemming from
weakness in the nonfinancial sector.

Now based on the limited statistics presently available, and "best-

guess" judgments on missing pieces of information, the BEA has, as
you said, made a projection of first-quarter GNP. I used the word
"projection" advisedly, since virtually all of the data for March
and much data for February are not yet available. We treat the so-
called "flash" estimate differently from data releases because of these
limitations.

In BEA's judgment, real GNP is rising at an annual rate of 4 per-
cent this quarter. Much of the rebound represents stepped-up pro-
duction to slow the rate of inventory liquidation, which was so heavy
in the fourth quarter. Final demand appears to have posted a small
advance with increases in personal consumption expenditures and resi-
dential construction more than offsetting declines in net exports of
goods and services and Government purchases.

Business-fixed investment showed little change. Benefiting from
lower energy prices, the fixed-weighted price index is projected to
rise at an annual rate of only 2.8 percent. This measure should be
distinguished from the implicit GNP price deflator, which is affected
by changes in the composition of GNP. As in the past, the two mieas-
ures can differ from one another. Preliminary estimates for the first
quarter GNP in detail will be released on April 20, while revised esti-
mates will be made in May, June, and once again in July, as more
information becomes available.

Now, as regards both inflation and economic activity, the flash report
is highly encouraging. To be sure. one quarterly increase in real GNP
does not necessarily signify the beginning of recovery from recession.
Indeed, modest gains in real GNP during the middle two quarters of
1982 did not mark the end of the recession. Nonetheless, evidence is
accumulating that a cyclical turning point occurred late last year-
most likely in Deceiner-and that a period of sustained economic
growth is, in fact, now underway.

The recent sequence of economic events is strong evidence that the
recession's trough has passed. Heavy liquidation of inventories, as in
the fourth quarter, is customary in the late stage of recession. This
typically leads to a pickup in new orders for manufactured durable
goods, a phenomenon which we saw occur in December and January.
Strengthening of new orders induces renewed growth in production
and employment. And in the current case, industrial productioni did
begin to edge up in December and the gains in January and February,
taken together to smooth out weather-related distortions, were im-
pressive. Nonfarm payroll employment turned up strongly in Jan-
uary, and this surge was only partially reversed in February despite
the adverse weather conditions in the survey week.

Now the National Association of Purchasing Management's month-
lv survey of about 250 firms, a measure which we follow closely in the
(ommerce Department, points to a substantial improvement in indus-



trial business conditions during. January and February-and similar
to previous gains that occurred when the economy was emerging fromrecession. And, as you pointed out, recovery is also occurring in thEhomebuilding industry. Indeed, the housing rebound has exceededvirtually everybody's expectations.

The composite index of leading economic indicators, which is alsoproduced by the Commerce Department's BEA, and which has beensignaling economic recovery for a number of months during 1982,posted a strong and broadly based gain in January. The index may beflat or even down in February, but once again, I think that averaging
the 2 months would be appropriate. Finally, the composite index ofcoincident economic indicators, which basically defines peaks andtroughs of the business cycle, now appears to have hit bottom in De-
cember. All four components of the index were up in January, and
though there may be some hesitation in the data to be released for
February, I believe the underlying trend is clearly up.

Now looking ahead, the economic prospects for the remainder ofthe year appear to be favorable. Thus, on a fourth quarter to fourth
quarter basis, real GNP should post a solid gain, larger than the
advance which we earlier envisaged. Increased inventory investment
alone may contribute about 2 percentage points to real GNP growth,
reflecting a shift from the massive inventory cutbacks at the end oflast year to a modest rebuilding of stocks by the final quarter of 1983.
With the January and February housing starts rulining 37 percentabove their fourth quarter 1982 average, residential construction also
is going to be a strong positive force. In real terms, expenditures arelikely to rise by at least one-third over the course of the year. Real
consumer spending should move higher, too, paced by increased pur-chases of autos and other consumer durables.

Now partly offsetting these gains, business fixed investment willprobably decline somewhat further. Now this is normal experience
because this sector normally follows changes in the rest of the economy.But with the rest of the economy turning up, I expect business fixedinvestment to turn upward, too, in the second half. As in the earlystages of other postwar expansions, net exports may well weaken.Imports, stimulated by the U.S. recovery, are probably going to rise
more rapidly than our exports, which, remember, are heavily depend-
ent upon recovery abroad. Finally, I look for little change in total
Government purchases. Increased defense outlays will be balanced bynet reductions in other purchases, especially those of the Commodity
Credit Corporation.

Now there are, to be sure, downside risks in any forecast, and thisone is not an exception. As we learned just last year, tentative signsof recovery are not always a certain forerunner of sustained growth.
However, I believe that a repetition of the events of the second half of1982 is highly unlikely. The economic fundamentals are much more
favorable than they were at that time.

First, and most importantly, interest rates are far lower than theywere last summer; between June and March, the bank prime rate fell6 percentage points; the yield on Aaa corporate bonds dropped byover 3 percentage points; and commitment rates on home mortgagesdeclined nearly 4 percentage points. Lower interest rates already have



stimulated growth in the homebuilding and auto industries, and these
gains will work their way into other sectors.

Second, and, obviously related in part to the interest rate decline,
common stock prices have moved sharply higher. Consumer balance
sheets have improved accordingly.

Third, the combination of larger-than-usual tax refunds resulting
from overwithholding in 1982. this year's tax cut, and the drop in oil
prices will bolster consumer purchasing power and spending.

Fourth, as a result of the recent wave of liquidation, business inven-
tory levels are much lower than last spring. With excess holdings hav-
ing been drawn down, substantial reductions during the remainder of
this year are unlikely.

And finally, real exports, which plummeted between the second and
fourth quarters of 1982-really took a dramatic plunge-appear to
be leveling off. Now we don't look for any sudden near-term burst of
strength, but the worst seems to be past.

Now a sharp rise in interest rates could still abort the recoveries
in credit-sensitive components of demand and, hence, the general
recovery, but I see no real reason to anticipate such a development.
To be sure, the monetary aggregates have been rising rapidly in re-
cent months, but this was to be expected, given the introduction of
new types of deposit accounts. There is a tremendous amount of churn-
Ing going on.

As the aggregates return to their target growth rates, it will be
in an environment of very low inflation. Increases in prices and costs
have been reduced to levels that prevailed under controls in 1973,
and in some cases even lower. In view of the widespread excess pro-
duction capacity in the economy, I see little danger of a re-ignition
of inflation for a considerable period ahead.

In sum, I am confident that an economic recovery is now underway.
The prospects for a sustainable, long-tern expansion are better now
than they have been in many years.

Thank you very much, Mr. Chairman.
Senator JEPsEN. Thank you, Mr. Dederick. Of all the known eco-

nomic indicators which measure the health of an economy, so far
this year, taking these first 3 months or the first 21/2 months, are
there any that you know of that have not been in a positive position?

Mr. DEDERICK. Well, I can't say for sure that there wouldn't be one
negative statistic, if I were to go look for it very hard. But, certainly,
the indicators which we follow have been almost universally positive.

Now there has been some distortion because of the weather. The
January numbers were made somewhat stronger, it would appear,
than fundamentals might imply by the fact that there was unseason-
ably favorable weather. The February numbers were somewhat
weakened by the same phenomenon.

It's best to take the two numbers together. When you do, across a
broad spectrum of the numbers, they are clearly positive. Employ-
ment, man-hours, industrial production, this national survey of pur-
chasing agents, which I mentioned, that's up very dramatically, hous-
ing, of course-yes, a very broad spectrum. Some of the lagging in-
dicators, which one would expect to be still coming down, still are at
last report. But that is a normal phenomenon, because they lag the
economy.



Senator JEPSEN. One of the major ones, of course, was unemploy-
ment. We know what the dramatic drop was early this year, and then
it held last month. If you wanted to take that average, you'd find
.movement in the right direction.

I have noted, even by the most severest critics of both this adminis-
tration and, seemingly, those who want to make the American people
feel generally that their glass is going to always be half full-I mean
half empty-rather than half full. Even with the reports coming and
extending from them, there's an admission that economic recovery is
moving in the right direction, that it has begun.

The question now is the strength and duration of the economic
growth, whether recovery will re-ignite inflation.

And regarding inflation worries, are economic conditions and poli-
cies such that the economy could grow for several years at a fairly
good clip, say 5 percent or more, without a breakout in inflationary
fires?

Would you want to comment on that, please?
Mr. DEDERICK. Well, sir, I think we could certainly have a solid

recovery for a number of years without serious inflation problems.
Now what the precise number would be, at the moment, I'm not
exactly certain. There's too much imprecision in this area. But cer-
tainly, the 4 percent, which the administration has forecast in its
longer term estimates, does not imply problems, in my views, and I
would find that 5 percent is unlikely to re-ignite inflation, too, at least
for several years.

Basically, there is a tremendous amount of excess capacity in this
economy in the industrial sector. And our work at the Commerce De-
partment has suggested that inflation is held in check as long as there
is substantial excess capacity. And even with a good, solid recovery
of the sort you are pointing to, we would still have excess industrial
capacity for several years and that would be favorable from the point
of view of holding down inflation.

So I would say, yes, that we can have a good, solid recovery and
inflation should not be re-ignited for several years down the road, at
worst.

Senator JEPSEN. Well, I hear economists and people from the finan-
cial community and other areas that project the trend and the general
direction of the economy saying that we are going to have more of a
permanent recovery and that it's going to be sustained and that we
won't have this yo-yo, up-and-down effect that we've had in the past,
I'd like to examine that just a little bit.

You know, this recession has been addressed as being one that's a
little longer than most. How do recessions end? Do they simply die of
old age? That is, if we do nothing about a recession, would it come to
an end by natural forces at some point in time?

Mr. DEDERICK. I think the same seeds that sow a recession also con-
tain grains that start a recovery. As a recession begins, some of the cost
distortions begin to abate, and we begin to get a more balanced cost
structure. Interest rates come down automatically in a recession, and
this lays the groundwork for a recovery, along with the built-in stabi-
lizers of the Federal budget.



Senator JEPSEN. Well, we've seen in past recessions where there has
been an attempt to print their way out of them. We have loosened up on
money. We have passed all kinds of bills from the Congress to assist
the economic recovery. And we've found time after time-and I think
the records are very clear-that when Government attempts to move

and push and help out and do something to accelerate the recovery, you
get sometimes activities that have a very definite negative effect.

In that connection, what do you think about the jobs bills that the
Senate and House just passed?

Mr. DEDERICK. Well, I'm not an expert on this legislation, so I don't
want to go into detail. But let's recognize the danger that we have
always run into-we do too much too late. We get around to attacking
a recession when the self-corrective processes have already begun. The

cures come late and create problems many years down the road.
Surely, there are forms of spending that were planned and that can

be brought forward. If worthwhile projects can be moved up, as the

administration has suggested, that would be a favorable development.
But aggressive spending programs aimed at reducing unemployment

at the very time when the problem is beginning to correct itself usually
bring their fruits far too late. They also raise the question whether

we put the people in the right jobs.
Senator JEPSEN. One last question. In your view, are the long-term

interest rates low enough to sustain a recovery over the next several

years or do you think they need to decline further?
Mr. DEDERICK. I think probably they are, but I would feel more com-

fortable if they were somewhat lower. If inflation comes down, and

stays down, the way it has, long-term interest rates probably will de-

cline further. I think the economy has developed sufficient strength so

that we will get a sustainable recovery with the interest rates we have

now. But I would feel much more comfortable if they were lower.

Senator JEPSEN. Congresswoman Holt.
Representative HOLT. Thank you, Mr. Chairman. One area that

worries mie, and you mentioned that you felt we'd see a turn upward
in the second half of the year, is business investment in new plant and

equipment. We did a lot of things to try to encourage business to make

those investments. Why is it so slow in coining? What do you see as

the danger there or is it necessary for them to delay as long as they
have?

Mr. DEDERICK. I think recession is the problem. Capital spending is
very much influenced by how businesses look at their markets. So,

desirable incentives can be overwhelmed for a time if market prospects
are very unfavorable.

T believe that as businesses begin to look at stronger markets they
will begin to take advantage of these increased incentives that have

been put into effect. I think it is encouraging that the latest survey
taken by the Commerce Department's BEA does point to an upturn m

capital spending in the second half, a rather vigorous one at that.

Representative HoLT. Well, I certainly hope so. I think that that's

the one thing that seems to be missing, is confidence in the future. I

have been very disappointed that our business sector has not developed
confidence a little bit earlier because, asthe chairman said, it depends



on how you look at it whether your cup's half full or half empty. I'd
like to see a few more half-full people around this country.

What's the relationship between real GNP growth and the employ-
ment rate? I am concerned about the slow reduction in unemployment.
How does that relate?

Mr. DEDERICK. At the early stages of a turnaround, for say, 2 or 3
months, there can be a lag between the upturn in the economy and a
drop in the unemployment rate. Businesses increase hours worked be-
fore they add more workers.

You get a response to rising output within just a few months. A
rule of thumb is that a 1-percent rise in the GNP above the economy's
potential reduces the unemployment rate by about 0.4 percentage point,
and frequently more than that in the early stages of a recovery.

Because the economy is going to recover throughout 1983 the unem-
ployment rate will be trending down. And I look for the unemploy-
ment rate to drop well under 10 percent by the fourth quarter of the
year.

Representative HOLT. I read in the morning paper some comment
that our exports are really pretty good, except for those to Canada and
Mexico, that that was the largest portion of our export deficit, that
their economies were very dependent on ours, and that our recovery
would lead them out.

Would you comment on that? Is that a true statement? Is that a
factual evaluation of the export situation?

Mr. DEDERICK. Yes; these two countries have not been as good a cus-
tomer of ours as they once were. Our exports were badly affected in
the last part of the year by Mexico's difficulties. Canada, our major
trading partner, also has been in a recession.

In general, we have had two problems. For one, the dollar is a highly
valued currency, extremely attractive as an asset. This has pushed up
its price, raising the prices of U.S. goods in terms of other currencies.
For another, business has been very sluggish in most countries that
are our customers. But we look for exports to turn up somewhat tlhis
year, but not dramatically.

Representative HOLT. We are all concerned about the deficit, trying
to find ways to bring that down. Many analysts foresee a clash between
fiscal and monetary policy about a year or two into the recovery, un-
less we can reduce those budget deficits.

Do you agree with that assessment and what can we do to reduce
the deficits?

Mr. DEDERICK. I believe that if the deficit is not brought down there
will be a clash eventually if monetary policy continues to be anti-
inflationary.

Just when the anti-inflationary monetary policy and the fiscal situa-
tion might clash is hard to say because there is so much slack in the
economy and because we have made such enormous improvement on
the inflation front.

Certainly, I see no problem this year. Next year is iffy. But almost
certainly by 1985, we could have a clash as rising private credit de-
mands confront the still enormous public credit demands.

So it's only a matter of time.
When it comes to the best way to reduce the deficit, I'm a great

believer in the administration's proposals.



Representative HoLT. Won't it also be important to encourage sav-
ings so that there is more private sector money there to meet the credit
demands? And what do we do to encourage that?

Mr. DEDERICK. We have done a great deal to encourage private sav-
ings. Of course, the tax cut itself has had that impact. There are the
IRA's, and a number of technical actions that encourage savings.

Representative HoLr. Should we continue that third-year tax cut?
Mr. DEDERICK. Oh, almost certainly. In fact, I'll take off the

"almost" and say certainly. [Laughter.]
Representative HouT. That's good. Thank you, Mr. Chairman.
Senator JEPSEN. Congressman Hawkins.
Representative HAWKINS. Thank you, Mr. Chairman. Mr. Dederick,

I quite appreciate your optimism. However, I don't see exactly what
it's based on. You have indicated some doubt as to whether or not the
4-percent growth is valid, that that again is a calculated guess.

But assuming that it is correct, would you compare that type of
growth in the first quarter following a recession? Would you compare
that type of growth with the historical type of growth in the first
quarters preceding recessions?

Mr. DEDERICK. Well, I don't have the numbers exactly at hand, sir.
The first quarter is a difficult one because it is hard to pinpoint when
a recession ends.

So, the first quarter could rise sharply or sluggishly, depending on
the month in which the recession ended. We have had varying in-
creases in first quarter GNP. But, over the first four quarters, we
have tended to have increases around 61/2 to 7 percent.

Representative HAwKINS. Isn't that exceedingly above the adminis-
tration's projection of what the growth will be in 1983?

Mr. DEDERICK. Fourth quarter to fourth quarter?
Representative HAWKINS. You indicated that, generally, the quarters

following a recession run in the neighborhood of 6 to 7 percent?
Mr. DEDERICK. In the first year, yes.
Representative HAWKINS. Isn't that considerably above-far more

optimistic than what the administration is projecting and actually
planning for?

Mr. DEDERICK. Well, the administration is currently reappraising its
forecast.

Representative HAWKINS. What is the current one? Let's not talk
about what they may do. What is the current projection?

Mr. DEDERICK. Well, the forecast was made before it was realized
that the recession was ending. Therefore, there was an attempt to make
it conservative. It shows an increase of 3 percent over the first four
quarters of recovery. Certainly, if one were to go back, as we have
in the Commerce Department, and redo the numbers, one would come
up with a higher number than 3 percent.

Representative HAWKINS. Well, you haven't done that. The budget
is predicated on what has already been done, not what may be done. T
appreciate your attempt to shield the projection. However, the cur-
rent budget and budget discussions are based on the projections in the
Economic Report of the President and in his proposed budget, and not
on what you may do subsequent to this point in time.

The answer, I assume, is that the projection for 1983 is in the neigh-
borhood of 3.1 percent in growth; is that not true?



Mr. DEDERICK. I can say, sir, that it was at the time that the budget
was announced. That is the number that was used. There has been no
official change.

Representative HAWKINs. Are you saying that it's going to be ad-
justed to some 6 or 7 percent, then?

Mr. DEDERICK. No, sir. Let me say, there has been no official change
since that time. And so that is still the official number.

Representative HAWKINS. Well, you're not really responding to the
question.

Mr. DEDERICK. I'm sorry, Sir.
Representative HAWKINS. I asked you what is the current projection

of the administration?
Mr. DEDERICK. It still remains-
Representative HAWKINS. It still remains 3.1 percent..
Mr. DEDERICK. Yes. Right. Officially, that is so.

* Representative HAWKINS. Now you indicated a few minutes ago
that you felt that we generally do too little too late in referring to jobs
bills. Would you say that unemployment is projected by the adminis-
tration to be somewhere in the neighborhood of 7 percent, as late as
1987? We still are talking about high unemployment for another 4 or 5
years. Why aren't we in time to discuss something to employ Ameri-
cans since unemployment is going to be with us a long, long time?

In other words, we're not too late, at least for the unemployment
that may take place next year and the year after the year after that
and as late 1987.

Mr. DEDERICK. I think, first of all, we do have to recognize that there
have been some changes, even if they are not in the official forecast.
And these changes do suggest, certainly to me, that the recovery is
going to be faster than the official forecast, as the chairman himself
referred to. So I think that is something we have to consider.

The second thing we have to do is ask ourselves what is full employ-
ment in the United States? The work that has been done suggests that
full employment is around 61/2 percent.

The administration's program certainly does not envisage return to
full employment in the very short term. The reason is we have gone
through one of the great inflations of modern times. We really had a
"Great Inflation."

This inflation was fed by periodic attempts to speed up the growth
of the economy in an attempt to drive down the unemployment rate
rapidly. This administration's view, and my own view, is that one must
be more cautious; that inflation, while it has been brought down to an
extent that was expected by virtually no one, is still alive. And infla-
tionary expectations, in particular, are still alive.

I believe, if an aggressive attempt were made to drive down the
unemployment rate in the short term, we would again be faced with
the danger of creating the very problem that we have gone through so
much pain to try to resolve.

Representative HAWKINS. It seems again that you are reflecting a
strange point of view in that you attribute employment as the cause of
inflation. You deal again in the tradeoff theory that in order to avoid
inflation, we've got to keep 15 million persons unemployed for a very
long time. And you again described full employment, you define full
employment in terms of 61/2 percent unemployment.



Are you aware of what 61/2-percent unemployment really means?

Are you aware that it means at least 7 million persons unemployed
and that in some groups, women, minorities, and teenagers, that it
will be several times 61/2-percent unemployment? Do you consider that

a worthwhile goal of economic policy, that we are so devoid of any
thinking for other human beings that we would keep that many people
unemployed in order to achieve what you state is price stability and
you're not so sure that that will actually buy any price stability itself?

Mr. DEDERICK. I am aware of what that means.
Representative IIAwmiNs. Would you describe to us what 7 million

unemployed people really mean to our social structure?
Mr. DEDERICK. If we say that that is the high employment rate, what

are we talking about? We're saying there are two components of the

61/2 percent, First is what economists call frictional unemployment,
which reflects such factors as people entering the labor force and
leaving the labor force and deciding to change jobs; there is invari-
ably a period of unemployment at that time.

Frictional unemployment in the United States, we used to think
was somewhere around 3 percent. That is a normal phenomenon of a
mobile economy, particularly one of the geographic size of this one.

The second component is structural unemployment. Here we have

the problem of the youth who do not have the skills required to find

jobs at the minimum wage, the problem of discrimination-we must
face that-and the problem of the skilled worker who has been dis-
placed because of the technological developments.

This administration is not insensitive to structural unemployment.
There is a program designed to deal with it. It offers retraining and job
subsidies.

I hope that as a result of these actions the 61/2 percent rate will drop
over the years ahead. Indeed, I expect it.

Representative HAWKINS. Well, my dear Mr. Dederick, I'm fully
aware of the discourse that you're now giving us. Some of us heard
that in high school. As to the structural unemployment problem, the
training bill, which I authored on the House side-so I'm familiar
with the training bill-that doesn't create one single job. And you can
train every individual in America and still, if you don't have jobs
available, they're not going to get them.

The frictional unemployment that you speak of and you're very
generous in making it 3 percent to help the case out. But even if you
subtract that from the current 10 percent, you still have 7 percent left
which is not frictional. Not individuals who are changing from one

job to the other. You're not including the lay offs of those who cer-
tainly would love to change from one job to the other.

At the current time, there are 5 million persons who have been un-

employed for 15 weeks or more than 15 weeks. That certainly isn't

frictional. That's 5 million persons unemployed now. And that cer-

tainly isn't structural because you're including individuals who are

not young people, necessarily. Some of those are middle age people.
Some of them are very higlhly skilled, educated people. They're not
minorities, for the most part. They are about 3 to I white males.

And so that isn't frictional and it isn't structural. And on top of
that. you are now saying that we shouldn't do anything about that



problem because we may be doing it too late and we've got to wait for
the things to correct themselves.

Mr. DEDERICK. Let me try to respond.
Representative HAWKINS. Well, I wish you would because it seems

to me that you are just parroting the old trade-off theory and suggest-
ing that trickle-down is going to work. We're in the eighth postwar
recession. The recovery in this recession at the current growth rate islower than that in any previous recession. And I can give you the full
number. For the last two it's been 4.9 and 4.3 percent. But those very
weak recoveries led to another recession. And now we are discussingthis thing as if we're waiting now before we get out of this recession,we're going into another one with the same type of policy discussion
that you're now giving us.

And you have offered no concrete program, or it certainly is not
your responsibility to do so. But inasmuch as we did get into the
question of inflation and unemployment, you certainly have not in-
dicated anything here today which gives any encouragement that
those 15 million unemployed people out there, 5 million of whom have
been unemployed for 15 weeks or longer, are going to have anything
on which to base any hope.

Mr. DEDERICK. I certainly didn't mean to give that impression, sir.
Representative HAWKINS. May I indicate, Mr. Chairman, what is

the time element of the questioning?
Senator JEPSEN. Ten minutes, ordinarily. I didn't set any today, but

10 minutes is normal time.
Representative HAWKINS. Well, I think that we should have the op-portunity to do so without people passing these notes around indicat-

ing that we have exhausted our time. I have been encouraged today
because I think that we're dealing with a rather serious problem. I
think that I should have the opportunity to pursue the questioning
because I'm not getting any answers.

Senator JEPSEN. You'll have that opportunity.
Representative HAWKINS. If I got an answer, I would be very glad

to stop at that point.
Senator JEPSEN. You'll have that opportunity, Congressman. I

think we'll just follow normal procedure for this committee-in the
absence of any direction by the chairman-it has always been a 10-
minute questioning rule. You may, of course, it's your prerogative to
ignore that if you so desire. And so you may proceed.

Mr. DEDERICK. May I answer your question, then?
Representative HAWKINS. I think that Mr. Dederick was in the

process of answering the question at that time.
Mr. DEDERICK. Let me go back to the fundamental problem we had.

This Nation had an inflation of virtually unparalleled proportions.
There is no way an inflation of that sort could be followed by any-
thing but recession. The only question was when and how deep the
recession was going to be?

And finally, it happened. That is point 1. My point is that inflation
is the enemy of employment.

Representative HAWKTNS. Why did it happen, Mr. Dederick?
Mr. DEDERICK. Recession happened because inflation existed.
Representative HAWKINS. Are you blaming the unemployed for the

recession that has happened? And are you saying that they should bear
the brunt of the recession because they were the cause of it?



Now let's get it straight. Why did the recession happen in the first
place?

Mr. DEDERICK. To try to answer again, the recession basically hap-
pened because of the inflation, not because of the unemployed. The in-
flation created enormous credit demands. It created enormous distor-
tions in the financial system. It created enormous price-cost distortions,which are the forerunners of recession.

And the only question when inflation develops is, when is recession
going to hit? It hit us in 1980, and because we made no progress against
the inflation at that time, it hit us again very shortly thereafter.

So, my point is that the enemy of employment is inflation. My sec-
ond point is that we have had a recession as a result of inflation. That
recession has been a prolonged one, a painful one, and a tragic one for
many people. But that recession is over. That recession ended sometime
in the fourth quarter. We are now on the path to increased employ-
ment. I know of no employment program that can do a fraction of
what recovery can do. Recovery adds millions of jobs, and this one
will do the same.

There will be new people who will be drawn into the labor force.
There will be people currently unemployed who will be pulled back
into the labor force.

Nobody says that when you go into a recovery that you will instantly
return to the full employment that you had before the recovery began.
That process takes time.

I suggest that a mad rush back toward full employment can get
us right back into the situation we had before. And this administra-
tion does not want to see that happen again. We want sustainable in-
creases in employment and that is what we are forecasting. Steps have
been taken to help those who are unemployed. And the President does
have the job subsidy bill for workers who have been displaced. We do
have the retraining efforts. We proposed the summer unemployment
minimum wage change.

There is no disregard for the unemployment. I would say that the
program is, first, recovery and second, selective measures to help those
who are unemployed.

Representative HAwKINs. So will you tell me where the unemployed
in my district can be sent to get those jobs that you're talking about?
I'd like to know because I have quite a few that would love to get
those jobs that you say the recovery is bringing about or will bring
about. Just tell me where do they go to get those jobs?

Mr. DEDERICK. Well, I'm obviously in no position to answer
specifically.

Representative HAwKINs. I'd be very glad to know that and I think
they would, too.

Mr. DEDERICK. And I would, too, sir. But when the job openings
arise, I would very much hope that they will not

Representative HAWKINS. Well, we will be back with you in 6
months and I hope your optimistic predictions will come true and I
hope that the rest of us are around in order to see them. But, unfor-
tunately, I don't agree with your position. I don't agree with your
definition of full employment as being 61/ percent unemployment.
And I don't feel that you've advocated anything here which shows any
sensitivity to the problems of persons who have been unemployed for
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long periods of time, 4 million of whom lost their jobs under this
administration since January 1981.

I think that you've offered no consolation to me that we're doing
anything any better than what we have done in the past under other
administrations.

Senator JEPSEN. Mr. Dederick, let the record show that the unem-
ployment today is approximately 11 million, not the 15 million that
was mentioned.

Representative HAWKINS. Mr. Chairman, in order to set it in proper
perspective, let me enumerate to you what the actual facts are. Roughly
11-

Senator JEPSEN. Congressman, I have the floor.
Representative HAWKINS. I'll explain the statement that you're

trying to explain that I made. I made the statement and I should like
to justify it. I said that there are roughly 15 million unemployed
people.

Now in addition to those officially counted as unemployed, which
you're now dealing with, you have 5 million who are employed only
part time. Now you don't count those as being full-time employees.
You have 11/2 million who are discouraged, who are not counted be-
cause they have fallen out of the labor market. They have been unable
to locate jobs.

And in addition to that, I could go on giving you the numbers who
are unemployed partly because they are earning less than the minimum
wage.

Now, surely, you don't ignore these other people.
Representative HOLT. Would the gentleman yield?
Representative HAWKINS. Yes, I'd be glad to.
Representative HOLT. Another factor is that in February, only 6.2

percent of the 10.4 percent unemployed were job losers; 0.8 percent
left their jobs; 2.3 percent were reentrants; and 1.1 percent were new
entrants. So those factors have to be taken into consideration, too.

Representative HAWKINS. Well, it seems to me that the tendency is
to downplay the problems of unemployment.

Representative HOLT. Not at all.
Representative HAWKINS. Well, that seems to be the drift of this

particular symposium that we are engaging in.
Representative HOLT. Well, will the gentleman yield further?
Representative HAWKINS. Surely.
Representative HOLT. I think it's not that at all. I think we're trying

to figure out where we are and what we can do about it. Mr. Charles
Schultze was recently quoted as saying the huge stimulative package
which the Carter administration offered was their greatest mistake,
because it didn't reduce unemployment and it fired inflation.

Senator JEPSEN. The Chair would advise that this committee in
the past has been used as a forum to air opinions, to discuss facts. In
fact, it has been used from time to time as a "bully pulpit" to polit-
ically exploit a given situation. That has been a matter of record. I
feel that we will hold hearings on-as I indicated in our last meeting-
how we build on and analyze unemployment figures.

With all due respect to Mr. Dederick and our report here before
the Joint Economic Committee today, I think we can at that time deal
with some of these things which very appropriately have been raised



by Congressman Hawkins and Congresswoman Holt. It leaves a lot
to be desired, in my opinion, as to how you arrive at who's unem-
ployed.

I also would want to have the record show that the only ones that
I have ever heard of or know that ever make statements alluding to
the fact that someone is keeping people unemployed as a measure to
control inflation are those extreme liberals whose favorite political
technique is to set up their own strawman, building this strawman
with all kinds of distorted facts and convenient statistics and once
having that strawman established, then they step back and punch
it to death.

Thank goodness the American public sees through that for what
it is and, therefore, I just do not accept statements that you keep un-
employment high to make inflation low.

It's ludicrous.
I would hope that we could try to stick with what is recognized

and has been used throughout the years as the standard or the foun-
dation of the measurements to discuss both growth of gross national
product or the economic health of our economy.

At this time, Mr. Dederick, what is the track record of the accuracy
for the gross national product flash estimates? And isn't that what
you called this, sort of a flash estimate?

Mr. DEDERICK. Yes, sir.
Senator JEPSEN. I mean, I know they're based on incomplete data.

That was stated at the beginning here. But are they generally in the
ball park?

Mr. DEDERICK. Oh, yes, sir, they have been. Over the last 3 years
there's been an average deviation between the flash and the preliminary
of about 1 percentage point.

Right now, the BEA is getting underway a study, a much more
in-depth study of the effectiveness of the flash and its other estimates.

Senator JEPSEN. So is that true year-in and year-out, the flash esti-
mates generally have been historically, precedent-wise, have been rea-
sonably accurate?

Mr. DEDERICK. Yes. sir.
Senator JEPSEN. Ifave you got any.reason to believe that this one is

any different?
Mr. DEDERICK. Not in the least. The economy began to rise in the

latter part of the fourth quarter and continued to rise in the early part
of this quarter. BEA, in making its estimate of the flash, assumed that
there would be some further progress, but less rapid progress than
there already had been. It was a conservative estimate from that point
of view.

So while almost certainly the number will be changed, I think the
general tone is not going to be. It's clearly that we are in an upturn
now.

Senator JEPSEN. The index of industrial production was up slightly
in February. It's continuing a 3-month rise. How significant is this
evidence that the recovery is underway?

Mr. DEERICK. My own view is that the industrial sector is of tre-
mendous importance because this is where recessions concentrate. So
the fact that the industrial production index has turned up is of ex-
treme importance. And that, again, is why I referred to the National



Association of Purchasing Managers' survey because that zeroes in on
the industrial sector. That has been showing a considerable rebound.

That, to me, is the most encouraging part. In other words, the area
where recessions concentrate is the area where we are now seeing the
recovery concentrate.

Senator JEPSEN. Congresswoman Holt.
Representative HOLT. Mr. Chairman, thank you. Wasn't core infla-

tion part of the thing that we've had to battle? This has disturbed me.
But wasn't the core inflation caused by some of the wage demands and
the expectations of the very people who are unemployed today?

For instance, in my district, I have shipbuilders and automobile
manufacturers. And we find that both those industries are in very
serious trouble and they're beginning to work those problems out.
But isn't that part of the hard core inflation that we have had to
overcome, that inflation mentality that we constantly had those higher
expectations?

Mr. DEDERICK. The core inflation rate is a statistical construct that
is heavily based upon unit labor cost trends and incorporates wages
and increases in compensation, and allows for productivity changes.
It also includes the cost of capital, which is a very important aspect.

There is no question that inflationary expectations became very
pronounced as the inflation persisted. It manifested itself not only in
wage increases, but also in the behavior of management and business
in general.

There was a general feeling that wage increases should be
substantial.

In some areas, there was more push than in others. But it was a gen-
eral phenomenon across the entire spectrum of the economy and there
was a general impression that cost increases could be passed on because
demand was stimulated.

So I would say, yes, core inflation is heavily dependent upon wages,
but it's a broader phenomenon. It's heavily dependent upon attitudes.
Wages, after all, are granted by business. And we did have a strong
inflation mentality.

We have brought down inflation markedly, but that inflation men-
tality has not disappeared. And we do continue to have costs on a
trend basis appear to be rising at a higher rate than would be con-
sistent with the long term.

Representative Hour. Are we making any progress in that area?
Mr. DmRICK. I think we are. There has been a drop, a dramatic

drop, in the rate of increase in labor compensation, as there has been
a reflection of the changing economic circumstances.

Now, of course, the fortunate thing is that inflation has dropped
dramatically as well. So the fact that wage increases have been going
up more slowly has not meant that real income has been adversely
affected because prices have been going much more slowly as well.

Representative HOLT. Thank you, Mr. Chairman.
Representative HAWKINs. I've used up my 10 minutes. I wouldn't

want to disturb you any further, Mr. Chairman.
Senator JEPsEN. All right. Thank you, Mr. Dederick.
The committee stands adjourned.
[Whereupon, at 12:02 p.m., the committee adjourned, subject to the

call of the Chair.]
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OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEPSEN, Secretary Baldrige, we welcome you to this Joint
Economic Committee hearing. It is an honor to have you with us.

There's good news this morning. The "Flash Estimate" by the Bu-
reau of Economic Analysis, showing that real gross national product
is growing by 6.6 percent during the second quarter of 1983, demon-
strates that the economy, indeed, is booming. This strong economic
growth contradicts earlier pessimistic forecasts that this would be a
slow, sluggish economic recovery. A 6.6 percent gross national product
rise would rank this recovery with the best of past recoveries.

I am also pleased to note that the final revised data in our press re-
lease shows that the real gross national product grew by a respectable
2.6 percent in the first quarter. This strong GNP performance and our
low inflation means more of everything-more jobs, more income, more
profits, and rising living standards for all Americans.

We realize that the BEA "Flash Estimate" for the second quarter
is a tentative estimate, based on about half the data that will become
available for later revisions. Because May was stronger than April, it
appears that June will be stronger than May. Therefore, we can be con-
fident that when the revised figures are released, they will also show
a strong recovery.

Mr. B aldrige, we appreciate your taking time from your very busy
schedule to be with us today. I understand that the President has asked
you to meet with him and the Prime Minister of Spain at 11:40 a.m.,
and that you will have to leave promptly at 11:30 a.m. So I guess when
the boss calls, you've got to respond.

We appreciate your making your capable Under Secretary Bob
DedericE

Mr. DEDERICK. Deed-rick, sir.



Senator JEPSEN. Deed-rick. I should know. We have shared several
meetings together. You testified in March and handled yourself very
well.

In the interest of time, I would prefer for Secretary Baldrige to
begin first, please; Mr. Secretary, you may proceed.

STATEMENT OF HON. MALCOLM BALDRIGE, SECRETARY OF COM-
MERCE, ACCOMPANIED BY ROBERT G. DEDERICK, UNDER SECRE-
TARY FOR ECONOMIC AFFAIRS

Mr. BALDRIGE. Thank you, Mr. Chairman. I am pleased to be here
this morning to discuss the performance of the economy in the sec-
ond quarter and give you my assessment of the outlook for the quarters
ahead.

Based on the limited statistics currently available, and they are lim-
ited-as you mentioned, there are only about somewhere around half
actually available. The rest are projections and judgments about the
missing data-the Commerce Department has made a projection for
the second quarter gross national product, GNP-

Representative MITCHELL. We're having difficulty hearing you, Mr.
Secretary, is the mike on?

Mr. BALDRIGE. Can you hear me now if I speak this way?
Senator JEPSEN. Thank you.
Mr. BALDRIGE. The Commerce Department has made a projection of

second quarter gross national product, GNP, and our so-called "Flash
Estimate" shows real GNP advancing at an annual rate of 6.6 percent
this quarter. As this large gain vividly demonstrates, the economy is
rebounding strongly from the recession. An alternative measure of
output-nonfarm business product, which is GNP less output origi-
nating from the rest of the world, households and institutions, farms,
and government-shows an even larger gain. Real nonfarm business
product appears to be rising at an annual rate of 8.2 percent this
quarter, following a healthy 5.9 percent annual rate of growth in the
first quarter.

The recovery not only has gained momentum, it has broadened as
well. The Labor Department compiles a diffusion index of employ-
ment in 186 private nonfarm industries. During the first quarter, on
average, about 55 percent of these industries added workers to their
payrolls. In April and May, the proportion expanding employment
rose to an average of over 69 percent.

The two most significant contributions to the projected rise in real
GNP this quarter are, first, a reduced rate of inventory liquidation
and, second, accelerated growth in consumer spending. Additional
stimulus is coming from residential construction, business investment
in new equipment, and defense purchases.

We have only sketchy data on inventories for the second quarter
right now. Stocks rose in April. With a judgment that real inventories
changed little in May and June, we project a small net liquidation
for the second quarter as a whole, following a huge decline in the first
quarter. This development alone adds 4 percentage points to the GNP
growth rate.



Incoming data also point to the consumer as a star performer during
the second quarter. The recovery in employment, accelerated growth
in personal income, a rebound in confidence, and a dramatic improve-
ment in wealth positions are bolstering consumer outlays. Spending
for durable goods and services are showing large gains, particularly
for new automobiles and trucks.

The upturn in residential construction slowed this quarter, but is
still strong. Firms are expanding their investment in capital equip-
ment, though weakness persists in a number of major categories.
Growth in defense purchases continues to pick up.

Still not all industries or sectors are participating in the recovery.
Farm output is declining and further weakness during the rest of
the year is likely, partly Kue to the payment-in -kind program. Output
remains weak in industries that supply the farm sector.

The reduction in farm output has lowered purchases of agricul-
tural products by the Federal Government's Commodity Credit Cor-
poration. Other nondefense Government purchases, including those
of State and local governments, are projected to remain unchanged
this quarter.

Spending on nonresidential structures has continued to decline this
quarter, largely reflecting weakness in commercial and industrial
building. No sign of an early turnaround is yet apparent. Net exports
are still suffering, too, partly from the effects of a strong dollar and
partly because economic activity among our major trading partners
remains sluggish.

Among other major economic developments in the Eecond quarter,
real disposable personal income appears to be climbing at an annual
rate of 2.8 percent. The acceleration from the first quarter's 2.3-per-
cent pace largely reflects stepped-up growth in wage and salary in-
come as employment gains have become larger.

Prices rose a little more in the second quarter than in the first
quarter, but I do niot view this as the beginning of an acceleration in
inflation. The fixed-weighted price index for GNP is projected to rise
at an annual rate of 4.7 percent, compared with 3.3 percent rate in
the first quarter. Much of this pickup comes from energy prices,
which were declining earlier this year. and from larger increases in
consumer food prices, which are partly related to the weather.

Looking ahead, I expect further good gains in business activity
during the remainder of the year. The economy is well on its way to-
ward the administration's projection of 4.7 percent growth in real
GNP over the four quarters of 1983, and that figure may exceed 5
percent.

Economic strength during the second half will come primarily
from consumer spending, renewed inventory building, residential
constiuction, and defense purchases. Business fixed investment. net
exports, and nondefense Government purchases excluding sales by the
Commodity Credit Corporation are likely to show small changes.
Farm output probably will decline further.

In my view, the economy will continue to push ahead during 1984.
Among the broad expenditure sectors, residential construction and
consumer spending probably will grow more slowly. But business
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fixed investment will gather strength while net exports should im-
prove and State and local outlays should begin to increase.

I expect inflation to remain under control during the second half
of this year and in 1984 as well. Wage gains should be moderate at a
time when productivity is improving considerably. Also acting as a
constraint will be ample productive capacity.

This completes my review of current and prospective economic de-
velopments. Data presently available point to strong and widening
gains this quarter, even though not all sectors of the economy are
participating in the recovery as yet. The administration currently is
reviewing its economic forecasts both for 1983 and for later years.
Any revisions will be made available when the midsession review of
the budget is released in July.

Thank you, Mr. Chairman. I'll be pleased to answer your questions.
[The Department of Commerce press release referred to follows:]
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STATEMENT BY MALCOLM BALDRIGE, SECRETARY OF COMMERCE,
ON GNP FOR THE SECOND QUARTER

Initial projections by the Commerce Department's Bureau of

Economic Analysis show that real gross national product is

rising at an annual rate of 6.6 percent in the current

quarter. This follows an upward-revised growth rate of 2.6

percent in the first quarter.

- A virtual end to inventory liquidation accounted for a

large part of the stepped-up growth in real GNP. In addition,

real final sales, paced by accelerated growth in consumer

spending, rose more rapidly than in the first quarter.

As measured by the fixed-weighted price index for GNP, the

annual rate of inflation during the second quarter is projected

at 4.7 percent.

The projections of real GNP and inflation for the second

quarter are based on partial and preliminary data, along with

estimates of data not yet available. The official preliminary

estimate of GNP will be released on July 21.



Senator JEPSEN. Thank you, Mr. Secretary. In the interest of every-
one having an opportunity to address the Secretary, the Chair requests
that each member confine himself to one question for the Secretary.
I'll ask mine very quickly.

Over on my left and your right, Mr. Secretary, we have a chart that
indicates real GNP growth for the last 3 quarters, beginning with
the fourth quarter of 1982, which showed a 1.1 percent decline in GNP.
This is followed by a 2.6 percent increase for the first quarter of 1983
and now we have an estimated 6.6 percent growth for the second
quarter.

My question, Mr. Secretary, is while the estimated 6.1 percent jump
in GNP is good news and shows a dramatic increase, what will happen
in the future? How long do you expect the current momentum of the
economy to be sustained?

Mr. BALDRIGE. We'll certainly see it sustained this year, in my opin-
ion, a good part of next year. The only. caveat I would have would
be toward the latter part of next year. If the budget deficits in the out-
years are not reduced, that could cause enough of a rise in interest
rates to slow down or abort the recovery.

It's very difficult to judge right now, but without that caveat, we
should see a moderate to strong rise this year and next year in the
real GNP.

Senator JEPSEN. Congressman Lungren.
Representative LUNGREN. Thank you, Mr. Chairman. Mr. Secretary,

you've indicated obviously that these are flash estimates or reports.
Mr. BALDRIGE. Yes.
Representative LUNGREN. That we'll have the full reports when we

have all the data for the entire quarter in. You've also indicated that
we have some rather significant rises in the major economic indicators
in June, particularly talking about housing starts and retail sales.

Would you care to suggest what might be your most optimistic esti-
mate of what we might see with this quarter if that trend continues?

Mr. BALDRIGE. Well, historically, these flash estimates are done early
enough with-yes, most of the data, for instance, in this quarter for
April in so we can see it. Much of May's data, but little of June's
data in.

So you're dealing with some guesses about what's going to happen
in June. And June is the last month of this quarter. You can have some
surprises either way in what happens to inventories as well as sales.

So if one were to be optimistic, instead of 6.6 percent, we could see
a swing of 1 percentage point on the upside, and if one wanted to be
pessimistic, we could see a point off on that.

The average of all of the final figures compared to this flash initial
projection show an error of 1 percent. And it hasn't really been too
much plus or too much minus. It's just been wrong by 1 percent in most
cases.

So I would say the optimistic would be 7.6 percent; the pessimistic
would be 5.6 percent.

Senator JEPSEN. Congressman Mitchell.
Representative MITCHELL. Thank you. Mr. Secretary, you failed to

mention in your testimony anything about the monetary policy, which
I think perhaps has had some impact on the change in GNP. My
specific question to you is, if you continue the same monetary policies



that are now in effect-the last tiue I checked, the M, supply was
above 9 percent-if you continue that high level or increase it, is it
not inevitable that you would confront another round of inflation?

Mr. BALDRIGE. The Federal Reserve Bank has difficulty always in
once a course is set, having the proper tools to reach the exact course.
That's still not a science as much as they or we would like to see it.

We have the debate now on whether M,, the growth in M1 , that is,
beyond the target limits, is a temporary phenomenon. We have the
case presently where M., and MA, are within the target limits, And
incidentally, those limits are set based on a 41/2 to 5 percent GNP
growth this year, which is our forecast.

So while M is outside the target limits, M2 and M, are in it.
Now if M, were to continue outside the limits for another few

months, I think there would be concern at the Fed about that, even
though M2 and M, were within the limits. My guess would be that we
would see some tightening.

I think the Fed itself is very much aware that while their primary
job is to control the runaway inflation that we had been having, their
second priority, and a very strong second priority, is not to abort this
recovery. There's a very fine line that they have to walk. In my opinion,
they've been doing a good job at it, but it takes very close watching
from now on to understand what their actions-how their actions will
be governed with the kind of monetary growth rates we're seeing be-
tween the 3 M's. It's difficult to foresee how M is going to turn out.
Sonie think it will start to slow down, the growth will start to slow
down very quickly. Others don't.

So that's the unknown x factor that we are dealing with.
Senator .JEPSEN. Congresswoman -olt.
Representative Hour. Thank you, Mr. Chairman. Thank you, Mr.

Secretary. Capital spending remains weak. I know that corporate
management is really tightening its belt and practicing a lot better
management procedures. But why aren't we able, why aren't the
adniinistration's incentives able to get capital investment moving
again? It seems to me that is the answer to unemployment, but what's
wrong?

Mr. BALDRIGE. I think they have. You know, it depends on how you
read the figures. The incentives that the administration put in, in my
opinion, had this effect. During this last recession, capital goods in-
vestment spending dropped only about half as much as it had during
the average of the last four or five recessions.

So while that's a negative, you're looking at this from a negative
point of view. It is a plus or a positive in the sense that capital spend-
ing did not fall off as much as had been true in the past.

We are already seeing capital spending and, again, I think because
of the incentives that are there picking up. While this year, as a whole,
will not be a good year overall for capital investment, it's already
turned around, We're beginning to see plus figures now on capital in-
vestment.

I think, if my memory serves me correctly, capital investment was
off 3 percent in the fourth quarter of last year. We would expect it
to be up 3 percent in the fourth quarter of 1983. And the change has
already taken place. I mean, we're beginning to see some plus in that.



So while the year as a whole won't be strong, the trend is heading
in the right direction.

I might also add one other point Capital spending is not the first
part of the GNP to pick up in any recovery. It's almost usually the
last part. First you have to see consumer spending pick up due to some
kind of after-tax income increases. That picks up capacity utilization.
Capacity utilization starts to get a little tight and that's when capital
spending plans usually begin to come in.

So it's usually at the tail end of the business cycle and that's what's
happening this time. We believe it will come along normally as it has
in the past.

Senator JEPSEN. Congressman Hawkins.
Representative HAWKINS. Mr. Secretary, you speak in your state-

ment of the recovery in employment. However, since December 1982,
while the number of unemployed has dropped from 10.8 to 10 percent,
the total number of civilians in the labor forces also dropped from
111,129,000 to 110,749,000. Therefore, the drop in unemployment,
while it has occurred, has not resulted in more people finding jobs.
Yet, you speak of the recovery in employment.

Would you explain what seems to be a contradiction?
Mr. BALDRIGE. In December, unemployment hit a high of 10.7 per-

cent, if you use the new figures to count the military as employed, and
I certainly feel that they are employed. That 10.7 percent is now down
to 10 percent. That's a drop of seven-tenths of 1 percent in 5 months.
That is the largest drop coming out of a recession into a recovery in 30
years, the largest drop since 1949, if you count all the recessions since
then.

So that part shows that, actually, unemployment figures are drop-
ping better than they have in coming out of the last recessions.

Since December, we have added 800,000 people-800,000 jobs to
payroll employment. That's another indication that that problem is
being addressed. The duration of unemployment, the average dura-
tion, has not dropped, but it never does drop until 11/2 or 2 years after
the recovery begins because the people who are last laid off are usually
the people that are first brought back on. So that the people who
do not share in the initial surge of reemployment are the ones with
the longest record of unemployment. That's just one of the tough
facts about the way this works.

So I would say that this recovery so far is doing better than any
other recovery in the last 30 years in bringing the unemployment rate
down. It's still too high, but the amount of movement has been satis-
factory in the last 5 months.

Senator JEPSEN. Mr. Secretary, I know that you have to leave
promptly at 11:30 a.m. It's now 11:33 and Congresswoman Snowe
has not had a chance to ask a question.

Mr. BALDRIGE. Thank you very much, Mr. Chairman. I apologize
again for having to go.

I will be late if Congresswoman Snowe has a question that she
would like to ask.

Senator JEPSEN. Congresswoman Snowe.
Representative SNowE. Simple and quick. Thank you. Mr. Secre-

tary, we have heard a great deal lately about real interest rates. In



fact, Walter Mondale charged in a Sunday news program that this
administration has doubled real interest rates.

Could you respond to that and what are the causes?
Mr. BALoImGE. Yes. The reason that real interest rates have doubled

has been because of what has happened in the last 10-15 years, on
government policies and inflation. And a good part of that was due
to the last 4 years before this administration came in. This isn't some-
thing that you just flip over like that. That's why they have been so
stubborn and have held in there so long and contributed to the high
level of unemployment.

We will not get, in my opinion, real interest rates down as far as
they should go unless Congress addresses the budget deficits. You
can argue about how to address them, but unless those out-year budget
deficits come down, people are going to worry about their effect on
long-term interest rates and the economic theory, I've heard that that
doesn't make any difference-I don't agree with. I think that 9 out
of 10 business people think that high budget deficits do affect long-
term interest rates and 9 out of 10 people in the financial markets
think they do. We had better act as if they do and not worry about
the economic theory being proved one way or the other. We don't
want to be the ones to prove it.

Senator JEPSEN. Thank you, Mr. Secretary.
Mr. Dederick, how would you describe the economic recovery to

date? Is it average, below average, relative to comparable post-war
recovery periods? Is this average or below average or above average?

Mr. DEDERICK. Can you hear me, Senator?
Senator JEPSEN. I can, but be sure to speak directly into them. They

are not very receptive microphones.
Mr. DEDERICK. I would describe it thus far as a typical recovery.

It depends, actually, upon which particular measure you use. Some
are a little stronger than others. But, taken together, I would say that
this is very much an average recovery following an average recession.

[The following statement was subsequently supplied for the record
by Representative Hawkins. See page 100 of the hearing.]

Mr. Dederick, I must disagree with your statement, and I quote, that "this
is very much an average recovery following an average recession." Unfortu-
nately for the nation, you are incorrect on both counts. By almost any measure
one wishes to use, the recent recession was extraordinary in its severity. Un-
employment hit record highs as did the average duration of unemployment. Ca-
pacity utilization hit record lows. Farm income was only half that of just a few
years ago. Corporate profits dropped sharply. New Investment in plant and equip-
ment fell for two consecutive years. Real average hourly earnings fell steadily as
did average real weekly earnings. Home and house mortgage foreclosures
climbed to record numbers and auto and home construction fell sharply. The
trade deficit and budget deficit both climbed to unheard of levels. Mr. Speaker,
no one who studies the facts can deny that the Reagan Recession was not the
most severe economic downturn since the Great Depression. To state otherwise
is clearly fallacious.

Similarly, to claim that we are now enjoying an "average recovery" is a
similar misstatement of fact. The average Increase in real Gross National Prod-
uct for the two quarters following the end of all post war recoveries has been
8.1 percent. With the end of the recession now being pegged as December 1982,
we have seen sluggish growth at best. The first quarter of 1983 saw GNP rising
at a 2.6 percent rate and the second quarter improved at a 6.6 percent rate. These
figures are clearly far below the "average recovery." The Administration has
heralded the 0.7 percent drop in the unemployment rate as being extraordinarily
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strong. However, even with this much needed improvement, the unemployment
rate is still higher than under any post-war President. The number of people out
of work today is higher right now than it has been under any other President
since the Hoover recession. The number of business bankruptcies and home
mortgage foreclosures is higher under this President than it has been under
any other. No, Mr. Dederick, this is not an average recovery. The weak economic
growth of today is significant only in comparison to the severity of the down-
turn. With no hope of reaching pre-recession levels of unemployment until many
years down the road under this Administration's policies, it is a cruel hoax on the
millions of innocent victims of the Reagan Recession to proclaim this a strong
recovery.

Senator JEPSEN. Wel1, now that the economic recovery is in full
swing, two important questions arise: how strong is the recovery and
will it reignite inflation? I think that those are the two questions that
are posed most often.

Now that we finally have uncovered the country's best kept secret,
which is this economic recovery, I've noticed that the people who
were refusing to acknowledge its existence are now saying that it
won't last very long. Are economic conditions and policies such that
the economy could grow or continue to grow, say, at a 5-percent clip
and without a breakout of inflationary fires?

Mr. DEDERICK. Probably not indefinitely, but certainly for the next
2 or 3 years I think it could. There is a great deal of excess capacity
in the economy at present as measured by the high unemployment
rate and the low operating rate in manufacturing. Typically, when
there is a great deal of excess capacity, you can grow relatively rapidly
without reigniting inflation.

So I would say that in the foreseeable future, the answer is yes. The
problem would come farther down the road when we began to use up
these resources, these excess resources, and we began to have tighter
markets as we continued to grow at 5 percent. This might be faster
than would be sustainable without reigniting inflation. But I don't
see that any time over the next several years.

Senator JEPSEN. Ever since February, all of the basic economic
indicators that measure the health of an economy have been pointing
in the right direction, and there has been some positive action taking
place. Among them, of course, is the increase in savings. We noted that
for the 30 days between the middle of March and the middle of April,
that there was a very dramatic increase in the dollars that were put
into savings in this country.

Are not the improved savings habits of the people of this country a
good sign, and an indication that we can hold down inflation as this
economy continues to recover?

Mr. DEDERICK. A comfortable level of savings will enable us to
finance the investment which is needed for noninflationary growth.

When we come to savings, though, there are various measures, Some
are stronger than others. The inflows into some institutions have been
very strong of late, but by our measures, if you take aggregate savings,
all of the instruments together, there hasn't been any unusual surge.

But the basic thing is that savings, particularly in an environment
when you have very large government deficits, are really a necessity if
you are to have any chance at all of achieving noninflationary growth
because you must have the means of financing investment to increase
your capacity and improve your productivity.



Senator JEPSEN. Do you know what the percent of savings is now as
recorded last month?

Mr. DEDERICK. The savings rate is based upon the very rough pre-
liminary estimate for May of the Commerce Department. It was some-
where around 5.3 percent or 5.4 percent, I believe.

Senator JEPSEN. Congressman Lungren.
Representative LUNGREN. Thank you, Mr. Chairman. Mr. Dederick,

going at the same point that the chairman did, but a little different
direction, whenever we have good economic news a number of analysts
say that it's bad economic news. And in one specific way, whenever we
start the economy going, a number of economic observers say, well,
if the economy is going, obviously, we are going to run into inflation.
Almost whenever you're getting out of the doldrums, the payment for
growth is inflation.

How do you respond to that and how would you suggest that we can
have, as both you and the chairman have mentioned just previously,
a recovery that is noninflationary driven or is not inflationary as a
result?

What combination of things must we do as far as the Government is
concerned to allow that type of recovery or is such a recovery possible?

Mr. DEDERICK. To go back to the very beginning of your question, it
depends upon the environment in which the recovery begins. Those
people who equate a recovery with a prompt re-ignition of inflation
fail to take that into consideration.

If you begin a recovery at a time when there is a large amount of
excess capacity in your labor and product markets, there is very little
chance of re-igniting inflation for some time. If you begin it at a time
when inflationary expectations have been brought down significantly,
there is very little chance that you will re-ignite it.

Both of these factors have to be taken into consideration. And, of
course, we begin the current one with both of these situations. We do
have the excess capacity and to a considerable degree the inflationary
psychology has been broken. And that permits one to have a sustain-
able recovery for a much longer time than would otherwise be the case.

How long can you continue to have a good, solid recovery without
reigniting inflation once you begin to have less unemployed and a
higher capacity utilization rate in manufacturing? The answer is it
becomes more difficult. But if you have a moderate recovery, if you do
not try to go all out so that you continue to grow more or less in line
with your capabilities, your productivity gains and your labor force
gains, there is nothing really to suggest that inflation should explode.

At the same time, if you are pursuing actions designed to improve
productivity, which, of course, is what the administration's program
has been all about, and improve savings, which is another portion of it,
then you have a better chance of being able to have a good, solid,
growth rate for a long time without reigniting inflation.

So it's a combination of where you start and the policies that you
follow once the recovery is underway. I refuse to think that recoveries
are anything but good if they are managed properly.

Representative LUNGREN. What role does labor cost play in that?
In other words, I read some works done by some economic observers
who suggest that one manifestation of the breaking of the inflationary



psychology is the labor contract results that we have seen over the past
year, 11/2 years. Is that important and where does that stand right now?
Do we see any change in that as the economy starts to come off?

Mr. DEDERICK. Clearly, what we want is that wage increases not
vastly outrun increases in man-hour productivity because that merely
means that the wage increases have to be financed by inflation. Nobody
gains.

This was a serious problem in the latter part of the 1970's and the
very early part. of this decade; wage gains outraced productivity.

Under current circumstances, this is not happening. The wage in-
creases have become much more moderate while productivity gains
have improved. We have a much more noninflationary, sustainable
situation.

The latest evidence which would carry us through early May sug-
gests that there has been no bad news on this score. The wage increases
continue to be noninflationary and from what we can see, productivity
has continued to show a very good gain in the current quarter.

Senator JEPSEN. Congressman Hawkins.
Representative HAWKINS. Mr. Dederick. I have a little trouble with

the definition of recovery. It tends to imply that you are getting back
to a certain point or a certain level. Since January of 1981, more than
3 million persons have lost their jobs. And now without a great reduc-
tion in that number, we are talking about recovery.

Just what do you construe to be a real recovery? Would it be getting
back to January of 1981, which would mean a reduction of unemploy-
ment from 10 to 7 percent? Is it more than just negative economic
growth? We know how a recession is defined, but how would you define
recovery?

Mr. DEDERICK. Well, Sir, I define recovery as the period during
which the economy is returning to the level of activity that it had
prior to the recession. So right now, we are in a recovery. We have
been in a recovery since December. But we have not completed the
recovery. We still have farther to go before the recovery is over.

And then there is the fact that even when you return to the level
where you previously were, you have had increases in your labor force
and you have had increases in productivity, if you have been fortu-
nate. And therefore, you must really push ahead beyond that level
if you are to have a satisfactory reduction in unemployment.

So recovery is even not adequate. You have to go into an expansion
beyond the recovery stage so that you can take up these unutilized
resources and bring yourself to full prosperity. We certainly are in a
recovery now, but it is an incomplete recovery because it has only gone
on 6 months to date and we have not yet returned to our previous level
of economic activity.

Representative HAWKINs. How long do you think it will take, then,
to complete this recovery that we are talking about today in vague
terms.? In other words, when do you foresee unemployment returning
to the prerecession level or to the January 1981 level?

How long will it take? Have you any prediction?
Mr. DEDERICK. I think that GNP. which is the total sum of economic

activity, has a very good chance, indeed, a probability, of returning to



that level within the summer quarter. But, in the meantime, going
back to my earlier point, we have had improvements in productivity.
We have had increases in the labor force.

So as far as returning to the level of unemployment that we had
at the prior peak, that is likely to take us another 2 or 3 years.

Representative HAWKINS. So that you don't see any substantial
drop in the unemployment or getting back to the prerecession unem-
ployment level for several years; is that your statement?

Mr. DmEDIcK. As far as the unemployment rate is-concerned, I
think we are talking about a matter of several years. As far as em-
ployment is concerned, we are talking of a much shorter period. But,
in the meantime, we will have had new individuals entering the labor
force.

Representative HAWKINS. Well, then, we don't have very much
cause to be cheering so great about good news today, do we, if you
happen to be among the 16 to 18 million unemployed people?

Mr. DEDERICK. If you happen to be among the unemployed people
at any time, I feel you have no cause for cheer.

Representative HAWKINS. So you have even less, then, currently
than you did at any time between 1940 and 1982, because the drop in
unemployment still leaves us at the highest level that we had between
1940 and 1982.

Mr. DEDERICK. There's no question that we will have, based upon
the current economic outlook, a relatively high unemployment rate
over the next several years as we bring down the rate from the high
levels which were generated as a result of the inflationary excesses of
the late 1970's. And this is not a rapid process because if one does at-
tempt to make it a rapid process, he finds that rather than adding sus-
tainable jobs and having a sustainable improvement in productivity,
that he regenerates the situation that caused the trouble in the first
place.

So what we want is jobs that stay. Our experience has shown that
if we try to race back too rapidly, we will re-ignite the situation that
got us here in the first place.

Senator JiPSEN. Congresswoman Holt.
Representative HoUr. After the record trade deficits of $42 billion

last year, what are our expectation for 1983 and what are we doing
about it? How will the proposed trade reorganization help and what
will be the impact of the Japanese Diet action?

What do we anticipate for the future?
Mr. DEDERICK. I think the odds strongly favor that we will have

another increase in the trade deficit this year. At the moment, the
figure for last year is around $43 billion. We think at the Commerce
Department that the trade deficit may well run in the $50 to $60 bil-
lion range this year.

Now the current account deficit, which also includes receipts on
services and the like, is likely to be much smaller; it was around $11
billion in 1982. We think that it will be at least $20 billion in 1983.

This is not surprising because the American economy is leading the
way to world recovery. The very strong dollar, brought about by the
high real interest rates and the fact that the United States is viewed
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around the world as a safe haven for funds, puts American exporters
at a disadvantage. As we recover more rapidly in the initial stages
than other nations, of course, we will draw in imports.

However, as we find that the rest of the world begins to respond to
the American recovery and make their own recoveries, we should
begin to see some improvement on the trade account. We should see
the dollar begin to lose some of its strength as these current account
deficits begin to be reflected in the marketplace, but the timing of this
is beyond any mortal to predict.

The key is to try to hold down our real interest rate so that we
don't give artificial strength to the dollar and to try to encourage
other nations to pursue policies similarly noninflationary as ours so
that we will not be such an island of attraction. And, of course, if I
might toss it in, to reorganize the Commerce Department to make it
a trade department, so that it is more effective with the WSTR; the
two combined can more effectively address the trade problem.

Representative HoLT. Well, then, you're saying that, or you're not
saying that it's entirely dependent on the economies of our country
and other countries. There are other things that need to be done. It's
trade policy throughout the world that has some impact on it.

Mr. DEDERICK. Our view on trade policy is that we must take steps
to encourage other nations to remove the barriers -to fair trade which
they might have imposed. We must avoid putting up barriers of our
own which would only trigger further imposition of barriers of
others.

I'm thinking of such things as local content legislation. Here we feel
that the best way of having a trade system which would be to the bene-
fit of this Nation and all nations is to have one where barriers are
pulled down rather than put up.

Representative HOLT. Well, are we making any progress? We keep
saying that we have got to encourage other nations to view it that way,
but I don't see any real progress being made in moving to convince
them. How are we going to convince them. Everybody wants to look
out for his own employment-his own labor force.

Mr. DEDERICK. The fundamental thing is to have a world-wide re-
covery. At a time when unemployment is high and economies are
weak, protectionism seems to be a very easy answer and it's something
that people are likely to seize.

The way to avoid that is to encourage a sustainable, noninflationary
recovery of the sort which this Nation has entered. Over and above
that, of course, there are negotations, and the WSTR and the Com-
merce Department have been actively involved in these. I do not par-
ticipate in these myself, but my impression is that we are seeing a
response on the part of our trading partners, including Japan. It may
not be to the degree that we all would like to see, but I think that this
constant effort on our part has produced some results and will produce
further results.

Representative LUNGREN [presiding]. Congresswoman Snowe.
Representative SNOWE. Thank you, Congressman. There has been

some skepticism. of course, about this economic recovery-it is not
strong enough. It's not a quick-fix recovery. I was wondering if you
could tell this committee how different is this recovery from previous



recoveries? Isn't part of the problem the fact that many structural
problems exist within our economy which did not prevail previously
when we were recovering from a recession or a high period of inflation?

Mr. DEDERTCK. That is an issue which is extremely complex and it's
one that will be not really satisfactorily answered until after we have
proceeded much farther in the recovery.

We have had in this Nation since the late 1970's, as a result of the
inflationary boom, 4 years of stagnation, and we have had the same
phenomenon elsewhere in the world.

When you have such episodes culminating in a recession, the notion
always emerges that our problems are structural rather than cyclical,
that some fundamental change has taken place. I heard this in the
late 1950's. for instance. We were told that there had been major struc-
tural readjustments and that manufacturing in this country would
never return to its previous highs.

It did in the 1960's when we had a sustained, long-term recovery.
Clearly, though, over time, while we were going through these cyclical
episodes, we also had secular changes. Some industries have become
more subject to foreign competition and that was the case when we
entered this period of stagnation, for instance.

So there have been some changes, without question.
This, though, is a very normal part of a dynamic domestic economy

and a dynamic world economy. I think if we were to want to go back
to where we started from, with everybody in the same relative posi-
tion, that we better not have a free enterprise economy; a planned
economy can give us that and it can also give us all the rigidities and
lack of progress as a result.

What I'm trying to say is that in a dynamic, free economy, some
industries will grow faster than others. But I am not convinced that
there have been major structural changes in this Nation that have
weakened us relative to where we were a few years ago.

Representative Swowr. If that is the case, then why can't we get
this unemployment rate down faster than we are at this point? It
seems to me that the problem has been in our economy; in the fact that
we had major industries which have sustained high levels of employ-
ment in this country, such as the auto industry and the steel industry,
but have suffered significant setbacks and perhaps will not come back
to their previous high levels of employment.

So it seems to me that contributes to the fact that we are having a
slower growth rate in employment. So I am just wondering to what
degree is that a. significant factor, that we are having a slow recovery?

Mr. DFDERICK. We have to go back and look at the evidence to date.
To refer back to the Secretary's testimony, it has not been a slow re-
covery. It's been a fairly normal recovery. We have added 800,000
jobs in a mere 5 months. That is about the norm for the first 5 months
of recovery. We brought the unemployment rate down by more than
the norm during the early stages of a recovery. We don't have any evi-
dence that suggests that we are having a slow recovery. We have to
distinguish between the expectations of a great many people and what
is in fact happening.

In a normal recovery, some industries do not go back to where they
started. I would point out, though, that the automobile industry has
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added over 100,000 jobs since this recovery began. They have had a
significant recovery, and we are seeing improvement in their supplier
industries.

But, if we want to restore all industries to their pre-recession peaks,
it would mean that the dynamic industries would not be able to grow
to their full potential. We would find that we have a nondynamic,
stultified economy because, ultimately, we are constrained by resources.

Representative SNOWE. In the past recoveries, the gross national
product has grown an average of 1.6 percent in the first year and an
average of 6.1 percent in the first 2 years. Do we have any hope of
achieving those levels that we did in the past?

Mr. DEDERICK. Conventional forecasts usually predict, that recov-
eries will be below normal. I go back in this business for about 25 years
and I have never known my fellow practitioners, including myself, to
predict anything other than that a recovery would be less than normal
and yet, again and again, it has exceeded expectations.

At the moment, we are saying that the economy is not going to have
an average increase. But if you exclude some real boom periods, this
recovery will not fall too short. Basically, this somewhat below aver-
age recovery is part of public policy because of the great desire not to
reignite inflation.

We know how to grow very rapidly, but we haven't learned how to
grow very rapidly without reigniting inflation. It is our belief that a
somewhat more tempered recovery will be longer and more sustainable.

When we predict that it may fall a bit short of the norm, that should
not be taken as bad news. In my view, that should -be taken as increas-
ing the likelihood that the recovery won't burn out promptly or be
forced to burn out by a Federal Reserve that is compelled once again
to rein in inflation.

Representative SNOWE. My time has expired. Thank you.
Representative LUNGREN. Mr. Secretary, we heard from some that

suggest that we haven't done a whole lot in terms of employment. You
mentioned the figure 800,000. I just, for the record, would like it to
be clear. That is seasonally adjusted. The testimony that we had the
last couple of weeks ago from Janet Norwood was nonseasonally ad-
justed, 1.7 million since December, which when I asked her, she meant
that that 1.7 million bodies-real people actually working now that
were not working in December. That's pretty good news.
.I'm not an economist. We're politicians. We probably are unduly

optimistic. I find that economists at times seem to be unduly pes-
sunistic. The Commerce Department has been, let's say, cautious in
terms of their estimates of where we're going to be.

But given the fact that these second quarter "flash figures" are
significantly better than was suggested in the administration's initial
projections, ought we not to expect an adjustment upward in July
of the administration's forecast for this year .

Mr. DEDmIc. We are, at present, in the midst of reviewing the
forecast. I am going to leave here for a meeting on that very sub-
ject. So, at the moment, I am not really prepared to answer that.

Representative LUNGREN. We'd like.to leave you in an optimistic
mood when you go over there. [Laughter.]

Mr. DEDERICK. I think we can say, based upon the record to date,
that if we are wrong in the present forecast, and economists have a



record of being wrong more than occasionally, that the chances are

that the official recovery forecast will prove to be on the low side. Any
revisions which are likely, based upon the evidence to date, certainly
would have to push it higher.

Representative LUNGREN. It sure would help us up here when those

of us who are fighting tax increases, to see those adjustments coming
sooner than later. But I appreciate the position you're in.

Congresswoman Snowe.
Representative SNOWE. Yes, just one final question. Concerning

consumer spending, Secretary Baldrige mentioned in his testimony
that consumer spending could be a star performer in the second

quarter. The first quarter consumer spending was below our original

projections. What do we expect? Will it be higher than the first

quarter? And what could happen if we were to cap the tax cut, for
example? Would that affect consumer spending and ultimately, the
recover

Mr. EDERICK. Consumer spending, at least as we're able to measure

it, tends to rise somewhat erratically. It has a sort of ratchet-type
behavior, as do many series. It moved up very strongly in the fourth

quarter of last year, which is what laid the groundwork for the

recovery, the strong performance of it in the fourth quarter.

It tended to mark time in the first quarter, a normal phenomenon.

It does appear that consumer spending began to gather strength in

the second quarter, again a normal behavior pattern.
The evidence suggests that it is going to have a very solid rise, in
art because of the tax cuts which are going into effect in July, in part
ecause of the rebates as a result of last year's tax cuts, and in part be-

cause of the tremendous improvement which has occurred in people's
balance sheets as a result of the rise in prices of stocks, bonds, and
homes.

A number of factors suggest that consumer spending is likely to be,
as the Secretary says, a star performer.

Now if one were to take steps to remove some of the stimuli which

are in effect, including weakening the tax cut, I think we could expect
that the increase would be less than it otherwise would be. Some of

the tax cut will go into increased consumer spending, strengthening
markets, and some will go into increased saving, as Senator Jepsen
said, thereby providing the wherewithal to finance increased invest-

ment spending on the part of business to meet these markets.

Representative SNowE. Thank you.
Representative LUNCREN. Mr. Secretary, I want to thank you for

being here and thank Secretary Baldrige for being here. As you go
back to that meeting to perhaps readjust the figures, T might just try

and put you in a good mood by reminding you that when several of us

on this committee joined you in Europe for meetings with people from

France and London, both businessmen and those in government, you
were one of the most bullish on the ability of the United States econo-

my to bring the world recovery about. There were a lot of skeptics
there and T think you convinced some of them. Perhaps you can do the

same thing at the present time.
I would also just like to announce the continuation of this hearing

at 2 p.m. in this room with a distinguished panel of economists includ-

ing Alan Greenspan, Allen Sinai, and William Shipman.



Again, we thank you for your testimony.
Mr. DEDEmIcK. Thank you, sir.
Representative LUNGREN. The committee will be in recess.
[Whereupon, at 12:10 p.m., the committee recessed, to reconvene

at 2 p.m. the same day.]

ArrERNOON SESSION

OPENING STATEMENT OF SENATOR JEPSEN, CHAIRMAN

Senator JEPSEN. This morning we heard from Commerce Secretary
Baldrige. We heard that the real gross national product grew 2.6 per-
cent in the first quarter of 1983. This is an upward revision of an esti-
mate last month of 2.5 percent. The Secretary also released the Bureau
of Economic Analysis "Flash Estimate" for the second quarter and
it showed that the economy is currently growing at a 6.6 percent

clis, indeed, is good news. This is a robust recovery, well in line with
the strong recoveries of the past, as was testified to this morning.
Obviously, the pessimists who were saying last January that this re-
covery would be slow and sluggish were dead wrong.

The basic question for this hearing is how sustainable is the recov-
ery? Will it be a short spurt or can we look for a long ride? What fac-
tors will affect the recovery's strength and durability? What dangers
do you see on the horizon and how can we avoid them?

We have an outstanding panel of distinguished economists with us
this afternoon to discuss these and other questions. Alan Greenspan
is president of the Townsend-Greenspan, Co., and former chairman
of the President's Council of Economic Advisers. Welcome, Mr.
Greenspan.

Allen Sinai is a senior vice president of Data Resources, Inc. Wel-
come. Mr. Sinai.

And Mr. William Shipman is a partner of H. C. Wainwright &
Co., Economics.

Gentlemen, we look forward to your analysis and your comments. A
sound assessment of the direction of the economy is important to Con-
gress because it sets the tone for much of our legislative action. I,
for one, hope we can assure the Congress that the new Government
programs, the fine tuning, and doses of Keynesian public spending
are not needed and that the best role for government is to step back
and give the private sector its head, let it do its thing.

Gentlemen, we look forward to your testimony. I would now ask the
distinguished vice chairman of the Joint Economic Committee, Con-
gressman Lee Hamilton, if he has anything to say.

Representative HAMILTON. No comments, Mr. Chairman. I would
just like to welcome the panelists.

.Senator JEPSEN. Is there any other member of the panel desiring to
say anything?

[No response.]
Senator JEPSEN. Gentlemen, we look forward to your testimony and

Mr. Greenspan, will you lead off, please?



STATEXENT OF ALAN GREENSPAN, PRESIDENT, TOWNSEND-
GREENSPAN & CO., WASHINGTON, D.C.

Mr. GREENSPAN. Thank you, Mr. Chairman.
Senator JEPSEN. Excuse me. I would announce that these micro-

phones need to be placed very close for speaking because they are not
very sensitive.

Mr. GREENSPAN. Thank you, Mr. Chairman. I, too, was quite en-
couraged by the "Flash Report" on the second quarter. I think it
clearly indicates what we have known from other pieces of informa-
tion; namely, that the economy is, indeed, in a fairly pronounced
upswing.

Late in 1982, a secondary wave of pessimism drove business to a final
stage of inventory liquidation. That set the stage for a rapid snap-
back. The inventory reversal has now moved from liquidation into the
early phases of accumulation in the month of June. The shift which
began early this year has accelerated. As production rose from levels
well below consumption last winter, as inventories were being sharply
reduced, to somewhat above consumption now, employment and in-
come have grown. The consequent increase in real disposable personal
income is be inning to impact consumer markets, carrying the econ-
omy forward in a manner quite typical of the early stages of past busi-
ness cycle recoveries.

The high level of real short-term interest rates is not a significant
inhibitor of economic recovery at this stage of the business cycle.
Even modest rises in rates from current levels is unlikely to abort
the currently unfolding expansion.

Inventory liquidation ended when stocks finally were driven so low
that many companies had difficulty operating efficiently. This trig-
gered a classic inventory cycle response. As liquidation came to a
halt and production moved to the level of consumption, new orders
for materials rebounded. The ability of the materials producers to
supply shipments on minimal lead times then began to weaken and
in response, purchasing agents became concerned that inventories
would now be inadequate to support the now high level of desired
production, leading to a possible loss, obviously, of market shares.
To protect their companies, they began to order more heavily and
will continue to do so for awhile. The very pickup in orders which
they are generating in turn is further extending delivery lead times,
including still greater concern about inadequate stocks. This process
normally proceeds until the catchup phase is complete and inven-
tories are perceived as adequate to support production plans.

During the inventory expansion phase, most companies would opt
for protection against potentially costly production curtailments and
consequent loss of market share even if this entailed considerably
higher interest costs. When the adjustment is complete, high real
short-term interest rates would then affect decisionmaking at the
margin, although cancellations of bookings already made are unlikely.
Under these circumstances, continued accumulation would occur as
the unfilled orders in the hands of suppliers are converted into the
inventories of their customers.



Moreover, high interest rates will not immediately, suppress those
areas of capital investment which are now improving. A couple of
years ago in the early stages of the recession, authorizations for cost-
saving capital investment continued at the usual recession pace; that
is, moderately strong. Even when a company's overall level of opera-
tions is well below capacity, so long as a particular facility is likely
to remain in operation, any cost-cutting project for that facility has
a high probability of yielding an acceptable rate of return.

Many such projects were committed last year, even when interest
rates and capital costs were far higher than at present. While the rate
of return was only modestly in excess of capital costs, it was as assured
as engineering estimates could make them. However, as the second and
largely unanticipated downward phase of the recession took hold in
late 1982, many of these projects were temporarily shelved. As demand
weakened markedly, the risks increased that facilities scheduled for
replacement might not remain operative. With production expanding
again and continuous operation of facilities to be replaced more cer-
tain, a number of the delayed projects have been reinstituted. Since
they were largely initiated in the context of higher interest rates and
lower stock prices than those currently prevailing, even a modest raise
in interest rates should not inhibit going forward with these projects
in the near future.

Housing has rebounded from its severely depressed levels of 1982
and in this sector as well, a very modest increase in rates would not
cut off recovery. There is basically an ongoing amount of construction
activity which will proceed from starts already in place. Hence, even
if the impact in the housing markets were more severe, substantial
short-term gains in output are nonetheless possible, even in the face
of modestly rising interest rates.

In general, interest rates will become a more important influence on
economic growth during the later stages of the current recovery as a
larger share of the growth in GNP entails durable items which, by
definition, are added to the Nation's balance sheets, thereby requiring
financing; that is, offsetting increases in liabilities or equity.

When short-lived items such as nondurable goods and services are
involved, financing is not a critical factor in determining production
levels. Hence, these are not likely to be significantly affected by modest
rises in interest rates should they occur.

In the second phase of the business cycle, when there is a shift in
production toward longer-lived assets, such as newly initiated capital
goods projects, when surplus additions to inventories begin to emerge
and when commercial real estate investment growth becomes impor-
tant, the economic expansion may well be impeded by the currently
high, or worse, rising costs of capital, either through climbing interest
rates or falling stock prices.

Thus, for the next 6 to 9 months, perhaps longer, the economy is
likely to do well, even in the face of historically high interest rates.
However, as we get beyond the first phase of the business cycle recov-
ery and into the types of economic activity which implies significant
expansion in the asset side of company balnce sheets, currently par-
tially dormant financial constraints come into play. The first reflects
the necessary shift from the unsustainable emphasis on short-term



debt instruments of recent decades. Economic activity has been fi-
nanced since the 1960's by an inordinate amount of debt generally, and
short-term debt in particular. This meant that the ratio of short-term
to total debt on company balance sheets rose inexorably, as did the
ratio of aggregate debt to book equity. We have finally reached the
point where balance sheets have run out of running room.

Further expansion of the asset side of balance sheets must now be
financed significantly more with equity either through higher retained
earnings or new stock issues and less with debt. What debt is extended
must be increasingly long term. Company balance sheets must be re-
structured and further financing is going to have to reflect large
amounts of equity if economic growth is to be maintained at desired
levels.

The effect is to raise the perceived cost of capital. Had more long-
term debt and equity been judged as lower cost financing than short-
term debt, companies would have already moved in that direction. A
rise in the cost of capital implies a lowering of capital investment
plans from what would otherwise have been contemplated.

The key to current balance sheet problems is obviously lower long-
term interest rates. That would lead to still higher stock prices. The
joint effect would create a large funding of short-term liabilities and
hence, a fall in short-term interest rates, more equity financing, and
reducd pressure on the banking system.

Lower long-term interest rates would have a similar impact on the
composition of the recovery. It would facilitate the shift to more em-
phasis on investment in long-term assets. But a significant decline in
long-term interest rates almost surely requires a marked lowering of
long-term inflation expectations and that, in turn, presupposes a crid-
ible reduction in the so-called outyear budget deficits.

Fortunately, the huge budget deficits that confront us and the ad-
ministration, as well as the Congress, is increasing the pressure to find
a solution. The Congress and past administrations have clearly ex-
hibited a well-honed capacity to expand benefit programs and reduce
taxes for lower- and middle-income constituents. Reversing this proc-
ess is essential and is going to require abilities which will be new to
the ways of Washington. It is obvious that the job ahead for the Presi-
dent and the Congress to come up with the package is going to be po-
litically formidable. Some broad political compromise clearly will be
required, probably struck during the domestic summit of our political
leaders. .

Some elements of such a compromise readily suggest themselves.
Medicare. for example. could become means-tested and not available
to all elderly. irrespective of income. Cost-of-living escalators for all
Government programs could be adjusted to the Consumer Price Index,
less a fixed 2 or 3 percentage points yearly for several years. Some
slowing in the rate of increase in the defense budget authority and
finally. some increase in revenues, probably from a value-added tax,
are the chips we conservatives are likely to have to throw into the
compromise pot.

It is hard to imagine, however, such a compromise deficit-reducing
package emerging prior to the elections of November 1984. In fact,
short of a crisis, the political atmosphere probably will get increas-
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ingly less conducive to any solution between now and then. But since
the budget deficit will surely be a major issue during the 1984 cam-
paign, a resolution of the problem in early 1984 seems likely. Should
that occur, a broad expansion in the latter half of the 1980's would fall
into place.

Thank you.
[The prepared statement of Mr. Greenspan follows:]
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PREPARED STATEMENT OF ALAN GBEENSPAN*

Late in 1982 a secondary wave of pessimism drove business to a final stage of inven-
tory liquidation. That set the stage.for a rapid snapback. The inventory reversal has
now moved from liquidation Into the early phases of accumulation. The shift which
began early this year has accelerated. As production rose from levels well below con-
sumption last winter, when inventories were being sharply reduced, to somewhat above
consumption now, employment and income have grown. The consequent increase in real
disposable personal income is beginning to impact consumer markets, carrying the
economy forward in a manner quite typical of the early stages of past business cycle
recover ies.

The high level of real short-term interest rates is not a significant inhibitor of
economic recovery at this stage of the business cycle. Even a modest rise in rates
from current levels is unlikely to abort the currently unfolding expansion.

Inventory liquidation ended when stocks finally were driven so tow that many com-
panles had difficulty operating efficiently. This triggered a classic inventory cycle
response. As liquidation abruptly came to a halt and production began to move up
toward the level of consumption, new orders for materials rebounded. The ability of
the materials producers to supply shipments on minimal lead time then began to
weaken. In response, purchasing agents became concerned that inventories would now be
inadequate to support the now higher desired production levels, leading to a possible
loss of market shares. To protect their companies, they began to order more heavily
and will continue to do so for awhile. The very pickup In orders which they are
generating, in turn, is further extending delivery lead times, inducing still greater
concern about Inadequate stocks. This process normally proceeds until the catch-up
phase is complete and inventories are perceived as adequate to support production
plans. During the inventory expansion phase, most companies would opt for protection
against potentially costly production curtailments and consequent loss of market
share even If this entailed considerably higher interest costs. When the adjustment
is complete, high real short-term interest rates would then affect decision making at
the margin, although cancellations of bookings already made are unlikely. Under these
circumstances, continued accumulation would occur as the unfilled orders in the hands
of suppliers are converted into the inventories of their customers.

Moreover, high interest rates will not immediately suppress those areas of capital
investment which are now improving. A couple of years ago, in the early stages of the
recession, authorizations for cost saving capital investment continued at the usual
recession pace, i.e., moderately strong. Even when a cbmpany's overall level of oper-
ations is well below capacity, so long as a particular facility is likely to remain
in operation, any cost cutting project for that facility has a high probability of
yielding an acceptable rate of return. Many such projects were committed last year
even when interest rates and capital costs were far higher than at present. While the
rate of return was only modestly In excess of capital costs, it was as assured as en-
gineering estimates could make them. However, as the second, and largely un-
anticipated, downward phase of the recession took hold late in 1982, many of these

*Dr. Alan Greenspan is Chairman and President of Townsend-Greenspav & Co., Inc.
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projects were temporarily shelved. As demand weakened markedly, the risks increased
that facilities scheduled for replacement might not remain operative. With production
expanding again, and continuous operation of the facilities to be replaced more
certain, a number of the delayed projects have been reinstituted. Since they were
largely initiated in the context of higher interest rates and lower stock prices than
those currently prevailing, even a modest rise in interest rates should not inhibit
going forward with these projects in the near future.

Housing has rebounded from its severely depressed levels of 1982. In this sector as
well, a very modest increase in rates would not cut off the recovery. Ongoing con-
struction is likely to be maintained for some time even if interest rates should
rise. Once a unit has been started, it is financially less costly to move to comple-
tion and obtain a return on the investment than to halt work or stretch it out.
Multifamily projects take longer than single-family homes to complete and the number
of units already started, for which financing terms have already been arranged, sug-
gests that residential investment is not likely to slacken in response to an initial
rise in rates. A sharp or protracted increase in mortgage interest rates would, of
course, hobble home building. Steeply higher mortgage rates would also suppress the
turnover of existing homes and the resulting realized capital gains. These capital
gains tend to generate net new mortgage debt, which has been a major factor in the
financing of big ticket consumer items.

Hence, even If the impact in the housing market were more severe, substantial short-
run gains in output are nonetheless possible even in the face of modestly rising
interest rates.

In general, Interest rates will become a more important influence on .economic growth
during the later stages of the current recovery as a larger share of the growth in
GNP entails durable items which by definition are added to the nation's balance
sheets, thereby requiring financing, i.e., offsetting increases in liabilities or
equity. When short-lived items such as nondurable goods and services are involved,
financing is not a critical factor in determining production levels. Hence, these are
not likely to be significantly affected by modest rises in interest rates.

In the second phase of the business cycle, when there is a shift in production
towards longer lived assets, such as newly initiated capital goods projects; when
surplus additions to inventories begin to emerge; and when commercial real estate in-
vestment growth becomes important, the economic expansion may well be impeded by the
currently high or worse, rising costs of capital, either through climbing interest
rates or falling stock prices.

Thus, for the next six to nine months the economy is likely to do well even in the
face of historically high Interest rates.

However, as we get beyond the first phase of the business cycle recovery and into the
types of economic activity which imply significant expansion in the asset side of
company balance sheets, currently partially dormant financial constraints come into
play.

The first reflects the necessary shift from the unsustainable emphasis on short-term
debt instruments of recent decades. Economic activity has been financed since the
1960s by an inordinate amount of debt, generally, and short-term debt in particular.
This meant that the ratio of short-term to total debt on company balance sheets rose
inexorably, as did the ratio of aggregate debt to book equity. We have finally
reached the point, where balance sheets have run out of running room.
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Further expansion of the asset side of balance sheets must now be financed

significantly more with equity, either through higher 
retained earnings or new stock

issues, and less with debt. What debt is extended must be increasingly long-lerm.

Company balance sheets must be restructured and further financing is going to have to

reflect large amounts of equity, it economic growth is to be maintained at desired

levels. The effect is to raise the perceived cost of capital. Had more long-term debt

and equity been Judged as lower cost financing than short-term debt, companies would

have already moved in that direction. A rise in the cost of capital 
implies a lower-

ing of capital investment plans from what would otherwise have been contemplated.

The key to current balance sheet problems is obviously lower long-term interest

rates. That would lead to still higher stock prices. The joint effect would create a

large funding of short-term liabilities and hence a fall in short-term interest

rates, more equity financing, and reduced pressure on the banking 
system.

Lower long-term interest rates would have a similar impact on the composition of the

recovery. They would facilitate the shift to more emphasis on investment 
in long-term

assets. But a significant decline in long-term interest rates almost surely requires

a marked lowering of long-term Inflation expectations and that in turn presupposes a

credible reduction in the so-called "out year" deficits.

Fortunately, the huge budget deficit that confronts the administration and the Con-

gress is increasing the pressure to find a solution. The Congress and past

administrations have clearly exhibited a well honed capacity to expand benefit pro-

grams and reduce taxes for lower and middlo income constituents. Reversing this pro-

cess is essential and is going to require abilities which will be new to the ways of

Washington.

It is obvious that the job ahead for the President and the Congress to 
come up with a

package Is going to be politically formidable. Some broad political compromise

clearly will be required - probably struck during a domestic sumnit of our political

I eaders.

Some elements of such a compromise readily suggest themselves. Medicare, for example,

could become means tested and not available to all elderly irrespective of income.

Cost of living escalators for all government programs could be adjusted to the con-

sumer price index less a fixed 2 or e percentage polnts yearly for several years.

Seone slowing In the rate of Increase In defen se budget authority And finally, soein

Increase In revenues probably from a value-added tax are the chips 
we conservatives

are likely to have to throw into the compromise pot.

It is hard to imagine, however, such a compromise deficit-reducing package emerging

prior to the elections of November 1984. In fact, short of a crisis the political

atmosphere probably will get increasingly less conducive to any solution between now

and then. But, since the budget deficit will surely be a major issue during the 1984

campaign, a resolution of the problem In early 1985 seems likely. Should that occur,

a broad expansion in the latter half of the 1980s would fall into place.



Senator JEPSEN. Thank you.
Now William Shipman, partner, H. C. Wainwright & Co., Eco-

nomics. Mr. Shipman, please proceed as you wish.

STATEMENT OF WILLIAM G. SHIPMAN, PARTNER, H. C. WAIN-
WRIGHT & CO., ECONOMICS, BOSTON, MASS.

Mr. SHIPMAN. Thank you, Mr. Chairman. I am, too, excited about
the report, the second quarter flash report, and it looks like we're on
our way to a strong recovery. The question is, how long will it last and
how strong will it be?

As you well know, it's terribly difficult to forecast the economy ac-
curately. Last year, which was the worst calendar year recession since
1946, took most of us by surprise. I might add that the marketplace,
and I'm not talking necessarily about the stock market, but markets in
general saw this and in mid-1981 expected that 1982, indeed, would
be a bad year and the market forecast of GNP in 1982 would be down
1.4 percent. It actually fell 1.7.

Now using the same methodology that we have used in the past to
forecast real GNP, it's our best guess that we are entering 2 years
which are the best years since the Korean war period. Real GNP this
year is up about 6 percent and next year up more than 8 percent. And
that is year over year, not fourth quarter over fourth quarter.

Obviously, while parts of the economy do not participate in this in
the same way, durables lead. Residential investment follows. Housing
should be strong this year and next. Autos should be strong this year
and next.

By almost any calculation that we have made, it looks like 2 great
years. I caution to add that there is no way that we know of to giveyou a credible forecast beyond that period.

There are many concerns that have been voiced and we have seen inthe media that the recovery could be aborted. Those concerns include
interest rates-high real interest rates-budget deficit, tax policy, and
many other items.

I would like to touch upon just a few of them. First of all, the mar-ket expects, if you look at the Treasury bill futures market, which wethink is the best guess, that interest rates next year will be higher than
this year and that they will rise by about 11/4 percentage point. The sec-ond item is that it is stated that the real rate of interest now is higherthan it has been in a long time. And although as that is measured con-ventionally, it's true, we don't think it's terribly important.

To arrive at the real rate of interest, you should take the marketrate of interest and adjust it for taxes. That interest income is taxed.And the market clears on an aftertax expected return, not pretax.
The second thing is to look at the expetced rate of inflation overthe term of the credit instrument and not what inflation just recentlywas reported to be. If you make those two adjustments, the real rateof interest is probably about 11/2 percent. There are problems in thecomputation, but if we look at other markets, such as the United

Kingdom, where they issue indexed bonds, Government issues indexbonds, they get paid back in constant purchasing power, that is a pre-tax yield on what is called the index link gilts of 2 percent. The af-tertax yield, of course, is something less than that,



The real rate of interest, in our view, conventionally measured, is
high, but not relevant, and adjusted for expected tax rates and ex-
pected inflation is low and relatively stable, and really is not a concern.

The second item is budget deficits. We have been told a great deal
that unless the budget deficit comes down, interest rates will not fall.
So we have got to get the budget deficit down using fiscal responsibil-
ity, and that generally means tax increases. If you look at annual data,
there is a relationship between interest rates and the budget deficit on
a contemporaneous basis. And that relationship is, that if the budget
deficit rises, interest rates in that same year tend to fall.

The budget deficit does not lead interest rates as an empirical mat-
ter. Interest rates lead the budget deficit. If you were to tell me that
next year the budget deficit was going to rise by some amount, it would
give me no information as to what would happen to interest rates next
year and the years beyond that.

The last item I would like to touch upon is tax policy and the budget
deficit. If you look at the relationship between tax revenues and the
change in the budget deficit, we find that in the year that tax revenues
rise as a percentage of GNP, indeed, the budget deficit falls. That hap-
pens for that year alone. After that, the budget deficit rises.

The experience over a long time is that we have increased tax reve-
nues as a percent of GNP and at the same time we have increased the
budget deficit as a percent of GNP.

I would argue strongly that if you want to bring the budget deficit
down, for whatever reason, don't expect that you are going to do it
in a circular sense by raising taxes.

To sum up, it looks to us like we've got, as I mentioned, two of the
best years since the Korean war period. I can't help you at all looking
at 1985. We are just unable to forecast with any accuracy out that far.
If we want the recovery to continue in a long secular sense, from a pol-
icy standpoint, it would be our view to move toward a price policy
for monetary policy where the dollar buys tomorrow as much as it
buys today and to move toward a fair tax system where tax rates are
substantially lower than where they are now.

Thank you.
Senator JEPSEN. Very interesting; thank you, Mr. Shipman.
[The prepared statement of Mr. Shipman follows:]
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PREPARED STATEMENT OF WILLIAM G. SHIPMAN*

The 1983 and 1984 Recovery:
Two of the Best Years Since the Korean War Period

Mr. Chairman. I thank you for this opportunity to testify before the Joint Economic Committee on the
current state of the economy and the economic outlook. In your invitation you asked that I touch upon
the strength and sustainability of the recovery. lam pleased to say that as of this time, the outlook, at least
through 1984, is very bright indeed.

Thankfully 1982, the worst calendar year recession since 1946, is behind us. Now the debate is focused on
the recovery's magnitude and longevity. Related concerns are the budget deficit and high real interest
rates.

For most forecasters, last year's economic disaster came as a surprise. In mid-1981 the consensus forecast
anticipated that 1982's real GNP would rise 3.41 percent over 1981. The official administration forecast
was also for a 3.4 percent gain. But capital markets saw it differently. Using the information reflected in
unbiased market prices as of June 30, 1981, a decline of 1.4 percent 2 

was anticipated.3 
Although this

estimate was labelled as extreme at the time, it proved close to the mark. Real GNP declined 1.7 percent.

*This testimony draws upon research conducted by H.C. Wainwright &
Co., Economics. The author is indebted to Charles E. Babin, R. David
Ranson and Tanis Zouikin for their assistance.

1. See Blue Chip Economic Indicators. Eggert Economic Enterprises. Inc., Sedona. AZ. June 10. 1981.
2. The historical forecasting record cited in these pages uses a "naive" extrapolation of market prices from the latest spot

quotation of interest rates. An alternative method, the "market" forecast. is based on futures quotations.
3. See Current Forecast Tables. H. C . Wainwright & Co., Economics. Boston, MA. August. 1981.
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The accurancy of this forecast was not a fluke (Figure One). The solid line in the chart indicates the actual
change in real GNP, year-over-year, for the last sixteen years. The accompanying broken line depicts the
forecast, made six quarters in advance, as derived from market prices. In 1981. for example, real GNP
registered 1.9 percent growth. The published forecast as ofjune 30, 1980 was 2.3 percent. Similarly, the
forecast for 1982. minus 1.4 percent, was made June 30, 1981.

Figure One
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So much for the past. What's ahead? According to market prices, a lot. For at least a year now, contrary to
the Administration's slow recovery scenario, this year's real ONP has been expected to rebound rather
dramatically, followed by an additional significant gain in 1984. As ofMay 31, 1983, markets expect real
GNP torise 6.0 percent this year, and 8.4 percent next. Should this be at all close to what materializes, we
are facing two of the best years since the Korean War period. These numbers may seem extreme. They
certainly remain at odds with present consensus estimates of 2.9 percent and 4.8 percent.4 

But if history is
any guide, they will not appear as extreme as time progresses.

Importantly, major components of the economy are expected to behave differently. The accompanying
charts show the historical forecasting record and current "market" forecasts for a number of them. As
indicated, durable goods are forecast to lead the way. Investment in nonresidential structures, which tends
to lag the economy, is not expected to rebound until next year.

In the light of these widely divergent forecasts, a brief discussion of Wainwright's methodology is in order.

4. See Blee Chip Ecoic Indicatos, ibid June 10, 1983.
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THE CONDITIONAL FORECASTER"'

The advent of computer technology gave rise to a number of complex forecasting models - which seek to
estimate the economic impact of public policy initiatives. Most of these models are firmly rooted in
conventional economic theory. They assume that the government manages the economy almost
exclusively by stimulating or restraining "demand," and that inflation and unemployment arise from
disequilibria between "demand" and "supply." But the unexpectedly turbulent economy of the past
decade has brought into question both the theory and its application to forecasting.

The Wainwright Conditional Forecaster' technique represents a new development. The chances that
subjective estimates of the unfolding business cycle can be both timely and accurate are low. Wainwright's
approach overcomes this problem by relying only on objective market price information which signals
changes in economic behavior. This technique is a practical application of the idea that market prices
reflect known information fully and without bias. Its forecasts are the forecasts of the market itself.

Statistical testing has confirmed the power of market prices to anticipate economic turning points. Since
1952, the technique captures more than 70 percent of the inter-year variation in U.S. economic growth.
Indeed, it appears to provide the earliest possible warning of business cycle turns. And, in recent years, the
method has proved its value in circumstances that have frustrated conventional methods.

Incentives and tax borders. The Wainwright approach is founded on two premises. The first is incentive
economics - the proposition that economic behavior is governed in part by the anticipated returns to
effort and sacrifice. The second is efficient markets - the idea that market prices contain the most
complete and objective information available about the economy.

The classic kernel of incentive economics is the trade-off between "work" and "leisure." When the
trade-off is shifted, behavior is altered accordingly. These terms are symbolic. "Work" includes all
activities which are taxed, and "leisure" those which are not.

Although it is the starting point, this trade-off is only a specific case of a more general phenomenon. A
decision maker can choose among many kinds of "work." Different tax rates apply to different types of
economic activity, or even to the same economic activity under different circumstances. Tax differentials
change the allocation of resources from one kind of "work" toward another.

An example occurs at the border between two states. Take the case of Massachusetts and New Hampshire.
Massachusetts built an expensive social welfare system and financed it with tax rates that were high by
national standards. New Hampshire, in sharp contrast, had no personal income or sales tax, and much
lower property taxes.

The results of this difference in policy are clearly visible. Driving to New Hampshire, we observe that
Massachusetts is marked by many symptoms of industrial decline. At the New Hampshire border there is
a noticeable change, with much recently completed construction in evidence - shopping malls, office
buildings, housing developments, and other signs of economic vitality. The discontinuity takes place right
at the border. It is the result of a confrontation between two structures of tax rates, and reflects a kind of
arbitrage. The general principle is simple: "work," when free to do so, will move from high tax to low tax
jurisdictions.

In more recent years, however, Massachusetts has increased incentives, and its economy has recovered
noticeably.



Tax arbitrage in the time domair. At the national level, tax differentials also have drastic effects. But
many of the relevant tax borders exist in time rather than space.

A celebrated example occurred a few years ago in Great Britain. Soon after Margaret Thatcher became
prime minister she decided to raise tax rates on spending. The value added tax (VAT) rate was increased
from 8 to 15 percent. The minimum warning that the British government could give was a few weeks.
Apparently, it takes that much time to reprogram the computers kud reprint the tax forms. Not
surprisingly, for those few weeks people went on a spending spree (see Figure Two). They bought all the
things they could, while inventories lasted, literally pre-empting the tax rate increase. And for a long time
thereafter retail business was depressed.

The response was prompt, and there was no mystery about it. The government gave the minimum amount
of warning because it knew what would happen. It wasn't the first time that this pattern had occurred. The
same response had taken place when Edward Heath announced his intention to introduce the VAT in
1973.

It is convenient to refer to these disturbances as "flip-flops." The flip side is the boom that took place as
consumers scrambled to arbitrage the anticipated tax hike: the paradoxical result of bad news about the
future. And the flop is the lull in purchases which followed.

Figure Two
The British Economy and the VAT

June 12, 1979-
VAT rae raised from 8% to 15%
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"Flip-flops" in the U.S. economy. Many ups and downs in the U.S. economy can be traced to the same
mechanism. And they are as predictable as in the Thatcher case, although the circumstances and timing are
quite different. Incentives arising from tax rate differences can and do alter behavior in various ways.
However, the complexity of our tax structure, and the frequency with which it changes, make it far more
difficult to see what is going on than in the isolated example of a VAT tax hike. In the U.K. example, even
the government fully understood what happened. But in our environment, few claim to understand why
turning points occur when they do; most of us are too busy trying to recognize a turn once it has already
happened.

The change from year to year in U.S. tax rates is not always easy to predict. Tax decisions by Congress are
difficult to anticipate, and some of them, cliffhangers till the last moment, are retroactive. Tax rate
changes also emanate from bracket "creep," to an extent that depends on the inflation rate, which is
volatile. Nevertheless, we do have expectations about what will happen to tax rates from one year to the
next. Indeed, the tax-shelter industry exists chiefly to take advantage of these expectations.

The relevant tax border is the line between one calendar year and the next. It is on January 1 that nearly all
changes in income, corporate, or Social Security tax rates take place. (The notion that the Reagan-Kemp-
Roth tax cuts take effect on July 1 forgets that income earned during each year's first half is taxed exactly
like income earned in the second half.) For this reason, the Conditional Forecaster- identifies turning
points between, rather than within, calendar years.

As in the VAT example, a change in tax rate expectations will set off a flip-flop in the economy as
producers and spenders try to pre-empt the expected change. In effect, we get a year's warning of these
turns in the economy - if we know how to read the relevant signals.

The task of monitoring expected tax changes, and using them to predict turning points in the economy,
seems formidable. Fortunately, the financial markets do a lot of the work for us. Short-term interest rates
reflect, among other things, expectations about two factors that borrowers will readily concede lenders
ought to be compensated for: inflation andtaxation. Increase the expected rate of inflation, and interest
rates will rise. Keep expected inflation constant while raising next year's tax bite, and again interest rates
will rise. Thus, by monitoring short-term interest rates, we can keep track of two of the chief sources of
news about next year's taxation: bracket "creep," and legislative changes.
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FjiureThree depics wo histrical relationships which confirm. a idirectonsi link between intereutrates
and the economy. The link is positive o a contemporaneous basis, and negative on a lagged basis. Both
pattrns are statisdically significant

Figure Three
Interest Rates and Economic Growth
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Our work at Wainwright confirms that interest rates do help to signal year-to-year flip-flops in the
economy. Indeed, it is possible to anticipate turning points more than a year in advance. Despite the
number of extraneous factors affecting the economy at all times, the market-price approach has accurately
called the direction, timing, and magnitude of recent turns. Hence, market prices do contain valuable
information about the economy.

Although the "market's" forecasting record has been surprisingly accurate, vindication of the present
outlook must wait until 1985. In the interim, however, it is useful to analyze these forecasts, and the
underlying logic which supports them, in the light of the concerns cited in my opening remarks such as the
high real rate of interest and the large budget deficits.

Policy Implications: The Real Rate of Interest. Consider the current debate over today's high Teal rate
of interest. Forecasting interest rates is a humbling business. Accurately forecasting interest rates is near
to, if not impossible. But there is still a need to make a "best guess." For this purpose Wainwright's
technique harnesses the Treasury bills futures market. As of the end of May, the market expected the
average3-month bill rate to average 8.65 percent in 1983 and 9.69 percent in 1984. In our view, that's as
good an estimate as any. After all, individuals who create this interest rate figure do so with much capital
risk.



With inflation abating recently, many argue that today's real rate of interest, the market rate of interest
minus the inflation race, is unprecedented (Figure Four). Many argue further that if the real rate does not
fall, the recovery will be aborted, and we will be riding the economic cycle again all too soon.

Figure Four
Nominal and Ra 3-Month Treasury Bill Yield
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There is an alternative view - one which suggests that today's market pricing of credit is efficient and that
real rates are not high. First, interest income is taxable. And, credit markets clear on the anticipation of an
after-tax return. While there are multiple problems in gauging the marginal tax rate that clears the market,
one thing is certain: ceteris paribus, higher tax rates spell higher interest rates.

For the purpose of illustration I'll use a 35 percent tax rate. Assume a market interest rate of 10 percent.
The after-tax rate would be 6.5 percent before any allowance for inflation. The inflation rate that should
be deducted is not the most recently published rate, as is conventionally done, for this reflects past price
experience. Since credit instruments are only concerned with future inflation over their term, the expected
inflation rate is the relevant factor. Figure Five illustrates the sensitivity of interest rates to the expected
inflation rate. Should market participants expect inflation to be 5 percent through the maturity of the
credit instrument, then the remaining return is 1.5 percent.

Figure Five
ANTICIPATED INFLATION

Treasury Bill Yields vs. Consumer Survey
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This return, which is adjusted for expected inflation and tax rates, is the after-tax, ex-ante real rare of
interest

Measuring this interest rate is, of course. problematical. But imagine what the yield might be on treasury
debt if the U.S. government promised ropay interest and principal in constant purchasing power dollars.
That is, bonds whose return would be indexed to the price level. No inflation premium for these bonds
would exist since the indenture would guarantee that they would be inflation proof. Such bonds would be

IpeIed to trade at a much lower yield than conventional debt.

This concept is not hypothetical. In 1981, the United Kingdom started issuing index-linked gilts.
Principal and interest are indexed to the UK retail price index with an eight month lag. Outstanding issues
currendy total 6.4 billion pounds or approximately $10 billion. Tax treatment is comparable to
conventional government debt- The yield of the indexed gilts is substantially lower than the non-indexed,
as shown in Figure Sit The after-tax yield, of course, is even less.

Figure Six
Yields on Normal and Index-Linded Bonds Compared

British Government Securities
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From this and other evidence, we conclude that the after-tax, ex-ane real rate of interest is not high, and is
rather stable. And any discrepancy between the "ex ante" and "ex post" real interest rates implies an
expectation that future tax rates and/or inflation will differ from past rates.

Policy Implications: Th Budget Deficit and Interest Rates. It is argued that in order to bring down
interest rates, let alone the real rate, we must get our horrific budget deficits under control. The emerging
solution suggests that a healthy recovery demands "fiscal responsibility," that is, a tax increase.

Many congressmen have offered their prescription. Alternative tax proposals are sure to follow,
including rescinding indexation and the July 1 tax cut. These proposals follow the Tax Equity and Fiscal
Responsibility Act of 1982, a $98.3 billion tax increase, a 54 a gallon gasoline tax, and an increase in the
Social Security tax.

But what is the history of budget deficits and interest rates? Figure Seven presents the relationship
between the budget deficit as a percent of GNP, and the average annual 3-month treasury bill rate.

Figure Seven
The Budget Deficit and the Interest Rate:

The Tining of the Relationship
year-to-year changes

Changes in 3-month T-bill rate

basis 100 -
points -

50

0

-50

-100

Changes in
Budget Totals as

a Percent of
Prior Year GNP
in basis points

100

3 2 1 0 1 2 3

years prior years following

48 46
Budget Deficit:

Shaded area is statisticaily significant
to the 95% level of confidence.



59

We rinod that there is a relationship between the budget deficit and interest rates but nor quite the same one
which is used to argue for a tax increase. Using annual data, a budget deficIt this year does not lead to any
expected interest rate next year or the year after. This year, however, if the deficit were to rise, it would be
consistent with a fall in interest rates this year. Additionally, a rise in interest rates this year would be
consistent with a fall in the deficit this year, but a rise in the nex two years. Interest rates lead the deficit,
the budget deficit does not lead interest rates, even though there is a contemporaneous relationship
between the two.

There is, however, a larger question: Would our budget deficit woes be solved by another round of tax
increases F

Official projections, which take into account all recently enacted tax programs, show in stark terms why
there is such a concern about budget deficits and, therefore, the possibility of raising taxes further.

THE BUDGET DEICIT CRI5S
Official Projections'

($ Billions)

Fiscal Total Federal Federal Budget
Year Raceipts Deficit

1982 (scrual) 617.8 -110.4

1983 5983 -210.2
1984 653.7 -190.2
1985 732.4 -184.6
1986 843.8 -144.6
1987 9213 -136.6
1988 1022.9 -102.4

1. Budge of dse Unmd Sam Govemimem. as mended April 1983.

In part, the deficit problem is linked to the economy's recovery. On the magnitude of the recovery, there
is a wide difference of opinion. The Administration currently projects cumulative real GNP growth
through 1984 at half the rate implied by the "narket" forecasm.

The experiment of attacking deficits through increased taxaton bas, in fact, been the traditional
prescription. It is easy to understand the convention that the road to a balanced budget is higher taxation.
Looking at year-by-year changes, increases in government receipts are coincident with improvements in
the budget accounts (Figure Eight). Bur, from a wider perspective, the treands run in the opposite direction
(Figure Nine). Over the full period, increases in ftaes have been accompanied with an ever dereriorating
budget picture. Does it seem reasonable that by raising taxes still further we will bring the deficit under
control?
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Figure Eight
Taxes and the Budget Deficit
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Figur Nine
FEDERAL RECEIFTS AND THE BUDGET
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An anemic recovery, such as that envisioned by the Administration, is damning to the deficit picture. As
Budget Director David Stockman, Martin Feldstein and others see it, the Administration must rely an
spending cuts and more tax boosts rather than the hope of a strong recovery.

Ironically, it is just such transmissions which push in favor of a boom scenario. According to the logic
behind Wainwnghr's Conditional Forecaster"' outlined earlier, anticipations of higher tax burdens in
the future cause the marketplace to expedite economic activity. The morepoliticians clamor for new taxes,
the more likely the system is to place discretionary activity into the earlier and lower tax period. Whether
or not such tax increases actually are legislated is unimportant. What is important is that they are expected
to come true.

Conclusions

* The likely path for 1983 and 1984 is a strong economic recovery, perhaps the best two
consecutive calendar years since the Korean war period.

* The real rate of interest, adjusted for expected inflation and tax rates, is not high, and nota concern.

* Market rates of interest are expected to rise next year.

* The budget deficit, although significant for some reasons, should not cause alarm concerning
interest rates or the economic recovery.

* There is precious little reason to believe that the budget deficit will shrink as a result of continued
increases in taxation.

Thank You

William 0. Shipman

Parmer

H.C. Wainwright & Co., Economics
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Senator JPxEN. Mr. Sinai, please proceed, as you wish.

STATEMENT O7 ALLEN SINAI, SENIOR VICE PRESIDENT AND
ECONOMIST, DATA RESOURCES, INC., LEXINGTON, MASS.

Mr. SIwAi. Thank you very much, Mr. Chairman. I want to ask and
deal with four questions in the testimony. First, what is the current
state of the economy and the financial markets? Second, what is the
near-term and longer run outlook for economic recovery, the profile of
the expansion, interest rates, and economic policy? Third, what are
the major risks to sustained expansion and is there much chance that
the recovery will be aborted? And last, what policy choices might pro-
mote sustained expansion and declining unemployment without a
major reacceleration of inflation in the coming years?

And so let me try and deal with each of those.
First, the current state of the economy and financial markets. The

economic recovery is now clearly in a powerful growth phase. It's only
6 months old. But it is rebounding very strohgly from the most severe
downturn since the thirties.

The recovery, which began rather weakly in January, gained con-
siderable momentum in the second quarter, especially in consumer
spending, and through a shift to inventory accumulation rather than
decumulation. The real economic growth rate estimated by the Depart-
ment of Commerce of 6.6 percent may actually turn out to be conserva-
tive in terms of what the final numbers provide. There is upwards of
$29 to $30 billion of real GNP coming out of both the swing in inven-
tories and the increase in consumer spending so far in the second quar-
ter. The rises in sales, orders, production, employment, and income,
which are now regularly occurring, are very much characteristic of the
early stages of expansion and once in place, promote a kind of self-
sustaining process which is very hard to interrupt.

Once in place, I think it's very safe to say that the economy is de-
cisively launched into expansion and it is very difficult to do anything
to ruin that short of egregious policy errors or some external shocks,
especially when you are starting from the low position that began this
recovery.

Indeed, the demand side pressures are so strong in the second quar-
ter that a good part of the money growth that we are seeing and the
extra growth in M, is coming out of increased demand for money in
the economy, and the 1/2 to 1 percentage point rises of interest rates in
recent weeks are further evidence that we have a very strong upturn
occurring.

Now in subsequent quarters, the growth of real GNP is unlikely to
surpass that of the second quarter. There are areas of weakness in the
economy which will persist and which actually are in evidence in the
second quarter. Foreign trade, for example, net exports will continue
to be weak. There is likely to be some fading of residential construc-
tion in terms of its contribution to real GNP. We will see only flat or
small rises in business fixed investment and consumer spending will
likely not be so strong as in the second quarter.

From the fourth quarter of 1982 to the fourth quarter of 1983, we
are now projecting about a 5-percent rise in real GNP. The Consumer



Price Index will be up about 3 percent. The unemployment rate will
still be around 9.3 percent in the fourth quarter and interest rates
should be near current or at somewhat higher levels.

The year 1984 promises to be an even better year for the U.S.
economy. Actually, this year is more of a transition year to a solid,
broad-based expansion across the board in 1984. Next year, the busi-
ness sector should really begin to come on stream into the recovery,
both in terms of inventory accumulation and a much stronger pace of
spending on plant and equipment.

Net exports-foreign trade-should begin to improve by the second
half of 1984. For all of next year, we are projecting 4.7 percent
growth rate for real GNP, with the unemployment rate down to 81/2
percent by election time.

Now the profile of the recovery so far has really been very typical
of most upturns. And as a matter of forecasting, it is quite likely
that the rest of the expansion will unfold in a way that is very fa-
miliar, with a couple of exceptions.

The recovery began in the interest-rate sensitive areas of housing
and auto sales. Then it moved into consumption and now we see a
very strong swing in inventories. At the same time, broad-based
strength in consumption is emerging and that is the key to propelling
the expansion for many more months. Once the process gets going,
and it will be buttressed by the tax cuts of July 1, the expansion really
does have a life of its own.

In the second half, we expect to see some increases in business-fixed
investment, but not anything of great strength until 1984-85.

For the business sector, low-capacity utilization rates, still high
nominal and real interest rates, still slow rises in final sales, despite
the good GNP number, and weak balance sheets will continue to pre-
vent any capital goods boom.
. The behavior of net exports is one unusual element in this recovery,

the result, really, of a very strong dollar, weak economies abroad and
enforced austerity in many of the third world countries.

The other unusual facet of the recovery is that growth is likely
to be subpar, on average, over the string of years, as the string of the
next few years. Very fundamentally, so long as we have such high
nominal and real interest rates, the interest rate sensitive sectors in
the economy-autos, housing, business, capital formation, and net
exports-we will not be able to sustain the kind of rises that typically
go on in a recovery. This will prevent the average growth rates in
the U.S. economy from matching the 5 to 6 percent per annum that
we often see after a recession for 2 or 3 years.

Those high interest rates, both long and short, are very much the
result of the string of deficits in the out-years and their effects on
long-term rates through expectations and the effect on short-term
rates through the volume of Treasury financing that occurs. And,
there does not seem to be any prospect of a major break in the deficits
to anything other than a range of $175 billion to $225 billion for the
next 3 or 4 years. So long as that is true, interest rates will remain
high. They may not rise sharply until there is a clash, until private
sector credit demands really begin to surge and push against the
Treasury financing to create problems for the Federal Reserve. But



they will remain at these high levels both in nominal and real terms,
and that is going to be a deterrent once the initial surge of growth
in the interest rate sensitive areas ends.

Now with regard to the sustainability or how long the expansion
will last, on that I am very optimistic. I believe we have seen some
very fundamental changes in the U.S. economy, very much the result
and the aftermath of the severe downturn that we had over 1979 to
1982. And some of these changes, not all of them, but these are the
major ones, include permanently lower rates of inflation, both for
prices and wages. The deceleration of inflation since 1980, both in
prices and wages, has been extraordinary, certainly not without im-
mense costs, but probably something that could not be avoided in
terms of getting inflation rates down.

Really, by anybody's theory, the 15-year acceleration of inflation
from 1965 to 1980 was a very serious matter and the cost of not deal-
ing with it would undoubtedly have been much greater than the costs,
as bad as they have been, of recession and unemployment-bringing
those inflation rates down.

Now that really was the fundamental change for the economy, the
reduction of inflation. And it is unlikely that we are going to gt a
quick re-acceleration of inflation to decidedly higher levels. There
are a number of reasons for that. The economy, though growing, is
very much below its potential. There is a gap between potential and
actual real GNP of over 12 percent, That's a record for the post-war
period. There is tremendous pressure in the labor market, downward
pressure on wages. Wage costs are rising much more slowly. We are
likely to see a yery strong increase in productivity growth, one that
may prove to be quite surprising. Those two factors, low increases
in wage costs and the strong productivity growth, will combine to
promote small rises in unit labor costs. In the year or two after the
recession ends, unit labor costs really call the tune on pricing. If they
are low, business can recapture profits without raising prices simply
through increases in sales volume.

So I think the outlook for inflation is quite bright and the way to
discuss it or phrase it or describe it for the next 2 or 3 years would be
low single-digit rates of increases and, at most, 4 to 5 percent as we
move into 1984 and 1985. That's very fundamental because that
changes the underpinnings for interest rates. So long as inflation rates
are in the range that I have described, it will be difficult for there to be
any sustained upward surge of interest rates that, at least for the
next year or two, and maybe even three, would cause the economy to
move into so severe a downturn as we had in the last few years.

So a second fundamental is permanently lower interest rates. Al-
though they are still high by historical standards, they have moved
low enough to provide a stimulus to growth in the economy.

A third fundamental change is the change in the purchasing power
of households and businesses. That grows not only out of the lower
inflation, but also out of the increased incomes that are being gener-
ated by tax cuts and for businesses what has been called the leaning
of corporate America.

Purchasing power is much greater now for households. They may
not realize it because of downward pressure on wages up to 3, 4, or 5



percent, but the fact is that in real terms, real wages are rising now.
They certainly were not 3 or 4 years ago. And, real disposable income
is on the upswing as well.

In addition, there is a little kicker of over a 55-percent increase in
the stock market in the last year. The increase in wealth that comes
out of that, not for a lot of people, but for some who do spend on big
ticket items, the effect on consumer confidence, and also the effects of
lowering business financing costs, is one of those factors that has been
propelling consumer spending so much higher in the second quarter.
And, it may continue to provide somewhat of a surprise for the rest
of the year.

The fourth fundamental change is the different attitude toward pro-
ductivity in the U.S. economy and business. We have had for about
10 years very low productivity growth, I think as all of us know, which
has been one of the major problems in terms of growth of potential
output. There really is a different attitude in business; indeed, those
workers who are still working really are supposedly the most produc-
tive. Their job tasks are being doubled and tripled. The productivity
numbers have been quite goo in the last three quarters. We may be
surprised by the growth in productivity over the next year or two, both
as an outgrowth of the deep recession we had and also from some tech-
nological change that will enhance productivity growth. But whatever
the reason, it's going to help potential output and be a weapon against
inflation.

The last reason for a long expansion beyond 3 years is very simply
that when you start from so low a position in the economy as we are
starting from, it is a lot easier to sustain growth for many years. The
last long growth period that we had was in the early 1960's, when,
indeed, we had quite a bit of slack coming out of a long period of
recession.

Well, I think it's clear that I don't think the risks to aborting the
recovery are all that great at this moment of time. At the same time,
they cannot be ignored or diminished. And primary among them is
the problem of high deficits and high interest rates and whether or not
the Federal Reserve has to tighten monetary policy either because of
the deficits, because of too rapid monetary growth, or because the
growth of the economy gets going too fast.

I don't think that 1 or 11/2 percentage points of rises in interest
rates, nominal or real, will really do much except slow down the pace
of the expansion over the next year or two. But anything that would
raise interest rates 2 or 3 percentage points would definitely threaten
to not only abort the U.S. economic recovery, but to create even more
difficult problems for the debtor nations, the Third World countries
and LDC's who are having trouble now and for the banks who are
trying to help them over their difficult times.

The deficit is clearly the culprit and, as has been argued many times,
it would be of great help to the economy and to minimizing the risks of
aborting the recovery if we were to see a tightening of the deficit and
some further easing of monetary policy at the same time.

As for policy, really, the question for policy is how, now that we're
starting so far in advance, can we encourage sustained expansion with-
out a regeneration of inflation so that we can avoid going through



the same difficulties as in 1980, 1981, and 1982. I think that's the $64-I
guess these days it's $64 now, not $64,000, because this is, after all,
an era of disinflation. The $64 question is how to do that without-
how to grow the economy, reduce unemployment, and not have sharp
increases in inflation as a result.

I think there are a lot of policy choices to do that. It would be wise
for Congress and the administration policymakers to consider that
early. One way would be to tilt the mix of policy toward a tighter fis-
cal, easier money stance, which would bring lower interest rates, but
not create too much stimulus in the economy, that would create an en-
vironment of lower interest rates that would raise and enhance busi-
ness capital spending and increase potential output.

The current budget impasse, I would say, is worth about half a per-
centage point so far in long-term bond yields and is really a major
danger if it keeps going on. Second, a better coordination of mone-
tary and fiscal policy is necessary to achieve common goals. In fact,
I think it's a necessity. We have had too many periods of clashing
monetary and fiscal policy in recent years, with very counterproduc-
tive results.

I don't have any brilliant ideas on this, except to increase the com-
munication between the major arms of policy. It may be time to es-
tablish a policy board to coordinate policy where goals are jointly set
for growth, employment and inflation, and discussion and setting of
parameters of both monetary and fiscal policy are made in a coordi-
nated way. Such a board could include the Chairman of the Federal
Reserve Board, the Secretary of the Treasury, the Chairman of the
Council of Economic Advisers, the chairman of the key congressional
committees, and the Director of OMB. Getting the communication go-
ing about what policymaking ought to be, what the goals are for the
economy and how to achieve them, would be a major step in minimiz-
ing the lack of coordination of policy we have seen in some recent
years.

Another policy choice is to encourage only slow growth for the
economy in the early stages of expansion. I think that's actually a plus.
If growth is slower at the start, that will case demand-side pressures
on inflation and buy time before we run into some more inflation which
ultimately has to happen once you get close to full employment.

And finally, it would be worth some study of income policies well in
advance of inflation problems in case a need arises later. Tax-based
incomes policies operating on wages might be implemented as we move
along in the business expansion. I have thought that such policies
could offer a means to sustain lower costs to business and lower infla.
tion without the painful side effects of a severe recession. But that's a
very difficult subject and a lot of early planning would be necessary.

In conclusion, I would say that there is little that can disturb the
prospects for sustained expansion now. Only egregious policy errors or
unforeseen external shocks can really upset the momentum for ex-
pansion that has been established. Most likely, we will have a string
of years of good growth-not boom or runaway prosperity, but steady
expansions on average, each year.

Simultaneous good news is going to occur on all fronts for most of
this year, both in economic growth, employment, inflation, interest
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rates, and for most investors, quite a change from recent years. It's
hard to see any major trouble in prospect-perhaps late this year or
early 1984, but more likely not until 1985.

There is really too much slack in the economy now and unit labor
costs will be too low for the kind of inflation that would necessitate
a major restraint in policy. Only the continuing huge Federal budget
deficits, the high interest rates that are associated with them, and
potential problems of countries with severe debt problems loom as
threats to sustained recovery both in the United States and the rest of
the world.

Thank you.
[The prepared statement of Mr. Sinai, together with an attached

appendix, follows:]
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PREPARED STATEMENT OF ALEN SINAI

Can the Recovery be Sustained

This testimony is concerned with four questions--

1) What is the current state of the U.S. economy and financial markets?

2) What is the near-term and longer-run outlook for economic recovery, the profile

of the business expansion, interest rates, and economic policy?

3) What are the major risks to sustained expansion and is there much chance that

the recovery will be aborted?

4) What policy choices might promote sustained expansion and declining

unemployment without a major reacceleration of inflation in coming years?

In brief:

-the economic recovery, now six months old, is currently in a powerful growth phase,

rebounding strongly from the most severe downturn since the 1930s. The recovery, which

began rather weakly in January, has gained considerable momentum; especially in

consumer spending and through a shift to inventory accumulation rather than

decumulation. Real economic growth in the second quarter is estimated at an annual rate

of 6K to perhaps over 8%, with increases concentrated in inventories, consumption,



residential construction and military spending. With rises in sales, orders, production,

employment, and income now regularly occurring, the economy appears to be decisively

launched into expansion. Indeed, pressures have developed on MI and interest rates from

the demand-side strength. The 16.4% surge in Ml growth, at an annual rate, over the past

two months and 50 to 75 basis point rises of interest rates in recent weeks provides

further evidence that a solid upturn is occurring.

-in subsequent quarters, real economic growth is unlikely to surpass that of the current

quarter, with continuing weakness in net exports, some fading of residential construction,

only flat or small rises in business fixed investment, and a slower pace of rises for

consumption. From 1982:4 to 1983:4, a 5% rise in real GNP is now projected, with the

CPI-U up 3% or so, the unemployment rate still at 9.3% in the fourth quarter, and interest

rates near current or at somewhat higher levels. 1984 promises to be an even better year

for the U. S. economy, with business spending to pick up and a turnaround finally

emerging in foreign trade. A 4.6% growth rate in real GNP is projected for the year, with

strength well distributed across the economy and the unemployment rate down to 8.5% by

election time.

-the profile of recovery has been generally typical of most upturns, with housing and auto

sales having led the way, then consumption and a positive swing for inventories. A broad-

based strength in consumption is emerging, which should propel the expansion for many

more months. During the second half, business fixed investment should begin rising, but a

much greater pace of capital outlays will not occur until 1984 and 1985. Low capacity

utilization rates, still high nominal and real interest rates, only slow rises in final sales,

and weak business balance sheets will continue to depress capital outlays. The behavior of

net exports has been unusual, however, reflecting the strong dollar, the weak economies

abroad, and enforced austerity for many of the debtor nations. The typical recovery



profile is forecast to continue, except for subpar growth over the next few years.. Growth

of 5 to 6% for real GNP during the first few years after a recession is not unusual. An

interim DRI forecast shows 3.1%, 4.5%, and 3.5% growth rates for 1983, 1984, and 1985,

respectively.

-the expansion will be sustained for at least several years as a result of fundamental

changes in the U.S. economy and financial markets. These changes include 1)

permanently lower rates of inflation, both for prices and wages; 2) a lower profile of

interest rates than in recent years, although still high by historical comparisons; 3)

increased real purchasing power for households and business; 4) much higher growth in

productivity; and 5) the room for expansion that exists simply because the economy is so

far below its potential. The long deterioration in the performance of the U. S. economy is

over, principally because the severe inflation problem has been ended. Lower inflation is

critical for lower interest rates, which combine to stimulate growth in output, production,

employment, and income. Greater purchasing power for households despite depressed

wages will enhance the affordability of all items, sustaining increased consumption for

many quarters. Business, too, is experiencing improved purchasing power, as cash flow

rises well above capital outlays and costs remain low. A new productivity ethic, fostered

by the deep downturn and "leaning" of corporate America promises to hold unit labor costs

extremely low and to bring a greater increase in potential output. Finally, a "gap"

between actual and potential real GNP of over 12% will permit considerablc growth

before demand-pull inflation becomes a problem again.

What is unusual for this expansion is the prospects for subpar growth, almost solely the

result of the $175 billion to $200. billion federal budget deficits in prospect over FY1983

to FY198& These deficits are responsible for two to three percentage points of nominal

and real long-term interest rates, and will prevent the interest rate sensitive areas of the

economy from rebounding fully. Weak net exports and a permanently smaller share of

total economic activity for the interest rate sensitive sectors will be a characteristic of

the economy in coming years as a result.



72

-Numerous risks to sustained expansion remain, however, although more likely to cause

less robust growth rather than an aborting of the upturn. These include 1) the crowding-

out that is now occurring from the effects on interest rates of actual and prospective

federal budget deficits; 2) the risks of default or collapse abroad; and 3) the ongoing

failure fallout from the 1979-82 downturn. Our estimates for the effects from crowding-

out are one to two percentage points of real economic growth per annum, as expectations

of large deficits raise bond yields two or three percentage points and short-term interest

rates by a percentage point or two.

-Policy choices have been the key to economic performance in recent years and will

remain critical to the patterns that emerge for the U. S. economy and financial markets

in coming years. The downturn of 1979 to 1982 was almost solely a policy induced

recession, arising from the tight fiscal and tight monetary policies in 1980 to 1982. But

now, fiscal stimulus is propelling the economy higher and so is the monetary stimulus that

began last summer. Although, the coordination of fiscal and monetary policies often has

been a problem, both currently are operating in favor of sustained economic growth.

The critical policy issue for the future is how to sustain economic growth and declining

unemployment witout a major reacceleration of inflation. Several policy choices could

enhance this prospect. First, tilting the mix of stabilization policy to a "tighter fiscal-

easier money" stance remains essential, creating an environment of lower interest rates

that would raise business capital spending and potential output. The current budget

impasse between Congress and the President is a major problem, clearly responsible for 30

to 50 basis points of higher bond yields recently. Second, a better coordination of

monetary and fiscal policy to achieve common goals is now a necessity. The costs of

policy clashes have been too great in recent years. It is time to establish a policy board

to coordinate policy, jointly setting goals for growth, employment and inflation and

setting the parameters of both monetary and fiscal policy in a coordinated matter. Such a

board might include the Chairman of the Federal Reserve Board, Secretary of the
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Treasury, Chairman of the Councel of Economic Advisers, and the Chairman of the key

Congressional Committees, and Director of OMB. Third, slow growth for the economy in

the early stages of expansion could be a plus, easing demand-side pressures on inflation.

Last, income policies should now be planned and studied, in case a need arises later, ready

to be implemented. Tax-based wage policies offer a means to sustain lower unit labor

costs without the painful side effect of a severe recession.

There is little that can disturb the prospects for sustained expansion now. Only egregious

policy errors or unforeseen external shocks could upset the momentum for expansion that

has been established. Most likely, there will be a string of years of good growth, not boom

or runaway prosperity, but steady expansion, on average, each year. Simultaneous good

news will occur on all fronts for most of this year, in economic growth, employment,

inflation, interest rates, and for investments, quite a change from recent years, No major

trouble is in prospect before late this year and perhaps not even until 1985. Too much

slack exists in the economy now and unit labor costs will be too low for the kind of

inflation that would necessitate restraint in policy. Only the continuing huge federal

budget deficits associated high interest rates, and potential collapse of countries with

severe debt problems loom as serious threats to sustained recovery, both domestic and

worldwide.
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APPENDIX
Tables and Charts

Table I
Recent Evidence

1983 .182 1982

-ay fpr. Mar. Feb. Jan. Dec. Mov. Oct. Sep. Aul. Jul. IV 1

Detands:

A01 Sales - Total
(gils. of 1, SA) 96.9 94.9 93.3 91.2 92.3 92.5 92.5 90.9 89.9 89.1 89.5 92.0 66.5

2 3.1 1.7 2.3 -1.2 -0.2 0.0 1.7 1.1 0.9 .0.4 1.0 2.9 0.2
508 28.5 22.7 31.4 -13.9 -1.9 10.4 23.1 19.3 11.7 -9.2 12.4 11.5 0.5
SCHYA 9.7 7.2 6.3 3.5 6.7 5.8 9.9 4.2 1.5 0.3 1.9 5.3 1.3

Auto Sales - Total
(ils. of Units. SoA) a.9 8.4 9.2 8.3 8.7 8.7 9.4 7.9 9.3 7.9 7.4 8.7 7.E
EHi 100.1 33.5 -13.5 -43.2 0.0 -60.5 701.4 -43.0 179.2 37.7 94.9 95.6 14.0
1CHYA B.5 18.1 6.5 -1.2 10.1 20.8 22.1 6.8 -5.9 -24.0 -9.8 16.6 -13.E

NmousIng Strts - Total
(MIls. of Units, SAAR) 1.791 1.490 1.627 1.74 1.694 1.280 1.361 1.142 1.134 1.046 1.185 1.261 1.17N
SCs 909.7 -65.2 66.9 86.1 2787.0 -52.1 720.9 8.8 163.6 -77.6 2277.5 59.7 9-.f
SCHYA 74.2 63.6 76.9 95.8 93.2 41.3 62.2 31.9 26.0 10.2 14.5 44.9 16.7

ew. Orders for Drable Goods
(BI. of S. SAR)
1 3.9 3.2 -6.0 6.1 7.2 0.5 *2.2 4.8 -3.4 -0.9 -1.3 -3.7
SCH 56.7 46.5 -92.1 154.8 130.2 8.8 -23.7 -9.7 -34.3 -9.0 -5.1 -13.9
SC8A 8.1 2.3 0.1 7.4 0.1 -10.1 -9.9 -13.2 -18.0 -13.1 -8.7 -13.8

Personal Consuaption Expenditures
(Bills. of $. 58) 2088.2 2064.0 204.2 205D.3 2041.1 2035.9 2015.5 2003.2 1981.5 1974.1 2030.8 1926.3
ECH 13.0 9.9 *1.2 5.6 3.3 12.8 7.6 13.9 4.6 12.5 9.3 B.1
EHYA 7.8 7.4 6.2 7.5 7.6 .. 0 7.7 9.8 5.6 6.7 7.8 6.3

Production and Inoentories:

Industrial Produclion - Total
1.1 2.0 1.3 0.8 1.9 0.7 -. 6 -1.2 *4.9 -0.3 0.1 -7.1 -0.9

SCH 24.3 28.8 16.8 8.3 21.4 2.7 46.9 -13.1 -9.1 .3.4 0.9 -8.1 -3.4
SCHYA 3.7 1.8 *1.3 -3.4 -2.3 -5.7 -7.8 -9.0 *9.4 -9.9 -9.8 .7.5 -9.7

Invnstory-to-Sales Ratio -
Manufactring and Trade (*1)

honinal 1.442 1.446 1.487 1.470 1.513 1.517 1.543 1.519 1.518 1.499 1.524 1.52
8CH -3.1 -28.3 14.7 -29.3 -3.3 -18.3 20.1 1.3 16.2 7.8 3.3 5.4
SCHYA -4.9 -3.6 -1.4 .4.4 -0.5 0.6 3.6 4.0 5.5 5.0 1.2 4.9

Real 1.684 1.671 1.734 1.746 1.790 1.755 1.750 1.729 1.765 1.74'
SC 9.4 -35.6 -8.1 -26.0 27.1 3.2 15.9 4.0 2.8 9.0

HYA -3.1 -6.3 -1.5 -0.2 2.6 3.7 4.5 4.3 0.4 4.2

Incomes:

Personal Disposablo Inomee
1 1.0 0.6 4.1 0.5 0.2 0.8 0.4 0.3 8.1 1.8 1.2 7.2
SCH 12.2 7.5 -0.9 6.4 2.0 9.5 5.1 3.3 1.0 24.1 4.9 9.9
1CHYA 9.1 6.2 S.9 6.4 6.1 5.9 5.5 6.0 66 7. . 6.7

1A Savong Rate
(Percent) 5.8 5.9 5.9 5.9 6.0 6.2 6.6 6.9 7.0 6.0 6.9
8HYA .13.4 -10.6 -11.9 -18.1 -21.1 -16.2 4.8 8.2 11.1 -19.5 3.6

Prices:

FM1B8 Sales Pri for
Foisting Singl Fenily
Hoses (51,00. NSA) 78.9 74.7 79.3 79.1 71.6 70.9 70.5 71.4 68.2 71.1 71.0 70.8SC 89.9 -51.2 3.1 230.8 14.9 9.2 -14.1 45.6 -27.7 .1.7 2.3 4.1

EHYA 14.0 5.1 9.1 13.0 2.3 1.0 -1.9 2.9 -1.9 -1.9 0.4 -0.2

Consuner Price Index
All Urban Consumers

0 0.6 0.1 -0.2 0.2 -0.3 0.0 0.4 0.1 0.3 0.6 0.5 1.9
09 7.2 1.6 -2.4 2.1 -3.2 0.0 5.0 1.2 3.8 7.3 2.0 7.0

SCHYA 4.0 3.6 3.8 3.7 3.9 4.6 5.0 5.0 5.9 6.5 4.9 57

Producer Price Index -
Finished Goods

8 0.3 -0.3 -0.1 0.0 -1.1 0.3 0.6 0.4 0.1 0.5 0.5 1.1 0.0
SCH 3.9 -0.9 1.7 0.4 -12.2 3.9 7.4 4.3 1.3 5.7 5.7 4.4 6.1
EMYA 2.4 2.1 2.2 2.1 2.7 3.7 3.9 3.5 3.6 4.0 3.6 3.7 3.7
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Tale I (cantinued)

13 1982 lIa?

.ay apr. Mr. F. J.. 0e- 9-.. Oct. 3 . Aug. Jul IV fl

[aployermt sW4 Utillasti:on

Itloyamt -"Id 009.99.

on=, SA) 99.6 99.5 99.1 99.1 99.1 99.1 99.1 99.1 99.5 99.7 99.6 93.1 99.0
ItO 1.2 4.4 0.9 -0.9 3.1 -0.9 -0.5 -4.3 *I.7 1.2 -1.1 -1.9 -0.-

IC60A -0.4 0.0 .0.5 .0.9 ., 6-0,0 -1.1 -1,2 -0.4 -16 0 -1.2 .1.0 -09

(pofm It5 t 10.1 10.2 10.3 10.4 10.4 10.8 10.7 10.5 10.2 9.9 9.0 10.0 y 0.

04Caaity Utilitation -
Re00tartwing 09Tot2

rc73.0 71.1 09.8 00.9 98.9 07.9 67.4 .0 09.2 09.8 70.0 07.6 69.7
SCh 2.0 0.4 -2.9 4.5 -3.7 -7.7 -9.9 -11.0 -11.6 -12.3 *2.3 -9.6 -2.

Money An F inace

Lo8ns at trp 4eeIly

(51 A s13 an 00.7 220.3 219.8 219.3 215.9 069.9 274.2 274.0 272,1 201.0 053.0 27 6
S2e -10.8 0.7 2.9 00.3 -4.8 *20.9 1.0 8.4 1.7 3.0 -25 0 7 D

stOTA .11.3 -10.1 -14.6 -13.0 -12.5 10.2 14.0 14.9 16.6 18.8 3.8 11.8

Von1 (RI Lats (*2)

( U9l..of 3, 1A) $14.1 907,4 496.5 490.6 491.1 482.1 478.2 404.1 468.7 463.0 430.3 454.4 403. 45.,
IN 07.1 29.g .6 17.1 24.9 10.2 11.0 14.4 11.0 13.6 10.a 2.0 137 6.

1NTA 17.0 10.7 10.9 10.9 9.0 7.7 8.5 .7 8.2 9.9 5.6 5.2 0.5 5.9

5 P ,7 L1 8.21 8.35 8.11 7.00 7.90 8.07 7.01 7.90 8.98 12.3 7.S: 9.32

A.rap 0ield on M.

Cor.rte Ba1es
(Percent) 10.45 ..4 10.44 10,99 11,30 11,37 11.35 10.79 1.06 12,78 13.87 15.6 11.0 14.0

1tandard 0 Poor a
0toe0PriceIes - *

Ctseit $OD00 169.13 54.13 130.71 151.90 146.ES 144.1 13 8.3 119.10 132.96 102.43 130.65 109.3e 130.02 !?!150
st" 42. 010 90.0 50.4 03.0 91.4 11.9 62.0 10.0 5.4 3.0 .1.4 10 .1 -1 0

10006 54. 41.0 35.6 30.0 20.? 23.0 10.6 12.3 10.7 3.5 -15.4 -16.3 11.9 -9.4

S4 eq-I **0 fin rectt.n
EmstAr~ Seno1n Itbles 09

U. e0 5clip, Sury 0.933 0.51 0.080 0.746 0.704 0.719 0.031 0.734 0.692 0.650 0.654 0.725 0.66'
StO 73.9 003.3 190.0 100.4 .22.4 -1.1 -19.3 9.3 100.4 0.0 -1.3 39.1 0

SENTA 39.0 30.0 30. 12.0 -0.9 12.9 15.4 4.4 -5. -103 -12.0 1o .21 7

Ve0do- Perf wasnce -

(PI cent) 52.0 50.0 42.0 41.0 38.0 40.0 44.0 40.0 40.0 37.0 40.0 39 0
I'm0A 67.7 40.9 16.7 79.1 20.7 25.0 15.5 -7.0 -10.0 -19.0 00.0 -4

Least, !Wne:tors

Ledin In. mia
empsite ifMax

1 1.1 2.2 1.4 3.0 1.0 0.5 00 1,1 0.1 0.6 2.2 01
109 14.4 30.4 19.5 40.2 12.0 9.2 9.1 14.0 0.9 7.0 0.9 3.1

ENTA 10.1 11.9 2.4 7. 3.5 2.0 1.5 -0.9 -4.1 .4.5 2.4 -3.

1) The ter1ly inani.rto-sale ra I . -9e serps f the
Monthly daa.

& Poor Pr1ce Ind.. aso J.e I, 19813.



Table 2
DRI Swnmaryi Interim Forecas

June 18, 1983
1903 1114 YearI

I it III IV 1 11 111 IV 1981 1982 1983 1900 1911.

G3 o8 its Coo l
I0liMoms of Dollas $AA

7otl .1= ................ Z20 2104.0 2149.0 2195.2 2242.0 2207.0 2330.9 2375.0 1943.2 1971.1 3726.0 2307.9 241.2
to'., . F.8d I..start........338.1 337.9 341.1 350.9 396.9 364.4 372.5 381.0 346.1 348.0 3-2.0 365:.7 -N.!

en.nicelntso . . 92.593.914.914.9 1472191.:1 59.9 16. 10:.0 96-. 135.4 1., 0 12.
Incsr. Filnoes9..ot,..... 32.:3 2. "6.91 '11.9 99.323. 30.93. 20.4-39-. 26.71.

995 tleO. . ..... 190 20 7-.0 0.9 0.9 1. 2.0 2. 2. 7. I. .

F. -1rpl P .......... 27. 222.9 290. 296.9 303.9 313.1 2.933. 029.9 217.9 92 317.0 35'1
19ate .'4 196.7 Govt. Portf%. 402.5 406.0 411.4 417.3 422.5 429.5 437.9 449.4 36B.0 389.4 409.3 434.1 461.0C

9.7 OP(17 21, . 092 115.4131 153. 1950.21. 1594.:1 1630 . 115.1:9 150.9:, 3147..52.49.2.94.
Ntce'N 5n3 IS99 9onu4 .5 of CSoD.7

Igelsit Prica efc .7 ........ 5.7 .5 .9 4: 7 .9 4. 4. 9.:1 14 9. 5. 4.9 4.7 51
CPI . Al1 lhrb., Coo. ... 4.4 4. . . 9 4.7 491. . . . .Produter *rte Inde.7014 - od .2.9 1.6 4.7 4.9 4.9 0.7 4.2 9.4 9.3 4.0 0.1 4.6 5:6

............. r 96 ... 4. 4.4 4.I. . . . . . . . . .

Core 1075457.... . . . . . 4. .3 4.2 9:7 9. 9. 4:, 4.

Mln~tr1a7 Produos~lo 10967.1.3001... 1.384 1.4 1.499 1.492 1.512 1.534 2.554 1.579 1.509 1.336 1.447 1.500 1.624
6nulPt

. . . .
9.5 19. 2.5 9. .4 .9 5.5 9j .12. -9.1 4.4.6 5A.1

tots;q s.ts (R, 36t . .702 1.97 1.646 1.'4- 1.644 1.69 1.2T.71113 V. 1.655 1.7a: 1.767961009Cr579(n. 9s) 94 99 9.1 9.7 9 10.1 10.3 10.5 9.8 . . 022.
".n o, goeoot 9.5S 1 . 22 99 95 93 9.0 9.9 9.7 9.9 7.56 9.7 9. 0.
1,0r.al Sudo Mopu .11.23. 166.11 -19.0 .202.:3 -272.4 .201.5 .199.3 -201.8 -50.0 .149.56 -165.3 .201.0 -210.6

they .07 Interest Rates

Non.2 Supply (M2............ 2040.90209.3 2141.9211.9231.312203 2334.3 231.1 17799 1904.7; 2107.9 2331. 12611.4
9 £7e.;, 450.05. t. 455.Otr..12.2 13.0 1272. . . . . . . 26 93 9.

ea 6 Corp. UtilIty Rate (1)......12.23 11.95 11 . 1.1.2 19 11.05 11.33 12.37 16.25 15.13 11.02 11.19 11.55
99 77Gao Corp. loe Rate (9) 11.27 10.6 1.90 10 . 9.53 90.63 10.107 15.0 139 N0o9 10.9 10.82FeeuF~o .1. 15.......5977 9.03 9.72 9.07 9.93 9.50 9.3 26.391 12.26 9.79 12 9.30

Pri. 9ate (97 .... 20.98 1 10.50 I 1.26 12.57 11.37 11.20 10.91 j8.117 14.96 10.66 11.24 11.45

locoec. - Slito of Dollar.

Pers-.1 InI.......o ...... 26498.3 2714.3 2770.2 2929.9 20997.9 2959.0 3022.6 3099.1 2425:. 2569.98 2740.73 2991.6 3295^
9 7Ot .,- Iso (%Chi).. 1 64 7.0 4. 5. 3 . 3. 2. 1. 3. 3. 3.7

Osoin Pat (9. . 5.9 9.1 6.7 6.17 2.0 9.9 7.0 2.0 6.4 9.5 9.0 7.0 7:6
Proit 9f~r 2 . . 176.3 195.1 M00.3 216.9 222.9 2361.3 245. 250.1 2321249 9. 221 9.Prerilt 4Bce . . . 1. 123.0 137.4 243.0 150.6 157.4 16.7.1 150. 17.2(2. 16 N 9.

C-m~y Prof~ss.. . .48.0 101 141 119.0 519.0 123.9 120.0 132.7 107.3 91.4 105.4 126.1 (02.7
FCr-Tr Pooe$ Change . -0.. 7 12.03 21.4 29.9 36.1 22.0 12.2 12.5 . 1. 6. 961.

Cooo,ltM of R9,7 69? - Aenu,7 Pat.,el tr£.09.

C-ttP~le. Pooo. . 25 .1 55 942 4.1-43 3.9 1.9 .1.7 3.1 4.6 .
Fi.

.  .
.....

. . .  
I1 9.71 6.9 3. 3. 3.3 3. 3. 1. -0. 2. 0. 3I

Total Cr9o. .2.9 5.3 4.3 4.6 3.9 3.4 3.2 3.0 2.9 2.. 3. 3. 30
ton.F.. 0e9.0

. .  
56 10 . 75 2.9 4. 4. 4 .7 3.5 .3. 1.0 4.0 4.9

Equlesoot. . . . .32 1 0. .3 49 27 50 399 2.4 -4.4 0.0 44 .
900'e. o9r07n . 3.3 -a.6 -5.9 13.5 3.3 2.6 2.3 2.0 6.3 2. 1 3.1 3.1 2'1:
I~e. . ...... 0. -9194.4. 9.5 9.49. 0 - -6.9 .6 565.2

1.......... 12.91 4 .2 9.4 .15.9 .3 4. 7 7. -0.2 3 .5 .9

1 '.r Go~nS . -19.0 4.9 19.7 4.9 4.0 7.9 9.1 9.7 3.7 94 2.9 5.9 .
595.9Iolton09 -0.5 -1.2 0.3 0.9 -0.2 1.2 2.3 2.1 -0.9 -1.0 -0.3 0.71 1.7S
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Table 3
Federal Budget Projections: Reagan, House, Senate

(Billions of dillars)

---S--t ... assses unmt Sl se--- . .t . st

a............. M.. S d Fi.3 *53. S 71P 2 ru n Iss.9 t
"tin,

.w.......... . 0 ITT M3. e~ a p56 R . e3 M

O ............. . S 1X.1 n.6 5 .. 3 .t . .0 9.1 6.

"ea.. A.... I..8., W.3 M'3.9 M3.6 0 .1 -.. 0 W..$ -t:.

t r........... 110.2 0..1 5 3745 M .. 5 50 6 .5 It3 1 . W ,

95eiw . S wi ts 27. fatea tS t 276sta s ftamlt.'a ftrSt as .: fttis . ? t6 2

Table 4
Federal Spending Assumlptions: History and Forecast

(Real annual growth rates, May DRI Forecast)

16 190 97 180 1941.1985

t,.sw~it..... 5.5.t.......5 . ...... ft--t------ft.

Total.5 I. U. 5 7 3.5 ?) 65)

DefenseN -uca1s:. ]9 "14
o s E..ene.t- res 7.0 6.0 3.1

Gratsin-id 9.1 5.3 -551
"eet laterest Pfd 4.6 5.8 12.0
Noet 5Searie 6.4 *D.8 5.5

Table 5
ERTA, TEFRA, and the FY1 984 Federal Budget:

Ne Effects of Tax Proposals

198 198 1986 1987 98 Tot!

tece-ots1 737.3 B2!.5 927.2 1.02.2 1,137.4 -. 655.3
To.a licy Changes

E , -13C.3 -15E.2 -202.3 1 46.7 -282.2
TER i 36.3 42.2 52. 63.6 67.6 26.3.7

Act 3.8 i.9 3.8 4.0 4.0 19.5

To .a 1l. 113 5. I .0 330 B.

'256ii.I 9.7 0.2 ~ 5

rt -a9g -770 4208 *5.0 M2!.) 7. - 50..6
Percent Off 7t 40.9 36.3 58 . 54.6 7 !.2

SNce - Office Eets of T Pro s
:SRI .195 6. * 9e 1960 7ot.

Ps,.! ur 0., e. r1 . e-ty 'To,

737.2' 920. 927.2h 102. 22.6 '0



Table 6
Money and Crecit Target Ranges Ir 1983 (193:4 relative to 1982:4,

ercept far M2 whid is 1983A relativ to February-Mard, 1983)

(s)
o1 4 Wo

I3 6.1/2 to 1/7

Otai Ia'tt'

Is,
8.1/2 to 0.1/7 8.9

I to 9 8.2
0.1/2 t~ 8.2/8 10.1

let. Cr'fl t
0.1/2 to 11.1/2 £ to I '.1

11; Onttlt no,.'01 O.Ot.O.'nfl at too.1:~ by 2.'.s.* tonyttit .e.'troit'
tEOt.:, lid:, MO 1:..', .8-nw:. air it, 'toe,. eo..-'t So.o,
8.,.~. ~ino*.i.i t. 12 84.. ir ~0$ ta, t,~. ..... I. iS. 17,8: ono 1/80.

Table 7
MI and M2(Monthly forecast and targtted lewls for 1983)

(Billions of dollars, SA)

Lower Forecast Upper Lower Forecast Upper
larget M-1 Ta'get Target .-2 Target.

1983:1 476.79 482.10 479.95 NA 2,010,00 10
1983:2 476.37 491.10 483.11 NA 2.050.80 NA
1983:3 479.95 497.60 486.26 2,066.41 2 070.80 2,088.98
1983:4 481.53 496.50 489.42 2,078.43 2,075.10 2,086.16
1983:5 483.11 507.40 492.58 2,090.45 2,097.20 2,103.33
1983:6 484.68 511.59 495.74 2.102.47 2,014.21 2,120.50
1983:7 486.26 519.49 498.89 2,114.49 2.135.45 2.137.67
1983:8 487.84 522.39 502.05 2.126.50 2,153.11 2.154.84
1983:9 489,42 524,29 505.21 2.138.52 2,170.71 2.172.01
1983:10 491.00 527.50 508.37 2,150,54 2.191.76 2,189.18
1983:11 492.58 529.50 511.52 2,162.56 2,207.25 2.206,35
1983;12 494.16 531.50 $14.68 2.174.58 2,222.76 2,223.52
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Table 8
Federal Reserve, Administration, and DRI Projections fa 1983

Federal Reserve Central
Range Tendency Adnin. CRI

Changes. fourth quarter
to quarter. percent:

Noninal GNP 7-1/4 to 11-1/4 8.0 to 9.0 9.2 9.7
Real GNP 3 to 5-1/2 3.5 to 4.5 4.7 4.9
GNP Deflator 3-1/2 to 5-1/2 4.0 to 5.0 4.5 4.6

Average level in the fourth
quarter, percent:

Unemploynent rate 9-1/2 to 10-1/2 9.9 to 10.4 9.4 9.5

*Percent of total labor force, including persons in the Anned Forces stationed
in the United States.

Table 9
Velocity of the Monetary Aggregates
(Annual Rate of Chane in Velocity)

L1

1950 to 1982 3.2
1950s 4.2
1960s 3.0
19
7
0S 3.3

1980 2.1
1981 4.3
1982 _4.6_
1983F -0.7
1984F 3.5
1985F 3.4
1986F 3.7

F-ORI Forecast

2 K3

0.2 -0.2
1.5* 1.5*

-0.2 -0.5
0.3 -0.9
0.4 -0.3
0.2 -1.9

-5.3 -6.0
-2.6 1.3

0.1 -0.7
-0.6 -1.3
-0.9 -1.1

Note: Annual changes based on years measured fron QIV to QIV.

*Represents growth rates for the velocity of a money series measured as the
sun of currency, Mi deposits, and all savings and time deposits at banks
and thrift institutions. Data are not available to break time deposits by
size before 1959, so that there is not a basis for distinguishing between
12 and 13 in the early period.

**For the five quarters ended with QIV 82. the velocity of MI declined by
almost 4 percent at an annual rate. One has to go back nearly 30 years. to
1954, to find a year with a significant 5-quarter decline; the five
quarters ending in mid-1954 showed a 2 percent annual rate of decrease in
Ml velocity. Other 5-quarter M1 velocity declines in the period since 1950
mere extrnegly small--only .3 of a percent in the five quarters ending in
the Q11.58 and just .1 of a percent in the period ending with gIV 170.
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Table 10
Histry and Forecasts of Key Interest Rates

1982 1983 1994 Vs

IV I II I I IV 1 II 2992 1981 2 13 1984 1995

Stert.Te4:

Federl Feds ........... 9.29 8.85 8.71 8.W 9.22 8.9v 8.,3 16.3@ 12.26 9.75 8.68 9.34
3-onhreawylills,. . 7,9 8.11i 8.31 8.84 8. i6 86 8.13 24.03 30.61 8.41 8.48 9.85

........ .. 4 8.53 8.5 8.85~ 8.98 8.04 9.83 26.92 22.24 9.89 92 0
P ink L s....... 11.16 10968 10.90 10.94 10.65 11.47 11.47 18.87 14.86 10.99 21.2 11.46

3-- as o ...... 10.31 9.96 9,98 100 9. 9.7 1 14. 4 12.86 9.22 9.64 9.83

AA*Ut.lity.............1?.54 12.21 12.23 11.79 21.?v 11.11 12.1? 16.05 15.13 11.99 11 13 21.35

2 c 5t-oml 1 ,.... 9.W 9.43 9.32 9.43 9.33 9.19 9.22 11,33 11,65 9.28 9.14 828
U.5 o. .eent Sond

20.4 t. . . 10.87 10.56 10.63 10.36 1.29 8.91 9.82 2 3392 23.06 20.43 4 75 9.42
20-. ...... 107 11 0. - 0.82 1 2.5 0.43 20.32 20.14 21.22 22.82 10.6, 0 S 9.67

L.tI .. 14.82 13.61 13.10 12.86 22.8 12.72 12.63 16.71 16.59 13.i3 i.60 13.33

24-588 0 - 83 - 6
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Tabe 11
Critical Factors in the Interest Rate Forecast

19B2 1983 1984 YerI

Ill IV I 11 Ill IV I II 1981 1982 1983 1984 1985

Factor

Fe Policy

(Bil, ofd i e e-90 03 04 0 0 0 -920 -. 33 -01.22 -10 093 -. 2 -02M08
Federa FinsRt 9 10 .9 88 .11 a.03 8.7 907 8.93 16.38 12.26 8.7 8.7 934

1 . . ........ . 12.0 83.3 9.6 395 2.5 6.5 6. 6.0 6 6.4 5.8 5.6 5.6

(%CH - llt GP Deflator).. 5.0 3.7 5.7 4.5 3.8 4.7 4.9 4.7 9.4 5.9 4.6 4.7 5.1

Real Growth
%ch......................... 0.7 -1.0 2.5 8.1 5.5 4.3 4.2 4.1 1.9 .1.7 3.1 4.6 3.5

Uewmloyent Rate (%).......... 10.0 10.7 10.4 10.0 9.6 9.4 9.2 9.0 7.6 9.7 9.8 8.9 0.5
The loller

storgan Guaranty Trade
WeOWle lachonge Pale
0 ...... 15.1 2.B -0.2 2.0 -6.2 -2.6 -0.3 -2.8 8.9 9.4 0.5 -2.2 -2.5

Credit Deends (-I)
Cr . .......... ... 364.0 -16.6 118.1 -57.1 -4.4 57.0 34.3 -22.6 2.5 19.2 20.0 6.1 7.2

all (Itt, 1981.6. 83.71 ' 14.9 12. 7.6 7.0 4.0 5.2 9:.1 9:5 10.9 6. 4.61
vQ (%ch. SUR . . 1. 9. 21. 1. 80.2 6.9 8.2 10.2 9. 9. 8,2.9 9.3 9.2

Baqud5ly tenson Indea (*2)... 68.7 98.9 96.9 76.5 133.3 87.3 144.8 122.1 144.4 102.0 98.S 115.3 12D.4

Federal De.nt
(5Fe .r ilt, tf dollars).. . 156.0 -204.2 -173.9 -166.1 199.0 -202.3 -201.4 -201.5 -60.0 .149.6 -180.3 -201.0 .210.6

(*1) Credit Demand are defined 4. 158 da tc credi deeand of
th household. nefninancIal corporate, and Federal and Stte end

( l83) teqdily lention lnde, Is based on the chargs in
bank loant, including CLE loenI, plus reel estate and
individual loans and the Ilc of totl reservs les$ changes in
dAnd and savirgs and seal-denoination li depsits - Ink.numbr. 1917:2 - 100.

Chart 7
Standard and Poor 500
Common StockIndex:
History and Forecast

580

SI

14D

78 79 88 US @1 8 84 8s
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Table 12
Profits: Econxny, Sector, Industry

(Percent dangp)*

(To.... .

Copot, Profts ter.7'-Ta

tector:
Aeto RelattO

Cstrto Rel~ed

All leaou manactuers

CottOmer-tas0el Reltatt

Tunstltsr oeiain

Contuctl,.ot tnatd

MaaAC. Phasi.g

ro c n4 6o pn oawrcuig

Ott *,a~

pet attytt ustt

Cmatinttto Leataso

S4.t tttt 5..ott

Z-t1g6ta .''

L-1t tdo~

1i 1o8 183 1964 eaS

-4.3 -24.6 I.S 20.9 17.0
.4.4 *27.4 9.7 14.3 16.6

2 3 -10.4 148 16.7 9.3

p 1130.8 117.3 21.1 9.7
-24 0 -04.6 59.3 24.7 23.1

3 5. 1.7 33.91 2.

.4.1 11.6 15.0 6.1 5.
10.6 -3.9 60.0 14.9 9.1
6.6 -10.2 12.0 15.0 8.7

9.2 4.2 90 130 .
5.5 .0. 2.7 14.2 4.0

.2.2 -. . 00 2.
-9,91 2. .4 1. .
17.5 8.2 S.7 10.1 82

U .14.1 U 3.1 11.8

n4.2 p 507.9 2.3 9.9
6.6 .446 17.4 23.7 11.9

204.1 -i.6 7.3 31.3 0.0

-t. -50. 417. 19.3 23.7
.96 .4).4 04 4 40.6 13.6
-2.8 -48.9 37.8 24.4 36.9

.4.5 -10.4 5 6 78, 3 I3 7
0.1 -38.3 11.1 26.7 1060

67.3 1: MM 73.8 03 .

*38. 4 .1.3 6. 6 21:3
39* 3.0 1.9 07 0.0
aU -340 -m 24.2 21.3
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Table 13
Wages, Productivity Growth and Unit Labor Casts

May 1983 Forecast

Growth in,
Compensation Browth in

P Nr H 0 Grh in Unit La9r
Indn Produivi ty C ots
(sE.) (5Lm) (EH)

(960 4.3 0.6 3.4
19l 3.2 3.0 0.3
1962 3.9 3.5 0.3
1963 3.5 3.3 0.3
1964 4.5 3.9 0.6
1965 3.4 3.1 0.3
1 6 6.0 2.5 3.4
1967 5.5 1.9 3.5
168 7.5 3.7 4.1
199 6.6 -0.2 6.9
1970 6.9 0.3 6.7
1971 6.6 3.3 3.1
1972 6.7 3.7 2.9
1973 7.6 7.4 6.1
1974 9.4 -2.9 12.2
1975 9.6 2.0 7.4
1976 9.1 3.2 4.8
1977 7.6 2.3 5.1
1979 6.1 0.6 8.0
1979 9.4 -1.3 10.8
1980 10.3 *0.9 11.2
190 9.7 1.4 8.1
1982 7.3 0.0 7.2
1903 6.4 2.9 2.5
1984 5.6 2.3 3.2
1985 5.8 1.9 3.9

Chart 8 Chart 9
Consumer Prices: Wages:

Recent History and Forecast Recent History and Forecast
1973:1 to 1985:4 1978:1 to 19954
(Percent dange) (Percent change)

3D

I'l4 ?9 90 111 2 83 t4 I574 79 80 It 82 83 84 I5t



TaMe 14
Interest Rates, the Stock Market, and the Affordability

of Housing Since Midsummer 1982

Changr
7/2/2-

7/24 8/D1/82 10/79/82 6/10/83 6/10/83

1'rt-Te ie:

3-4onin Treewy Snts.

@0Day CDs
SO-Day tiooair I,

S.6 Avg. Cat a0 F.4o,

AA-Utlity
30 U.03 35

na:" Lyer Irle-

Stock 9aket:$1 , Y oc, I

'-aar aee-w vi. 306b.v;

'CIt

pvMo Pa 3t o 30g-ar
P 0.0500e t e

(F-iwl. & lja-s)

Chart 10
90-Day Treastry Bill Rate:

Recent History and Forecast
190:1 to 1985:4

(Percent)
as -

Ia Lv 63 63 6. 85

12.52 3.77 7.69 8.69 -3.31
34.00 10.05 9.38 363 -5.37

15.70 11.05 8.15 9.0 -S.0
IS 81 33.05 9. 9.6s -9.12

11.50 15.00 12.00 10.30 -6.00

36.30 33.1D 33.10 30.30 .4.07

13.56 17.75' 13.97 30: 99 :.1.07
12.50 11.86 10.05 .65 -2.81

107.65 103.85 133.71 162.6 *.03
511

61.99 9.54 76.95 93.45 *3?t6

17.05 16 00 13.50 12.75 -4.25

3855.49 S806 9 5 667.33 $652.17 3203.31

Chart 11

1".- 1"t 1992 1983 198, 1Hs



Chart 12
Real Wages: Recent

History and Forecast
(Percent change)

Chart 14
Growth in Productivity r

History and Forecast
1960 to 1985

(Percent change)

78 79 80 St 82 83 84 05

Chart 15
Actual Real GNP vs. Potential

(BUs. of $s)
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Table 15
Defidits and Interest Rates:

History and Forecast
(calendar ears)

Govt.
Men Bonl

(S Kilt.) Deficit Tre sy Corte 20 Trar
IIA Relative till Sand Clstat

D$iit to Gtp Rae tae () 945ally

2950 9.3 3.7 120 44 91951 6.9 2.0 1.52 3.04 M4
1952 -3.7 -1.1 1. 71 3.10 M
1953 .7.1 -1.9 .9 3.42 M
1954 -6.1 -. 7 0.94 7.9D 2.64

uS 4.5 1. ,79 3.17 7.90
IM6 6.0 1.4 2.63 3.8 3.14

1997 2 .2 0.9 3.22 4.45 3.54
1958 -10.4 -2.3 1.77 4.02 3.48
19.9 -1.9 .2 3.39 4.77 9.13
1560 3.0 0.8 7 46 4.66 4.04

292 -3.9 -0.7 7.39 4.42 3.8?
182 .4.2 .0.7 2.77 4.23 3.99

2983 0.3 8.0 3.18 4.25 4.05
1964 3.3 . -0.5 3.15 4.40 4.9

1965 0.5 0.2 3.95 4 4.7
16 -. 8 -0.2 4.85 9.44 4.7

167 .13.7 -1.8 4.30 9.77 9.0
18 -6.1 -0.7 5.313 .48 5.45

1%9 8.4 0.9 6.66 7.68 8.33
1970 -17.4 -1 3 6.39 4.50 9.96
1971 -77.0 -7.7 4.33 7.36 6.12
1977 .16.8 .1.4 4 07 7.18 6,01
19i3  .6 -4.4 7.03 7.96 7.12
1974 -21.9 -0.8 7.83 . 8.05
1975 .49.3 -45 5.77 9.01 9.29
1978 97.2 -31 4.97 9.33 7.48
1977 .45.9 .2.4 5 77 5.06 7.87
1978 -79.5 :.4 7.29 1 .4 .49
1979 -16.1 -0.7 10.07 9.96 9.33
2980 41.4 -2.3 11.43 12.47 11.39
1961 -60.0 -2.0 14.03 15 1D 13.72

1982 -149.6 4.9 1 061 12.89 17.92
193F -199.7 -5.8 8.41 10. 8? 10. 69

19941 -204.6 -5.7 8.48 10.62 10.05
1945F .24.4 .5.9 6.94 10.48 4.47

2990F .722.4 .5.7 4.74 10 55 9.72
%1F -7107 -4.6 8 1 044 9 57
19BS" F 248.9 -3.7 7.eB 10.09 9.37

Table 16
DRI Fuil Employment Budget Projections
(Billions of current dollars, fiscal years)

1981 1962 1983 1964 195 1960 3987 1988

Re&citi 652.2 600.6 716.8 755.1 828.6 899.3 990.3 1,104.9

xper.2dtures 63.5 733.7 $06.8 871.1 960.3 1,041.9 1,131.7 1,26.1

Surplut o-

Deficit -) -12.3 .46.9 -90.0 -1205 -131.7 -147.6 -141.3 -171 2

Deicit ( 19.6 -34.8 -43.1 -27.2 *11.7 -15.9 6.3 20.1

*051 full eployent boget toel.
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Tale 17
International: Major European Economies

(Seasonally Adjusted at Annmal Rates)

1982 133 1984 Years

IV I II III IV I II III 1981 1982 1983 1984 13;5

REAL GDP GROTH *

West Gemany.. -0.6 0.0 6.7 1.3 -2.5 5.4 6.0 -1.7 -0.2 -1.1 0.7 2.5 3.1
France. . 2.8 -0.2 -5.5 1.4 3.0 2.3 -0.1 1.1 0.4 1.9 -0.2 1.2 2.4
united Kingden 8.3 1.7 0.4 -0.1 0.6 3.6 4.7 2.7 -2.1 1.4 2.3 2.3 1.4
Product BasIs 1.9 3.0 2.6 1.1 1.0 2.3 6.8 2.5 -2.1 0.9 2.1 2.5 1.2

Italy.......... .0.6 10.7 .2.4 2.4 0.1 9.2 2.7 2.0 D.1 -0.3 0.7 3.5 3.5

GROTH I INNUSTRIAL OUTPUT

West ermay.. -7.6 3.7 7.2 5.1 -3.0 9.9 2.2 -1.9 -2.0 -3.1 -0.6 3.0 2.3
F .. 1.2 -3.3 -0.4 -11.6 2.3 1.4 2.1 0.5 -1.5 -3.0 -3.4 -0.2 2.6
United Kingdom. .0.4 6.6 2.1 2.3 1.4 3.0 3.3 2.3 -5.1 0.8 2.7 2.5 1.1
Itay. 14.5 5.1 2.5 1.1 9.4 -3.3 0.9 5.8 -2.3 -2.2 -0.1 2.5 3.5
The Netherlands -2.4 1.5 2.6 6.6 2.7 1.9 1.9 3.7 -1.6 -3.3 -0.1 2.9 2.0
Helgiun........ 0.4 -2.3 4.1 5.6 9.2 4.0 -1.3 2.5 -5.9 -0.5 0.5 3.9 1.5

C)NSUMER PRICE INFLATION

Wosl Geany.. 4.3 -0.1 1.4 6.8 -0.1 4.7 3.5 7.4 6.0 5.3 2.9 3.7 4.2
F. . . 8.6 9.0 11.2 10.3 10.5 10.4 9.4 8.6 13.3 12.0 9.3 9.9 8.3
United Kingdo 5.0 1.2 6.9 10.1 10.1 8.9 7.2 6.511.9 9.6 5.5 8.6 7.9
Italy. 18.8 14.8 9.3 11.8 9.9 15.0 10.4 9.9 19.51 6.9 14.0 11.5 14.1
The Netherlands 3.2 0.9 2.7 3.1 3.4 4.3 3.9 4.0 6.7 9.9 2.7 3.7 4.9
Belgiun........ 7.5 5.5 6.3 5.1 4.8 5.2 5.6 5.7 7.6 8.7 6.8 5.4 6.3

UNESPLOYMENT (000)

West Gemany... 2051 2153 21% 2216 2317 2335 2327 2348 1277 139 2228 2332 2394
France.......2038 2542 219 2297 2301 2332 1769 2007 2244 2350 2462
Unite6 ingdo. 2913 3002 3065 3128 3203 32B 3305 3333 2413 2793 3099 3313 3337
Italy. ... 2096 2223 2312 2300 2350 2367 2408 2448 1912 2060 226 2431 2485
The Netherl andn 602 640 670 698 712 731 737 745 386 543 680 741 774
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Real GNP Growth in West Germany

Table 13
Country Risk Tireatens the International Financial System

Country Debt owed Due In 1 Year Exports Short-term Debt %
or Less 00 Exports

Argentina 38 13 (38%) 9 144%
orazil 83 19 (23%) 21 90%
Chile 17 5 (29%) 5 100%
East Germany 12 4 (33%) 8 50%
Mexican 81 32 (39%) 17 188%
Peru 10 3 (30%) 4 75%
Poland 17 5 (29%) 4 125%
Phillipines 10 7 (40%) 8 85%
Romania 5 2 (40%) 5 40%
South Korea 34 12 (35%) 30 40%
Venezuela 32 16 (50%) 17 94%
Yugoslavia 16 3 (19%) 11 27%

**Percent of owed
Source: Date Resources, Inc. IMF , Bank for International Settlements.
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Table 20
Busmness Failures

4uuWe of n~ 0.3
PsI~res Listed Co.,rn

1927 3,146106
292922.5W0 109
19026,355 12

1932 285 133
1I3 3122 194
1933 19.859 200
1934 12.091 6
1925 12.2446

2931 9. 607 48
1937 9. 490 46
1930 12. 8366139 14.76 70
192 13.62 6

144 2 6.405 452943 3.221 16
2644l 1.2227

1945 EN9D

1997 3,441
194, .0 20
194 9246 34
1950 9:,162 34
1931 a. 058 3 1
1952 7 611 29
1953 8.432 33
1944 11,064

1 19 20,949 421
143 12,88 491957 13,739 622950 4949
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1940 1544 5 07
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29513. 061 52
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Senator JEPSEN. Thank you, Mr. Sinai. I would like to ask a
response from each one of the panel members to the following ques-
tion. In your opinion, what impact would the cancellation of the
July 1 tax cut have on the strength of the current recovery, on interest
rates, and on the deficit?

Mr. Sinai, we'll start with you.
Mr. SINAI. If the July 1 tax cuts were to be fully canceled-that

would be $30 billion at an annual rate-I do not believe that it would
cause the expansion to die out. I believe that we would see major
declines of interest rates and there would be offsetting effects. That is,
the lower interest rates would stimulate housing, some consumption,
and business capital formation. On the other hand, the removal of pur-
chasing power from consumers would lead to reductions in consumer
spending. A lot would depend on how the Federal Reserve would
respond to such an event. If, at the same time, there was a simulta-
neous relaxation of monetary policy, then I think we wouldn't lose
anything at all by eliminating those tax cuts.

Senator JEPSEN. Mr. Shipman.
Mr. SHIPMAN. I now know why people get confused when they

listen to economists because they frequently disagree and I'm going
to be odd man out and disagree.

If you look at taxes as disincentives to produce in the above-ground
economy, if you increase the disincentive then generally you're going
to get fewer people producing goods and services. The deficit is sensi-
tive to the change in GNP. And that sensitivity is about $15 billion
for every percentage point change in real GNP.

If you were to rescind the tax cut, the July 1 tax cut, I can't tell
you any single point number as to what that would do for GNP in
1983 or 1984, except my strong instincts would be that the economy
would be less well off. So GNP would be below what it otherwise
would be.

That means that the deficit would be higher than it otherwise would
be because the Government gets less tax revenue from a weaker
economy.

I would have to think through.the effect on interest rates to the
extent that the tax rate reduction, if it were rescinded, would increase
the tax rate on interest income. Then it would seem to me that inter-
est rates would rise.

So being odd man out, I expect the deficit would rise, GNP would
grow less rapidly, and interest rates would rise.

Senator JEPSEN. Mr. Greenspan.
Mr. GREENSPAN. I was starting to agree with Mr. Shipman, but

since he wishes to be odd man out, I will restrain myself. [Laughter.]
First of all, it would be a mistake to rescind that tax cut because

it's there essentially to come to grips with what we have been bur-
dened with for a number of years; namely, significant bracket creep
and, in a sense, an increasing repressive effect in the whole structure
of taxation. The most important part of the 1981 legislation was the
indexing provision which will come onstream, hopefully, in a year
or so. I looked to the earlier tax cuts as reflecting ad hoc attempts to
make that adjustment.
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We are unlikely to get any significant downward effect on interest
rates were that tax cut rescinded, largely because high interest rates
are coming, not from the short-term deficits, but from the longer-term
deficits. And I am most concerned that merely inereasing taxes or
cutting tax cuts without comparable 1-to-1 attempts to curb the growth
in spending will probably add more to financing higher expenditures
than actually cutting the deficit.

So I would be quite surprised if there was a significant decline in in-
terest rates following upon the rescission of that tax cut. One of the
real dangers that we are now confronting and one of the things that
I think the markets are getting a little bit nervous about at the mo-
ment is that this process of expenditure authorization seems to be
barely under control. As strongly as we inveigh against the growth in
spending, nonetheless, it seems to have a life of its own. And were we
merely to increase revenues available to finance it, we would be put-
ting into place a revenue base which will finance the type of outlay
growth which I think is getting us into trouble.

So, in summary, the overall effect of rescinding the tax cut would
be negative. I don't think it would be significantly negative in the
short run because the momentum of the economy is enough to over-
weigh a number of things. But it would make a difference in periods
1984 and 1985.

Senator JEPSEN. Yes. Mr. Sinai.
Mr. SINAT. Well, since I turned out to be the odd man out, perhaps

I might just make one or two comments.
If taxes were cut, the question really was, what would happen if

they were cut, so I don't want you to take my comiments as meaning I
am for or against cutting. But if they were cut, the deficit really has to
drop to $30 billion. That is, if the tax reductions were rescinded and
the economy would be weaker. And so some tax revenues would be
lost. This is really directed to Mr. Shipman.

So the net improvement in the deficit wouldn't be $30 billion. It
would be something less, perhaps $25 or $24 or $23 billion. But the
end result will have to be a lower deficit, not a higher deficit.

And then with respect to what removing the taxes would do later
on-this is for Mr. Greenspan-if the marginal tax rates are raised
or the tax cuts are rescinded, then certainly it would mean lower defi-
cits in 1984 and 1985 as well because the gained revenue would con-
tinue beyond this coming year.

Senator JEPSEN. Along with your statement about a need for mone-
tary and fiscal policy coordination, I am sure you mean that the deficit
would go down only if the fiscal policy was such that it did not auto-
matically spend the tax cut immediately.

Mr. SINAL. Oh, yes, absolutely. I did not assume that if the Govern-
ment got $30 billion, it would go out and spend it. In fact, the best
thing for the financial markets would not only be some sort of tax in-
crease, especially in the outyears, but also more limitations on the
spending side, the nondefense spending side, than have come out of
the conference committee of the Senate and the House in the last couple
of days.

Senator JEPSEN. Vice Chairman Hamilton.



Representative HAxmo. Thank you very much, Mr. Chairman.
What strikes me about the testimony of the three of you is that you are
all -ather optimistic. Mr. Greenspan, you turn out to be the pessimistic
optimist, however, because you see this recovery only going for 6months or so. And then you foresee a kind of a crunch, as I understand
your testimony, and that crunch is so serious that you think we'regoing to have to have a special political solution involving a domestic
summit of our political leaders.

That view of the economy contrasts very sharply with Mr. Sinai andMr. Shipman, who see a strong, sustained recovery for 2 or 3 years. Ithink Mr. Shipman's phrase was that 1983 and 1984 will be the strong-
est years since the Korean war. Mr. Sinai is an optimist also.

Do I read your statements correctly? Mr. Greenspan, you see a realcrunch coming. That crunch is so severe, that we're going to have totake extraordinary political measures to deal with it in early 1983.And Mr. Shipman and Mr. Sinai see smooth sailing for several years.
Mr. GREENSPAN. Well, I think that's a little bit more than I meant

to say. [Laughter.]
Let me be very explicit. I do think that the momentum of the recov-

ery will remain quite strong through the end of this year. However,
when we get into the type of period which Mr. Sinai designated as the
one in which capital investment comes onstream in a substantial
amount and has historically been the base which has kept the second
phase of the recovery going, we will be confronted with a serious prob-
lem. And that problem basically is that the cost of capital is too highto create a normal recovery.

I'm not saying that the recovery will go into a crunch. I do not be-
lieve that. What I am saying is that growth from that point on will
be below what it ordinarily would be. But if we continue the budgetary
processes of recent years and look at increasingly larger current serv-
ices budget deficits, then I do indeed think we run into a major prob-
lem perhaps not as soon as 1985, but surely by 1986 or 1987.

And I would like to merely respond to Mr. Shipman's view about
there being no relationship between the budget deficit and interest
rates.

The problem which he acknowledges is that the interest rate level is
reflective of expected long-term infl ation rates. And one other statis-
tic which we are, I think, fairly confident of is that over the long run,
unit money supply does in fact tend to parallel the level of prices. The
financial markets are looking at the required financing of these poten-
tial deficits. And they are correctly presuming that the Federal Re-
serve will have to accommodate those very large Treasury cash re-
quirements. That, in turn, is translated into a rate of increase in unitmoney supply, which is where these 20-year-long inflation forecasts
are coming from.

The problem basically is that while it is statistically correct that the
correlation between interest rates and budget deficits is concurrently
inverse, that says nothing about the relationship between budget defi-cits and interest rates.

One does not merely conclude that if you do not get a short-term
econometric fit between two variables, therefore none exists. That hap-pens to be one means of inference, often wrong, but nonetheless, some-what useful.



The question of how one finds out .what actually is the process by
which events change sometimes requires quite indirect means of ex-
amination and I think that this is particularly what the case is.

So I certainly don't want to imply that I think that we are in diffi-

culties in 1984 and 1985. I don't believe that. I do, nonetheless, think

that the growth will be less than it otherwise would be. I do believe

we are in trouble in the years 1986 and beyond, unless we can success-

fully resolve what is clearly a corrosive fiscal policy which has re-

grettably been on an on-and-off state of erosion for well over two dec-

ades.
Representative HAMILTON. Do either of you, Mr. Shipman or Mr.

Sinai. want to talk about these constraints that Mr. Greenspan men-
tioned after 6 or 9 months ?

Mr. SHTI'MAN. If I could, I would like to respond
Representative HAMILTON. I get a very different impression, from

you two, as opposed to Mr. Greenspan. You are much more optimistic
Over a longer term than he is.

Mr. SHIPMAN. Let me respond to that as far as my prepared state-
ment is concerned. In my oral testimony I mentioned that 1983 and
1984 combined look like two of the best years since the Korean war. I
believe I went further on and said that once you go beyond that, our
way of forecasting doesn't help much.

Now that isn't to say that I think things are going to be negative.
That's not to say that I think they're going to be positive. It merely
is to state explicitly I don't know. So 1 can't be helpful there.

I can theorize and say., if we did this, that should happen, and so on
and so forth. But in terms of giving you numbers, I just don't know.

As far as the budget deficits and interest rates that Alan brought up,
he's got a very good point. Although he recognizes that the relation-
ship between the change in interest rates and the change in the deficit
is negative on a contemporaneous basis, and it is positive on an out-
year basis, I am not arguing for the moment that in presenting that,
any causality. I could argue causality, but that was not the intent of
the comment.

The major factor that we see affecting the change in market rates
in interest is a change in the market's expectation for inflation. In
other words, the inflation premium.

Now if Alan is correct that that may come from budget deficits,
so be it. It may come from something else, too. All I know is that if
you do look at the change in expected inflation, for whatever reason
the market thinks that will happen, and the change in interest rates
over a period starting in 1946, you find a very strong relationship.

I personally don't believe, although I cannot prove, that that comes
from budget deficits.

Mr. SINAI. I think I would describe best the pattern that I was
talking about as sustained expansion, albeit uneven, but subpar in
terms of the history of the first 3 years of expansions. It's subpar
because interest rates are remaining quite high. And the interest rate
sensitive areas, including business capital formation, just won't grow.
For example, business capital formation, which often has grown, in
real terms, in double-digit figures in the years 2 and 3 after the end of
the recession, it doesn't look to us to be able to grow at more than
middle single-digit rates. Growing, yes, but not at that same pace.
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Numbers like 3.1 percent growth in real GNP for this year and 4.6percent for next year and 31/2 for 1985 characterize the projections andthat isn't 5 to 6 percent, which is the kind of numbers we have had-before.
So it's not the boom we've had, but it still is a very positive picture.
Just one remark on the deficits. It is a fact of correlation that con-

temporaneously, deficits have been normally inversely correlated with
interest rates. Interest rates are at their troughs or on the way to their
troughs when the deficits are highest. There's a good reason for that,because the Treasury deficits, the Federal Government deficits are
high when the economy is weak and the private sector at that time is
rebuilding balance sheets and buying the Treasury debt.

But what has happened since 1979 is the following kind of, I think,
very rational perception of the financial markets. Starting big deficits
in the face out of the proposed budgets and, at the same time, having
heard the Federal Reserve announce the "New Fed Policy" where the
Federal Reserve said, we will not accommodate deficits, the markets
after awhile took the Federal Reserve at its word and the very rational
expectation in that kind of a world-big deficits, nonaccommoda-
tion-is that higher interest rates will occur in the future. And if
you're in the bond market, you don't wait for that to happen. You
sell now.

Now the other side of really what is a rock and a hard place sit-
uation is what Mr. Greenspan described, that if the Fed does accom-
modate, you will eventually have inflation that gets factored into
inflation expectations and if you're in the bond market,.you will sellon that, too.

So there's no way out. The big deficits in the context of monetarygrowth targeting and the association of deficits and inflation as time
goes by mean high bond yields now. And that is part of what drove
the economy so low the last couple of years. We had really instanta-
neous discounting of the out-year deficits, expected deficits, not the
contemporaneous deficits, but the expected deficits, into bond prices,which raise yields and which has restrained the economy even today.

Representative HAmeroN. Thank you very much, Mr. Chairman.
Senator JEPSEN. COngressman Lungren.
Representative LUNGREN. Thank you, Mr. Chairman. First, I thinkwe might name some award after Mr. Shipman. You're one of the few

witnesses that we've ever had that said "I don't know." [Laughter.]Perhaps the first economist that's come before us and said that. Iguess that makes us feel a little bit better because oftentimes, when
we're dealing with economic issues, I think that that is one of ourfirst instincts, is to say we just don't know.

Just a comment before a question. That is, I think we can talkabout what effect canceling a tax cut or, looking at it another way,having a tax increase will have on the economy. I seemed to get fromsome of you over there as economists static analysis. You just suggest
that all you do is subtract the amount of money that would come inand not realize that there's got to be an impact on a person. If youtell me that you are going to tax me more, I'm going to respond alittle bit differently than if you're going to tax me less, No. 1. AndNo. 2, I'm very fearful of the overall impact changing decisions whichwere written in concrete just 2 years ago has on the American worker,



on the American investor. If we're going to cancel that, which was
overwhelmingly voted by the Congress, what rational basis do you
have to think that we are not going to do anything and everything
on tax rates in the near future? And that, in my judgment as a
politician, not as an economist, or as a viewer of human nature, has
to have some impact on how people respond.

We have inflationary psychology; we must also have a taxpaying
psychology.

One oRthe problems we have in trying to sort out the testimony we
receive is that there seems to be disagreement on definition. I'd like to
address this to all three of you because we also had some varying opin-
ions this morning, sometimes from the same person, about where we
are with interest rates.

We have heard successfully that interest rates are historically high,
that interest rates are historically low, that interest rates are just
about average, that interest rates, real interest rates, are double what
they were a couple of years ago. We had some say that they are less
than what they were 2 years ago. And I think some of it goes back to
how we define real interest rates.

I wish the three of you would give me the benefit of your thinking.
How do you define real interest rates? Where are they now? Where
have they been? And obviously depending upon certain assumptions
that you take, where will they b going and how does that affect the
economy?

Mr. Greenspan.
Mr. GREENSPAN. I would say a formal definition is that rate of in-

terest which would prevail in an economy in which inflationwas ex-
pected to be zero through the indefinite future.

Specifically, a long-term real interest rate would be.the nominal in-
terest rate which we perceive, less what the market's average expected
inflation rate would be through the full maturity of the Sebt instru-
ment. And so if we have, say, an 11-percent, 20-year Treasury yield,
and let's say for the moment leave aside how we get this, assuming
that the real rate of long-term interest is a 3-percent risk-less rate,
then the projected inflation rate is 8, or implicitly so.

Comparable definitions are required for short-term interest rates as
well,

My view is that the markets have already discounted a type of long-
term budget deficit which will prevail for a while, but perhaps not in-
definitely. As a consequence, I don't think that the real long-term in-
terest rate has changed. As far back as I can see, and we have data on
a fairly continuous basis going back to 1715, if we take British Con-
suls into consideration, the long-term interest rate has not veered sig-
nificantly from 2/ to 3 percent per annum for risk-less instruments;
meaning Government obligations.

And if it hasn't changed back since then, and I suspect from frag-
mentary evidence even earlier, I see very little reason to assume that
since 1979, civilization has altered when there's a fully credible ex-
planation for the rise in nominal interest rates; namely, a significant
rise in inflation expectations.

And I attribute that to the deficit. It will remain pretty much where
it is until there is a credible change in the deficit outlook. I don't think
that long-term interest rates are going to be significantly affected by
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levels of economic activity in the short run although short-term rates
will fluctuate depending upon credit demands.

Mr. SHIPMAN. I generally agree with what Alan said, but would like
to add one other factor which I think is extremely important.

The world that we were just talking about, that Alan was just talk-
ing about, is the world in which there are no taxes. You receive your
interest income. You don't pay any taxes on it. You have some guess as
to what inflation is going to be. You subtract that from your interest
income and that's your real rate.

That's not the world that we live in.
Your interest income is taxed. It is taxed, and has in the past been

taxed, at a higher rate than earned income. The first adjustment to the
market rate of interest must be to subtract the tax bite out of the mar-
ket rate of interest. Then from that, make a guess-what do you think
inflation will be? And people are making these guesses every single day
and that's what makes a market.

When you subtract that, what we call the ex-ante inflation rate, from
the aftertax market rate of interest, that's what a I refer to as the
ex-ante after-tax real rate of interest, which I mentioned earlier, I am
guesstimating is probably around 11/2 percent.

The ex-poste or the interest rate, real rate of interest, after inflation
that just occurred is subtracted out and no subtraction for taxes, that
real rate of interest, which is what you see conventionally measured in
the press, is quite high, but I don't think it's important.

Now the problem in arriving at my real rate of interest, if you will,
is what is the tax rate. And there are a lot of ways of going about it and
all of theih are filled with potholes.

But in 1981, the United Kingdom started issuing indexed linked
gilts-a gilt being a bond in the United Kingdom. So this is, if you
will, a riskless instrument. It is taxed just like every other gilt is in the
United Kingdom. There is only one variable that is different, and that
is that the interest income and principal is indexed to the retail price
index with an 8-month lag, which basically states that the Govern-
ment, in its indenture, promises to pay in current or constant purchas-
ing power pounds.

Now that gilf is out in the marketplace attracting investors like
everything else is. Those gilts presently yield on a yield-to-maturity
basis about 21/2 percent. That's pretax. Now that interest income is
taxed. I don't know what the tax rate is, but it's something above zero.

So that real rate of interest measured that way, I would say, is be-
low and perhaps substantially below 21/2 percent. I agree that the real
rate of interest measured for the tax effect and the inflation effect is
probably pretty low and probably has not changed a heck of a lot
over a long period of time.

Mr. SiNAi. Well, are you sure you want a third answer, which may
get less or more clear?

Representative LuNGREN. If you agree with all of them, that's fine.
But I'm just trying to figure out all these different definitions.

Mr. SINAI. No, I'm just having my moment of teasing, as it often
goes the other way about how economists confuse people and each
other in their discourse.

Let me try and answer, if I might, by using an example. Let's take
borrowing on a mortgage instrument. Suppose the mortgage rate is 13



percent and hypothetically, we're talking about a marginal tax rate
of 50 percent because it's an easy calculation. The after-tax interest
rate, and I agree with Mr. Shipman-this is the first thing you have
to do. You have to figure out the relevant concept as a real after tax
interest rate.

At 13 percent, if it's 50-percent tax deductible, is 612 percent after
tax. You then must subtract the expected rate of inflation from that
in order to get the real after tax rate. Now, the expected rate of in-
flation conceptually ought to be one that matches the term of that
mortgage, where there is some expectation for capital gains appreci-
ation on a house. And mortgages turn over about every 12 years, on
average. So suppose it was a 10-year average of inflation rates of
maybe 2 or 3 percent. That would give you a real after tax rate of
something like 41/2 percent.

Now that is extraordinarily high. I think 41/2 percent is a little high.
It's more like 21/2 or 3 percent. But for a real after tax cost of borrow-
ing, the real after tax cost of borrowing for mortgages is extremely
high now compared with what it was in the 1970's. In the late 1970's,
mortgage rates may have been 8 or 9 percent. A 50-percent tax bracket
would make that 4 to 41/2 percent. And inflation on homes was 15
percent. If you do the calculation and the cost of borrowing, the real
after tax cost of borrowing for a house was negative.

Now the other concept is just a real rate and that would be calcu-
lated if you took the mortgage rate less the expected rate of inflation,
which would give a real mortgage rate of 8 or 9 percent now, which is,
by historical standards. extraordinarily high.

The data show that the real cost of borrowing and real aftei'-tax
cost of borrowing are extraordinarily high relative to history. Real
short-term interest rates and real after-tax short-term interest rates
are about what they were in the early 1960's. And again, for a short-
term interest rate, the example would be suppose you have a money
market deposit account that is paying 81/2 percent, 50-percent tax
bracket. After tax, it's about 41/4 percent. The current rate of inflation
is running 2 to 3 percent at an annual rate. You've got a very small real
after-tax rate, but it is still a positive return on instruments such as the
money market deposit accounts.

A similar instrument in the late 1970's would have offered a negative
return. You have to use, by the way, for calculating it for a short-term
asset, a very short inflation rate because the term of the instrument
is much shorter.

So there are real interest rates, real after-tax rates for every instru-
ment and like Mr. Shipman, and I think Mr. Greenspan would agree,
I believe the markets equilibrate on the expected real after-tax re-
turns. That's really how investment decisions are made.

Mr. GREENSPAN. Not fully. It's not clear exactly where the marginal
equilibration occurs. If you take the marginal tax rates and apply
them all the way back, as you well know, you get extraordinarily nega-
tive real after-tax rates of return.

I don't think the system works that way. Over a moderately long
period of time, I don't think that the system allows negative real rates
of return. This leads me to the conclusion -that our assumption that
what is being determined at that margin is the after-tax rate requires
a good deal of qualification. I think you have to distinguish between



the real after-tax rate of return to an individual and what is a stable
real rate of return in the marketplace around which interest rates and
rates of return move? Those are two different things.

One of the problems that I think the Congressman has raised is that
we tend to use the real rate of return, real interest rates and the like
in about three or four different ways and, as a consequence, we confuse
them and we confuse ourselves. It's important to distinguish which one.

We're all in agreement that it's the full maturity of the debt instru-
ment that determines the inflation expectation. But it is a terribly im-
portant question to distinguish between what is the real rate of return
to an individual or the real after-tax borrowing cost and what is the
stable real rate of return in an economy? Those are different things.

If we could figure out the second one, we'd really know a great deal.
Mr. SINAI. It sounds like you're talking about the equilibrium to

which we will move in the economy.
Mr. GREENSPAN. It used to be called the natural rate of return.
Mr. SINAI. Yes, and it was in terms of a long-term, high quality,

riskless bond paying about 3 percent. And it could be, you would
probably agree, that at a given moment of time, we could be off that,
althoughI forces might be set up in the economy and financial markets
that would eventually drive us back toward that. And with that I
would agree.

Senator JEPSEN. In 1946, our national debt was higher than our
gross national product and the prime rate then was 1.5 percent. Today
the GNP is nearly three times as large as the national debt, but the
prime rate is 10.5 percent.

Congressman Hawkins.
Representative HAWKINS. Mr. Chairman, thank you. This morning,

Mr. Dederick made a statement that we are now experiencing "an
average recovery from an average recession." His description of the
worst recession that we have had since the Great Depression and that
of an average recession was wrong, and his characterization of this
recovery as being an average one, even assuming the 6.6 percent
growth rate, was also incorrect. The recoveries have averaged 8.1 per-
cent. This one is much below that.

I would like to submit a written response for the record, to follow
the statement that he made this morning, with your permission, Mr.
Chairman.,

Senator JEPSEN. Your written reponse will appear in the record at
that point.

Representative HAWKINS. The gentleman told us in a previous hear-
ing of this Joint Committee that in the first quarter, the average
growth rate would be in excess of 4 percent. This administration did
correct that in the second quarter, which I think shows how incorrect
certain of the witnesses can be before this committee. It certainly does
not relate to the witnesses before us today, whose statements have been
very thoughtful and a high degree of professionalism, which I think
is commendable.

The witnesses seem to assert deficits as being the culprit or the main
threat. I'd like to ask them to respond to this question, that since the
deficits have accelerated rather substantially since January 1981,
under current policies that were supposed to have brought boom, 13

2 See written response beginning on p. 25.



million jobs and a balanced budget by 1984, what changes in these
policies are necessary or do you anticipate that are now going to re-
duce those deficits and bring about the rather optimistic recovery that
seems to be implied?

Mr. GREENSPAN. First, let me reiterate one point which I think re-
quires to be emphasized in any discussion of the long-term outlook,
and most specifically, as it applies to economic policy. And that's the
points that Mr. Sinai was making relevant to the question of what's
happened to inflation.

It's very rare that one can look not only at the individual price in-
dexes, but also the underlying structure of costs and come away with
an unambiguous conclusion that inflation is now, for all practical pur-
poses, beaten down. We find, for example, that not only are we getting
in the whole wage structure markedly slowing down in the first year
settlements, but the deferred settlements in the union wage contracts
of 1981 and 1982 are now becoming current and they, too, are in line.
The whole structure of price-wage inflation is clearly at this stage
suppressed in a manner which one would be hard pressed to find a
rapid reversal.

So that for the next 2 years, inflation has got to remain low and will
continue to remain low, short of some extraordinary set of circum-
stances.

What that has done is to alter the longer term outlook, the uncer-
tainties and views about capital investment which are highly bene-
ficial to this economy. While it certainly has not been an unmitigated
benefit to capital investment in the short run, largely because of the
weakness in demand that is occurring, the combination of tax changes
and inflation declines have altered the long-term potential investment
outlook when we get the levels of economic activity somewhat back to
normal.

What is creating a problem right now is an issue of perception.
While the underlying improvements in the capital investment area
have been, in my judgment, very significant, they will only emerge if
we can bring long-term interest rates down and bring the levels of
economic activity back to normal.

But when we do, I think that that will set off one of the major cap-
ital goods booms in this country's history. And what, therefore, policy
has to focus toward is how to restore a noninflationary view of the
world which I think is perhaps the most important element in bring-
ing the unemployment rate down.

Unless we can diffuse long-term inflation expectations, I don't think
that we will successfully restore anything resembling full employ-
ment in this country. So I would argue that we have to change the
long-term budget outlook. I do acknowledge that this is extremely
unlikely to be done wholly on the expenditure side. I would also argue,
however, that if it's attempted solely or almost solely on the tax side,
that we will find over the lonw run that we will be financing increased
expenditures more than we wi'P be reducing the deficit.

And in an aside answer to Allen Sinai, I didn't mean to say that I
didn't think the actual unified budget deficit would not be lower if we
rescinded the tax cut. I just said that we would he worse off, meaning
the longer term outlook for the economy. It's not the short-term defi-
cits which particularly matter.



In summary, I think that some awareness of the importance of this
deficit will hopefully lead us to a recognition that we must bring it
down. If I believe that it could be brought down wholly from the tax
side, I'm so seriously concerned about the deficit that I might almost
be inclined in that direction. But I don't believe it can be done that
way, even if one wanted to, and therefore, I conclude that some very
significant attempts to slow the long-term growth in transfers pro-
grams is essential to the restoration of the long-term noninflationary
environment and therefore, the restoration of a full employment
economy.

Mr. SIIPmAN. I believe when you used the word "deficit," it was
followed by the word "culprit," which leads me to believe that the
deficit might be the cause of bad things, and certainly there is an
awful lot of information around that the deficit is the cause of a lot
of bad things.

I would disagree with that. I think it is the consequence of a lot of
bad things. It is primarily related to the change in GNP, the change
in inflation and the change in defense spending.

The major component of the three that affects the change in the
budget deficit is basically the health of the economy. Now it would
seem to me that the budget deficit would come down and come down
rather dramatically if we had stronger GNP growth, not weaker GNP
growth. We have a period in which the deficit has gone up in a secu-
lar sense, in which taxes have gone up in a secular sense, both as aver-
age taxes and as marginal tax rates.

So I don't look at the deficit as being the culprit. I see the deficit
as being the consequence of basically quite slow economic growth. And
I suspect that the deficits that we will see in 1983 and 1984 will be
substantially less than what are forecasted to be the deficit in 1983
and 1984.

Mr. SINAI. Just one little aside on your point about real growth and
how the recovery is going so far. In five of the seven recoveries, the first
6 months have shown a bigger increase in real GNP than what we have
had in the first 6 months of this one. As for policy, the time to have
done something more about the policies would have been awhile ago
when they were clashing and holding interest rates higher and really
delaying our recovery.

I think at this point the timing of the fiscal policy stimulus, it really
was a kind of time-release capsule, which by design or not, released in
about 1983 to provide a good deal of stimulus to the economy and
monetary policy is accommodative enough right now as well. So there
is nothing to do in the near term in terms of major tampering with
these policies, except to pretty much leave them in place.

For the future, though, for the longer run question of what policies
or combination of policies could insure a longer period of prosperity
and much less inflation problems, there are several possible courses of
action to be taken separately or in combination. I think as hard as it
is to say, there is something for slow growth at the start as a pre-
ventative and a buying of time to let potential output grow a little
faster.

So the fact that the economy isn't recovering as fast as it did or as
strongly as it did in the five of seven past postwar recoveries doesn't
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really disturb me. It's good to see it recover. I think the slow growth
may well, in the long run, turn out to be a plus.

Second, on fiscal policy, it would seem to me to be very important
to cut the growth in spending. Now I'm taking myself out of my politi-
cal kind of situation and saying that maybe the way to do it is to be
equal-handed and to do it in defense and nondefense in almost equal
doses. There are really a lot of political constraints, but cutting the
growth in Federal Government spending, I think, is essential to the
long run health of the economy and an anti-inflationary posture for
the economy. That is the way to tighten fiscal policy and take pressure
off interest rates.

The tax cuts, especially the ones that create incentive effects for sav-
ing and work effort, such as the across-the-board tax reductions, the
marginal tax rate reductions, there's a lot to be said for them. So I
think cutting spending is a kind of policy that is absolutely essential
if we want to promote growth without getting a major reacceleration
of inflation quickly.

Then, the third aspect of policy really has to deal with kind of the
expectation of inflation. A lot of the inflation comes out of the cost
area. In the past, I have suggested tax incentive-based incomes policies
to keep wage costs rising more slowly, which is a way of engineering
a disinflationary cost shock really without removing income from
the working population.

So some combination of all three is possible in the coming years, so
that in 1985 or 1986, if we're still here, and I hope we all are still doing
what we do and confusing people as economists, I hope we won't be
talking about another inflation problem like 1979 or 1980 again.

Senator JEPSEN. Congressman Wylie.
Representative WYLIE. Thank you, Mr. Chairman. I must admit, Mr.

Sinai, that you are confusing me somewhat by some of the discussion
that has gone on here today. Mr. Greenspan, I heard you on the David
Brinkley show and again in Columbus recently. I must admit that I
am stuck with the idea that we do need to bring deficits down to sustain
economic growth and that deficits do really make a difference and have
an impact on interest rates.

I was taken by your discussion here a little earlier about the nega-
tive real interest rate and I must admit to a little confusion on that.

What interest rate do you use when you discuss negative real interest
rates? Short-term T-bill rate, I guess today, is somewhere around 9
percent. You were talking in terms of, well, we can buy automobiles in
Columbus for an interest rate of about 91/2 percent now. Other market
rates are higher. I think the inflation rate is about 4.5 percent ri ht
now. If you take any of those interest rates, there's still a considerable
spread between the interest rate and the rate of inflation. And if you
deduct that by or split that in 50 percent, you still have some infla-
tionary expectation in the interest, don't you ?

Mr. GREENSPAN. Yes, Congressman, I was referring to the fact that
if you apply the tax rate to the interest received or the interest cost
and then adjust it for the inflation rate, historically, in numerous
periods and for protracted periods of time, that number would be nega-
tive.

Now what T was arguing is that for a so-called equilibrium force in
the economy, I find that noncredible. We were just raising a technical



question with respect to where does the market clear. I don't think that
by anybody's measure, current real interest rates, by any definition, are
negative. I do think they were under a full aftertax basis for quite a
long period of time and I find that not credible. This led me to the con-
clusion that calling the full aftertax real interest rate, the clearing rate
in the market, was noncredible. But nobody denies the current level of
real interest rates are positive and high.

Representative WLIE. Long-term interest rates, then, are not ade-
quate to sustain economic recovery or not low enough to sustain
economic recovery, then.

Mr. GREENSPAN. I think they will. sustain some economic recovery.
I think that they will not impede the recovery over the next 6 to 9
months. I think they will impede it thereafter, but they will not end
it. I just think that it will create a less-than-normal late business
cycle recovery level.
. In other words, I'm saying that rather than have recovery to what
used to be full employment levels at the tail end of a business cycle,
we'll fall short of that, unless long-term interest rates come down.

Representative WLIE. Mr. Shipman, what causes inflationary
expectations if it's not huge budget deficits?

Mr. SHIPMAN. That is probably the most penetrating question that
I have heard. I frankly don't know.

Representative WLIE. That's the second time you've said that.
Mr. SHIPMAN. I have many more, by the way. [Laughter.]
Representative WalE. What?
Mr. SHIPMAN. I have many more of those answers. If we could put

inflation-
Representative WYIE. Is it possible that the huge budget deficits

do have something to do with it?
Mr. SHIPMAN. Yes, it's possible. Certainly it's possible. But if you

look at an alternative source of inflationary expectations which the
University of Michigan did, asking households, what do you think
will happen to the price of your consumer bundle over the next year,
and go back to the mid-1940's and chart this, we find that the ups
and downs of those responses are terribly close to the ups and downs
of market .rates of interest.

During that same period, 40-odd years or so, the budget deficit was
high. It was low. It was surplus. It was all sorts of different things.

So if you were to add the budget deficit to the survey data, I expect
that you would explain very little incrementally of the interest rate.
If you believe what's in the press and the causality that I read all
the time that the budget deficit in the outyears is causing people to
be skittish about inflation, it very well may be. It may be. We have
not done any research on that to suggest that it is or that it isn't.
However, my instincts would be that it's probably not a major con-
tributor to expected inflation. Probably not. But I can't prove that.

Representative WYLIE. Mr. Greenspan, should we think in terms
of the deficit as a percentage of the gross national product or in total
numbers, in the figure of the overall budget?

Mr. GREENSPAN. Technically, neither. It should be related either to
some form of savings number or net funds raised. But if we had it,



which we don't, it would be the level of private savings that would
exist on an ongoing basis, what economists call savings propensities.

The reason I say that is that it's not the absolute size of the deficit
that matters. Obviously, that changes through time. Nor is its relation-
ship to the GNP relevant because, in different countries, there are dif-
ferent savings propensities and, consequently, different abilities to
finance it.

So as a crude attempt at trying to get the appropriate measure, I
would take it as a percent of either net funds raised or aggregative
savings.

Representative WYLIE. Mr. Greenspan, how big a concern is the re-
cent rapid growth in the money sufply to you? Should the Fed do
something to slow the rate of increase.

Mr. GREENSPAN. Not yet. W're trying to get a measure of transac-
tion balances on the ground which is essentially the critical element in
the determination of inflation and economic activity.

We are not clear yet as to whether or not the new instruments are,
when we combine them in our new M measure, really capturing
this phenomenon correctly. I would be more inclined, therefore, to be
much more aware of the movements in the broader aggregates--mainly
M2 , possibly M. If they accelerate with the M, variable, then I think
we're in a position where some concern ought to be created and some
appropriate action taken.

But until we see confirmation in the other aggregates, the mere
fact that M, is moving, especially at a time when we're so close
historically to some very significant changes in the nature of various
different types of deposit holdings, does not suggest action at present.

If it continues, however, and if it is confirmed as a major expansion
in the financial system by the other variables, including some of the
credit aggregates, then I think it's absolutely essential that that be
reined in. That will be the first significant sign that inflation, which
has been reined in with such heavy cost, is being re-ignited again and
the costs the next time to rein it in will be just horrendous.

Representative WYIE. Do you agree with that, Mr. Shipman? I
think my time has expired, but should he comment on that for the
record?

Mr. SIIPMAN. I would agree that as the economy picks up, that the
various M's will also pick up. I am not terribly concerned about that
and I would expect that as the economy goes down, you'll see less
growth in the various M's.

I do agree with the comment about inflation. In an environment in
which our marginal tax rates rise, as the price level rises; that is,
bracket creep, inflation is extremely deleterious to the U.S. economy.
It is substantially less deleterious in an environment in which marginal
tax rates fall when the price level rises.

I doubt we're going to go to that tax system. So given what we have,
inflation, as it feeds through the Tax Code, is a major concern.

Senator JEPSEN. Congresswoman Holt.
Representative HOLr. Thank you, Mr. Chairman.
Senator JEPSEN. Do you have a microphone?
Representative HOLT. Yes. I have served on this committee now for

6 months, and so I feel that I am a great expert now in economic



forecasting. I was intrigued by something that you said, Mr. Ship-
man. I really believe that economic growth is the way to reduce the
deficit. It just seems to me that we are going to see really dramatic
things happening as that begins to take place.

For example, if real GNP were to grow over the next 6 years 1.33
percentage points faster than the administration forecast, wouldn't
we have a balanced budget in 1988 ? And this gives me some concern
about our tax policy. Now Mr. Greenspan, you say in your prepared
statement that we probably should have some increase in revenue with
maybe a value-added tax. But wouldn't that be a asincentive for the
economy to grow, to continue to grow ! It would curb consumer spend-
ing. It just seems to me that that would be the wrong way to go.

isn't it better to do all of the things that we are doing to try to en-
courage people to spend and also to have and invest, rather than having
these further taxes?

Mr. GREENSPAN. Of course it reduces incentives and other things
equal, reduces the level of economic activity. That's not what our
choices are. If you asked me what would I like to see done, I would
like to see us lower the level of nondefense expenditures to a point
which would bring the budget deficit into line where it would no
longer be a corrosive force in levels of economic activity.

I don't believe that that will happen, largely because there are clear
differences of political philosophy and budget priorities in the Con-
gress and in the country. We're confronted with a series of least/
worst choices.

Representative HOLT. OK. But wouldn't economic growth be the
way to go rather than trying to-

Mr. GREENSPAN. It would, but you can't get there from here, largely
because the precondition of economic growth is, in fact, the conditions
which would lower interest rates. And you cannot get to those lower
interest rates in the longer run until we get the deficit down.

So that if one could somehow wave a wand and create a significant
increase in noninflationary economic activity without getting interest
rates down, then, yes, indeed, that would solve the problem. The
trouble, unfortunately, is that we don't know how to do that. and I
don't think, in fact, it is actually possible.

So what I am led to is that if you want to get the budget deficit down,
clearly, you just inflate the economy and that will happen. But that
is not desirable because that will merely undercut economic activity.

I do agree that any increase in taxes, other things equal, has a nega-
tive effect on economic activity. I am also saying, however, that if we
can bring the budget deficit down significantly, even if that includes
some tax increases, that that would in fact be a better path for econ-
omic growth and ultimately, the stability of the economy than any
other path I know.

In other words, I don't know how to get the real economy going in
the context of what we call structural deficits. It's not that I think that
taxes are not negative. I think they are.

Representative HOLT. Well, historically, have we, Congress, ever
reduced the debt as we increased taxes?

Mr. GREENSPAN. No. As I said, Congresswoman Holt, before, that if
all we did was to increase taxes, over the long run we would find out
that all we did was finance increased expenditures.



Representative HoLT. And I think you pointed out that that is in-
dicated in this budget that we are coming up with right now, is that
there's an increase in spending that uses the increase in taxation.

How about the trade deficits? You mentioned the worldwide deficits,
the worldwide economic situation. Of course, all of that is tied to our
economic situation, our strong dollar. But Secretary Baldrige this
morning testified that, or his representative, that even though we had
had almost a $50 billion trade deficit last year, that we are going, to
have an increased trade deficit next year, or they are anticipating tiat.
What's the effect of that on our improved economy? How do we handle
that?

Mr. GREENsPAN. Well, I think the question really gets down to an
issue of when you have a very strong dollar, as indeed we do, that there
is a tendency for capital inflows to occur. Instead of looking at it as
a strong dollar creating a large trade deficit, one can assume, and I
think perhaps more correctly, that the dollar has become the safe haven
currency and that if you have a large inflow of capital, since the bal-
ance of payments must balance, you are going to end up with a large
trade deficit. And, in part, that's what's happening. There is an ex-
traordinary changes iii the view of the American dollar. We're looking
at very substantial capital flows and that certainly affects our short-
term economic activity.

It doesn't over the long term. It will shift resources from export
industries to domestic industries. There's nothing wrong in that. But
it certainly is the case that for the short term, our export balances
will be poor. I think that more is being made of this as a negative
force than I think is in fact the case. I'im not terribly certain what
we can do about it or, in fact, how much we should.

The one thing I'm certain we shouldn't do, because I don't think
it works to our long-run benefit, is to move to protectionist measures
as an endeavor to suppress the trade deficit when, in fact, it may well
be being strongly pressured by something which in itself, other things
equal, is clearly good, namely, that other people view our dollar as
something which they want to hold.

Representative HoT. I can remember strongly Mr. Carter, Mr.
Shultz urging Helmut Schmidt to stimulate their economy when the
shoe was on the other foot, and I just wonder. We do hear a lot about
the negative impact of this, and I appreciate your answer.

Do any of you gentlemen want to add anything?
Mr. SHIPMAN. If I could, I would like to add a little bit on the

value-added tax. Because there is some experience we can look to. if
you think back in the latter part of the 1970's when Margaret Thatcher
was running for office, she, as a candidate, said that she was going to
lower tax rates. Now some people argue that tax rates in the United
States are quite high. The unearned income tax rate in the United
Kingdom, when she was a candidate, was 98 percent. Putting it in dol-
lar terms, if you had $30,000 and you invested it at 10 percent pretax,
received $3,000 pretax, you would get $60 after tax.

She thought, and i think British subjects thought the same, that
was a little high. So part of her campaign was to lower that tax rate.
And, indeed, she did. Now the highest tax rate on earned income is
60 percent and there's a 15-percentage-point investment tax above
that.
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As she was doing this, she was getting a bit nervous, however, and
thought that she might finance this tax rate reduction with a tax rate
increase. So in July of 1979, the value-added tax went from 8 percent
to 15 percent, a 7-percentage-point increase. She gave us as little
warning as she possibly could because she expected something would
happen, and she was right. Retail sales -absolutely went through the
roof, not because things were good, but because of the knowledge
that things were going to get bad.

And when the tax came in, retail sales went into the cellar. So you
can observe the pattern, the behavioral pattern, of the various players
in the economy. They are people just like you and me. If you think the
tax rate is going to rise in the future, it does you well to book it in the
present.

I don't think that a value-added tax, put on over what we already
have on an income tax, and I read some place that the Tax Code is
40,000 pages, we don't need another tax. I think what we need is to
simplify the code and to mitigate high marginal tax rates. I think
more than anything else, and this is a guess, certainly, more than any-
thing else, that will allow economic factors, the freedom of choice to
produce, consume, invest the way that they think is best. And if I'm at
all close to the mark, that would give you a much stronger economy and
give you much lower budget deficits.

Mr. SINAI. The problem of our trade deficit is very much related to
our budgetary deficit because there again, if the budget deficits are
holding interest rates higher, that contributes to a stronger dollar. In
the past it led to defensive reactions abroad which slowed to protect
currencies, which slowed the economies down of the rest of the world.
The higher interest rates from the deficits have added to the debt
service problems of the LDC's and the strong U.S. dollar actually
helps our inflation, which in turn makes the dollar even more attractive
when you subtract our low inflation rate from our high interest rates
in attracting capital inflows.

So this is just another incidence where if deficits could be brought
down, and it really has to start somewhere. It is that the deficits are
both a result of weakness in the economy and a cause of high interest
rates. You have to start somewhere bringing them down. That would
help value the dollar lower and promote a better trade deficit.

Now with certain lags, eventually the strong dollar through the
price mechanism will lead to some reversal or improvement in our
trade deficit problem. But those lags are very long. And at the moment,
the U.S. economy is growing more slowly, a good deal more slowly,
because of weak foreign trade.

Senator JEPSEN. It's been a long afternoon, a long day. The testi-
mony has been excellent. I know that Mr. Greenspan has to leave very
shortly, so we hope to be able to wind this up in about 15 minutes. If we
don't, Mr. Greenspan, I know that you must leave at that time and we'll
expect that you will do so.

I have just one last question, if we could possibly get a one- or two-
liner answer to it. Many economic forecasters, several months ago, even
weeks ago, were predicting a rather sluggish recovery for the second
quarter. Now they foresee a near doubling of the gross national product
growth over their previous forecasts. Your opinion, please-how do



you account for this turnabout in such a short a time in the economic
orecast?
Mr. SINAI. Well, there are really two reasons. One is the drawdown

of inventories turned out to be greater in the first quarter than data
several months ago indicated. And, the second is that consumers spent
heavily in April and May, so that the increase in the portion of GNP
coming from consumer spending is just much stronger in the second
quarter so far.

Senator JEPSEN. On that line, it was your statement that suggested
canceling the tax increase would help reduce the deficit and not effect
other areas, was it not?

Mr. SiNA. Well, the question was what would happen if the-
Senator JEPSEN. If we canceled the tax cut.
Mr. SINAI. I really didn't offer an opinion whether it should or

shouldn't happen. And also, qualified that with a response that would
depend very much on what the Federal Reserve did in response to
that.

Senator JEPsEN. Consumer spending is one of the first signs, accord-
ing to the testimony received this morning, of an economic recovery.
Do you think that consumer spending is going to increase or decrease
when consumers get the first real tax cut they have had in decades on
the first of July of this year.

Mr. SINAI. I think that consumer spending will continue to rise. It
may not rise as strongly as it did in the second quarter, and that $30
billion tax cut on July 1 actually will, initially, for the first month or
two, pump consumer saving a little bit, which was drawn down very
much in May to support the expenditures. There's some evidence that
consumers are spending in anticipation of that tax cut now.

Senator JEPSEN. Do you think that consumers will save primarily
for the first couple of months, rather than spend it?

Mr. SINAI. Yes, it would be similar to last year. I think there's some
hint that they are spending in advance of the tax cut on July 1 now
and in July and August will still spend at a reasonably good clip. But
the real rate of growth of consumer spending in the third quarter will
likely be less than in the second quarter.

Senator JEPsEN. Mr. Shipman.
Mr. SHIPMAN. On the same issue of a July 1 tax cut, first of all, our

work in forecasting is not very good when you look at quarterly fore-
casts and we don't do them. All the forecasts are annual. So we're fore-
casting interyear trends and not intrayear trends.

The July 1 tax cut, although it's said that it comes in July, actually
came January 1, because it's a cut on the income booked in the tax year
1983.

So we wouldn't expect to see any major change in activity, although
I reiterate that we don't forecast within the year, any major change
in activity, any major stimulus because of the July 1 tax cut and see
it in the latter half of the year. We said that that tax rate reduction
is on all the income booked for the whole year. So the incentives, back
to a word that T had used before, the incentives are the same on
January 1 as they are on July 1, or October 12, or any other date.

So after saying that, I can't really give you a substantive answer
in terms of what will happen to savings or spending as a function
of the change in the tax rate on July 1.



Senator JEPsEN. Mr. Greenspan.
Mr. GREENSPAN. I would agree with much of what has been said.

The only problem with the second quarter forecast is that it got
revised up, not only because of inventory change, but because the
pattern of consumer expenditures as originally estimated was much
lower than it is turning out to be. In other words, a goodly part of
the earlier projections of the 4- to 5-percent real growth in the second
quarter were based on earlier data which has subsequently been
revised.

So what we are hostage to is not only what is going on in the real
world, but on our ability to measure it. And that is less than adequate.
You can guess that the revisions are always upward when the economy
is moving. I think we all tilted the numbers in a way.

But I remember looking at monthly GNP data for the month of
March based on the old, unrevised data. It looked as though it was
going to be very difficult to get a significant rise in the second quarter.
When they re-estimated, they incorporated a broader sample of the
March retail sales, and it turned out that they were just far too low.
That is one of the problems that forecasters have, and one of the
reasons why you will find, before this committee, rather substantial
fluctuations in short-term forecasts. It's not that anything is changed
in the economy as much as it is in our data estimating system, which
is probably the best in the world but still inadequate.

Senator JEPSEN. Congressman Lungren.
Representative LUNGREN. Thank you, Mr. Chairman. We don't

have time to go into this. I just at some point in time would love to
talk to the three of you about how interest rates are pressured by
deficits. I assume that is primarily because of the "crowding out" phe-
nomenon. It seems to me that interest rates would also be affected
by those potential savings that are taken by taxes. These funds would
not be available to be borrowed and would have a similar effect.

One of the problems we have here in the Congress is when we talk
about bringing the deficit down, because that will help bring interest
rates down. We don't look on the side of it where you bring deficits
down by merely raising taxes, which does have some effect ultimately
on interest rates by taking out of the capital savings pool.

Because both Mr. Greenspan and Mr. Sinai have suggested that
the deficits are our real sticking point, our real problem area, let me
just ask you this question. Where do you think the deficits have to be
for sustained economic growth? I don't care what framework you use,
either dollar figures or percentage of GNP or percentage of savings
or whatever parameters you use. But can you give us a fix on that?
Is there a ballpark figure that either of you would look at for what the
Congress ought to be shooting for?

Mr. SINAI. I think we're likely to have sustained economic growth
even with the deficits projected as they are. I guess it's a question of
how high, on average, one wants the sustained economic growth to be
and the kinds of conditions that would be created with regard to any
future resurgence of inflation.

I think the general estimate for what are called structural deficits-
and this may be of interest to Congresswoman Holt-is that at full
employment we would still have $100 billion or so deficits. That is,



growth would remove not all of the deficits. Growth to full employ-
ment would not remove all of the deficits in these calculations.

So I think of a $100 billion reduction from current projections as
being very salutary sustained over 3 or 4 years to the financial mar-
kets and to the longrun health to the economy, both on the interest
rate side and the inflation side. And if you ask how does one go about
doing that, that's where the real problem is. I don't think that anyone
disagrees with the desire to lower deficits. The question is the means
and maybe the thing to do is to take one-third out of defense spend-
ing, one-third out of nondefense spending and raise taxes by one-third
so you have an equal problem for all opiion segments in getting that
$100 billion reduction.

Representative Lu.NcREN. Well, we raised taxes awfully fast in the
previous 4 years and we had the highest interest rate and the highest
inflation that we've had.

Mr. Greenspan, you talk about the corrosive effect of deficits. What
level do they have to get down to so that they don't have this corro-
sive effect?

Mr. GREENSPAN. I'd say that if the current services budget is pro-
jecting a continuous decline in the longer term budget deficit in the
context of a marked slowing in the rate of spending, in a way which
makes the deficit projections credible-a deficit of $130 billion or $100
billion, it's clearly enough to change the views of the financial com-
munity.

If you could somehow get it down to $50 or $60 billion in the con-
text of the size of the economy of 1988, for example, I think that that
would be as close as you are going to get to balance and probably have
all of the advantages of being in balance.

Senator JEPSEN. Congressman Wylie.
Representative WYLIE. Thank you, Mr. Chairman. What about the

employment rate? This was touched on a little earlier and I think you
made a significant observation, Mr. Greenspan, that the long-term
inflationary expectations will govern the unemployment rate.

Now the unemployment rate has come down rather decidedly, I
would say, from about 10.7 to around 10 percent, last month.

Do we have reason to be optimistic in this regard, if I may phrase
the question in that term?

Mr. GREENSPAN. I think we have reason to be optimistic that the un-
employment rate will decline. However, we should be concerned that
it is declining less than we would like. But the biggest danger is that
an endeavor to create a quick fix of the unemployment situation pro-
bably will have the effect of lowering it short term, but in the context
of, say, 1988, probably would be adding twice as much then as you are
lowering it now.

So I think we have no choice but to recognize that the process is
going to be slow, but that the only way that we have to solve it is to
bring the inflation rate wholly under control, allow interest rates to
adjust to that inflation rate, and restore the type of relationships which
our economy had prior to the inflation binge of the 1970's.

Representative WYLIE. Thank you. Thank you, Mr. Chairman.
Senator JEPSEN. Congresswoman Holt.
Representative HOLT. I have no further questions.
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Senator JEPSEN. Does any of the panel members have any final state-
ments for the record that they would like to make before we adjourn?

Mr. Greenspan.
Mr. GRENsrAN. No, Mr. Chairman.
Senator JEPsN. Mr. Shipman.
Mr. Simr N. No, Mr. Chairman.
Senator JEPSEN. Mr. Sinai.
Mr. SINAI. No, Mr. Chairman.
Senator JEPSEN. I thank all of you for coming today. It has been a

very interesting exchange and testimony that has been presented here.
I want the record to show that if we ever have another Joint Eco-

nomic Committee hearing in this room, that we have the microphones
brought up to speed. Otherwise, it is the chairman's desire that we
never have another hearing in this room.

Thank you. The committee is adjourned.
[Whereupon, at 4:12 p.m., the committee adjourned, subject to the

call of the Chair.]
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