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THE 1988 ECONOMIC REPORT OF THE
PRESIDENT

THURSDAY, JANUARY 21, 1988

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, DC.
The committee met, pursuant to notice, at 10:05 a.m., in room

SD-628, Dirksen Senate Office Building, Hon. Paul S. Sarbanes
(chairman of the committee) presiding.

Present: Senators Sarbanes and Proxmire; and Representatives
Hawkins and Wylie.

Also present: Judith Davison, executive director; and William R.
Buechner, Dale Jahr, and Christopher J. Frenze, professional staff
members.

OPENING STATEMENT OF SENATOR SARBANES, CHAIRMAN

Senator SARBANES. The committee will come to order. If the wit-
nesses could take their place at the witness table, we would appre-
ciate that very much.

This morning the Joint Economic Committee begins a series of
hearings which is held every year in conjunction with the commit-
tee's review and evaluation of the annual Economic Report of the
President. We are not yet certain when the Council of Economic
Advisers will be submitting the annual report. It traditionally
comes on the heels of the submission of the budget, and apparently
the date for that submission is not yet certain.

Today and tomorrow the committee will hear from economists in
the private sector whose testimony will focus on the economic out-
look and appropriate economic policies for 1988.

The hearings will continue in the weeks ahead when the commit-
tee will receive the President's Economic Report, with testimony
from Beryl Sprinkel, the Chairman of the Council of Economic Ad-
visers, and his colleagues, and from Treasury Secretary James
Baker. We also expect to hear from the new Chairman of the Fed-
eral Reserve, Alan Greenspan.

We are entering a year of unusual uncertainty with respect to
the economic outlook. In the period since the stock market dropped
on October 19, differences among forecasters have been sharper
than is usually the case, with individual GNP growth rate predic-
tions ranging from minus 2 percent to plus 3.7 percent.

Even before October 19, however, the high consumer debt burden
and low personal savings rate raised serious questions about how

(1)
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much longer consumer demand could continue as the main engine
of growth in the American economy.

During the first three quarters of 1987, consumer spending ac-
counted for less than 40 percent of real GNP growth, compared to
120 percent of total GNP growth in 1986. The latest retail trade fig-
ures show there was virtually no growth in retail sales between
February and December of last year.

The question is not so much whether consumer spending will
continue to drive the economy, but whether consumers will reduce
spending in 1988 either to replenish the wealth wiped out in Octo-
ber, or in anticipation of turbulence in the economy.

The uncertain prospects for consumer spending are compounded
by other factors. Among them are the prospects for continued slow
growth in the rest of the world and a number of considerations
here at home, including the volatility in the capital markets, un-
certainty over the course of interest rates, spending and revenue
packages pursuant to Gramm-Rudman-Hollings, and the downward
trend in new housing permits over the past year. Most economists
expect these factors to mean slower economic growth in 1988 than
in 1987.

Prior to October, the consensus among economists surveyed each
month by the Blue Chip Economic Indicators was a growth rate of
2.8 percent, fourth quarter to fourth quarter 1987-88. In early No-
vember, this forecast fell to 1.9 percent. Since that time it has been
revised slightly upward, and currently stands at 2.2 percent. The
administration's forecast for 1988, on a fourth-quarter-to-fourth
quarter basis, was revised slightly from 3.7 to 3.5 percent
in mid-1987 and then, following October 19, was lowered to 2.4
percent.

The preponderance of forecasts for economic growth in the cur-
rent year thus fall in the 2-2.5 range. Monetary policy may play a
pivotal role in determining whether even such modest growth can
be achieved. In the months ahead, the Federal Reserve may be
called upon to address economic goals difficult if not impossible to
reconcile.

Finally, I want to turn just for a moment to the trade deficit
where, notwithstanding the improvement in the figures in Novem-
ber, it is clear that the 1987 trade deficit will show no improve-
ment over 1986. In the absence of clear signs that the trade deficit
is at last on a steady and sustainable downward path, serious ques-
tions will occur about the exchange value of the dollar; and in that
event it will be difficult indeed for monetary policy to be focused
solely on assuring domestic economic growth.

This potential dilemma was summed up recently in the com-
ments of the Chairman of the Policymaking Committee of the
International Monetary Fund, Onno Ruding. According to an arti-
cle in the Wall Street Journal, Mr. Ruding said the United States
will have to "tailor monetary and interest rate policy more to ex-
ternal conditions." Indeed, he is reported to have said bluntly-and
I am quoting him: "My American friends are not accustomed to the
fact that the U.S. is a highly indebted country."

We are fortunate to have a distinguished panel today to discuss
these and other related questions as we look forward to the course
of the economy in the months ahead. But before I turn to the
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panel, I would defer to Senator Proxmire for any statement he
might have.

OPENING STATEMENT OF SENATOR PROXMIRE
Senator PROXMIRE. Thank you, Mr. Chairman.
These hearings I think are particularly important because we

have such a puzzling, perplexing economic outlook and it is so diffi-
cult for us to decide on policies which to follow.

I am very concerned about the colossal increase we have had in
debt, not just the Federal Government debt, but household debt,
business debt. Overall debt in this country is far higher than it has
been before. It is about 30 percent higher than it was on average,
than it was at any time between 1966 and 1980. Every sector, it
seems to me, is very heavily in debt and we have to address our-
selves to that.

These hearings are directly focused on the economic outlook for
1988, this year. That is very constructive and causative, but I think
there is a tendency on the part of all of us in the Congress to look
to the next election. I don't have to do that now because I am not
going to run again, but that tendency means that we tend to follow
shortrun economic policies instead of long-range economic policies,
long-range economic policies that will maximize the real growth of
our economy in the long pull.

I think there is an illusion somehow-everybody denies it-but
there is an illusion that somehow we can follow economic policies
that will forever eliminate a recession. I feel that a recession is
something that is going to recur fairly regularly. We haven't had
one in a long time and we are overdue. I think even if we could
eliminate recessions, I am not sure it would be a good idea.

Finally, it would be very interesting to me if any of you gentle-
men want to comment at any time during the hearing on the new
Palgrave. I was fascinated to read that article in the New York
Times on Sunday which disclosed that there was this remarkable
compilation, a million words, 2,000 pages, to which 100 or more
economists contributed, including an eminent Nobel Prize winning
economist, tried to focus on what economic thought, best economic
thought can tell us about the policies we follow.

This is the first time this has been done, I guess, since the old
Palgrave, which was almost 100 years ago. So that if you gentle-
men would like to comment on that, I think it would also be very
helpful.

Thank you, Mr. Chairman.
Senator SABANEs. Senator D'Amato has an opening statement

which will be included in the record at this point.
[The written opening statement of Senator D'Amato follows:]
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WRITTEN OPENING STATEMENT OF SENATOR D'AMATO

MR. CHAIRMAN, I WOULD LIKE TO WELCOME TO THE JOINT

ECONOMIC COMMITTEE THIS MORNING OUR DISTINGUISHED PANEL OF

WITNESSES WHO WILL PROVIDE THIS COMMITTEE WITH AN ECONOMIC

OUTLOOK FOR 1988.

SOME OF THE BEST NEWS OF THE NEW YEAR CAME FROM THE
LATEST TRADE FIGURES RELEASED BY THE DEPARTMENT OF COMMERCE
LAST FRIDAY. NOVEMBER'S TRADE DEFICIT PLUMMETED $13.2

BILLION ... DOWN A WHOPPING $4.4 BILLION FROM THE $17.6

BILLION IN OCTOBER. THE DOLLAR'S FREE FALL OF RECENT MONTHS

UNDOUBTEDLY PLAYED A SIGNIFICANT ROLE IN THIS DEVELOPMENT.

THE DROP IN THE TRADE DEFICIT WAS DESPERATELY NEEDED IN ORDER

TO STAVE OFF A MORE THAN LIKELY RISE IN INTEREST RATES.

THE ECONOMY HAS REMAINED FAIRLY STABLE IN SPITE OF THE

EVENTS OF BLACK MONDAY. BUT THAT DOES NOT PRECLUDE US FROM

TAKING A SECOND LOOK AT THE DIRECTION IN WHICH THE ECONOMY

MAY BE HEADED. THE MASSIVE FEDERAL BUDGET DEFICIT CONTINUES

TO LOOM ABOVE OUR HEADS. IN THESE TIMES OF A HEIGHTENED

BUDGETARY CONSCIOUSNESS, IT IS ESSENTIAL TO SEND A CLEAR
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SIGNAL OF OUR SERIOUSNESS ABOUT FISCAL RESTRAINT TO THE

FINANCIAL MARKETS.

I WOULD LIKE TO POINT OUT THAT OUR ECONOMIC OUTLOOK IS

NOT TOTAL DOOM AND GLOOM. THE UNEMPLOYMENT RATE IN 1987

DROPPED FROM 6.6% TO 5.5% IN 1987: THREE MILLION NEW JOBS

WERE CREATED; AND REAL GNP GROWTH FOR 1987 IS EXPECTED TO BE

ABOUT 3.7%.

THESE FIGURES ARE QUITE ENCOURAGING AS ARE THE TRADE

STATISTICS FOR NOVEMBER. THE NEXT FEW MONTHS WILL BE CRUCIAL

IN DETERMINING THE PATH THAT THE ECONOMY WILL FOLLOW. IT IS

TIME TO ASSESS CAREFULLY OUR ECONOMIC POLICIES AND TO MAKE A

DELIBERATE EFFORT TO GRASP THE REIGNS OF FISCAL

RESPONSIBILITY.

I LOOK FORWARD TO THE TEST IMONY OF OUR WITNESSES THIS

MORNING AND TO THE INSIGHT THEY ARE SURE TO PROVIDE THIS

COMMITTEE AS TO THE ECONOMIC OUTLOOK FOR THE NEW YEAR.

THANK YOU, MR. CHAIRMAN.
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Senator SARBANES. We will now turn to our panel, which we are
very pleased to have.

We have Thomas Juster, research scientist of the Institute for
Social Research at the University of Michigan; Roger Kubarych,
chief economist of the New York Stock Exchange; David Wyss,
chief financial economist for Data Resources, Inc.; Thomas Havri-
lesky, professor of economics at Duke University; and Michael
Hadjimichalakis, professor of economics at the University of
Washington.

Mr. Juster, I think we will start with you. You are in the center
there, in any event. And then we will move to your left, my
right, and take Mr. Kubarych and Mr. Wyss, and then we will
come back and move this way and take Mr. Havrilesky and Mr.
Hadjimichalakis.

Gentlemen, we have your prepared statements and they will be
included in full in the record. If you could summarize them, pre-
senting the salient points in something under 10 minutes each, we
would appreciate that very much. We will hear from all of you and
then have a general question and discussion session. I am going to
ask a staff person to slip you a little piece of paper when you hit
about 8 or 9 minutes so that we can try to stay with this 10 min-
utes. Obviously, the more you can compress your remarks, the
more time will be left for the question and discussion period.

Mr. Juster, why don't you lead off?

STATEMENT OF F. THOMAS JUSTER, RESEARCH SCIENTIST, IN-
STITUTE FOR SOCIAL RESEARCH, AND PROFESSOR OF ECO-
NOMICS, UNIVERSITY OF MICHIGAN
Mr. JUSTER. Thank you, Mr. Chairman.
My testimony is concerned entirely with the probable impact of

the stock price decline and subsequent developments in those areas
on consumer expenditures. I do not pay attention to other areas of
the economy, although I would be willing to comment on those at
some later point if questions arise.

The way most economists think about the relation between stock
prices and consumer spending is in terms of the standard model of
consumer saving behavior, which essentially is a life cycle model.
The argument is that consumers adjust their spending and savings
so that they accumulate assets when they work and use them when
they retire. Whether they leave assets at the end is partly a matter
of whether or not they plan to leave a bequest.

In that model there is a direct impact of wealth on consumer
spending. An important piece of wealth is wealth held in the form
of common stock. So if you have a decline of the sort that we had
in the late summer and fall of last year, with about a trillion dol-
lars' worth of wealth wiped out in the course of a couple of months,
models of that sort would essentially say that you can expect to
find between a 3-cent and 6-cent impact on spending per dollar
change in wealth.

Given a trillion dollar decline, 3 cents on the dollar is $30 billion;
6 cents is $60 billion. That is a very large effect, and it is presumed
to run directly through the impact of wealth declines on consumer
spending.
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My perspective on that problem is a little different. I see two pos-
sible channels of influence that could exist between changes in
stock prices and consumer spending. One is the one I just men-
tioned, the direct wealth effect. If stock prices go down, consumers
are poorer, they will therefore spend less to some degree.

Second, there is what I would call an expectational effect. Sharp
declines in stock prices may or may not have significant impacts
upon consumer optimism and, for that matter, on business opti-
mism. Those are different in terms of the causation channel, al-
though they may be very hard to disentangle empirically since
they both may occur at the same time. But technically and analyti-
cally, I think it is very useful to distinguish what I would call the
direct effects and the indirect effects, the direct ones being what
happens to consumer spending because some consumers are poorer
when stock prices decline, and the indirect effect: what happens to
consumer optimism and subsequently spending because a stock
price decline may weaken optimism.

On the direct effects, the bottom line of my testimony, to fore-
shadow the results, is that the direct effects are probably not very
large. The basic argument is twofold. First, we need to look at the
data on who owns common stock and how much they own-how
heavily concentrated is common stock ownership in the economy.
What that table shows is the proportions of households that own
various amounts of common stock, and the average amounts held
by households in different wealth and income categories. These
data are somewhat dated, but the numbers would not be that dif-
ferent and the patterns would hardly be different at all.

For common stock, 80 percent of households own none. Most of
the rest own very small amounts, with only about 1.7 percent
owning more than $100,000 worth. That figure would be larger if
current data were used, since there have been substantial increases
in security prices since 1983 when the data were collected.

The basic point is that the number of households with large hold-
ings of common stock is really quite small, and that would be just
as true of 1988 as it was in 1983.

The second panel of that table shows the average amounts of
common stock held by households in various net worth categories.
The bottom line from that panel is that the great bulk of common
stock is owned by households with net worth of more than half a
million dollars. By "great bulk," I mean 80 percent. Households
with that much net worth comprise a little less than 4 percent of
households.

So looked at either in terms of households owning common stock
or not owning it, or concentration as reflected by average amounts
of stock held by people with varying levels of wealth, you get the
same answer-a great deal of concentration; and the same answer
emerges if you look at common stock holdings by income.

For example, the third table of that panel says that something
like two-thirds of all common stocks are held by households with
more than $96,000 of annual income in 1983. That is a very heavy
concentration.

The bottom line from the analysis of direct effects is that you
can only expect to find significant consumption effects in a rela-
tively small number of quite wealthy or high-income households
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who own most of the common stock. Even there, I am not sure I
would expect much influence, because for very many wealthy
households, their consumption is not very closely tied to either
their current income or to their wealth. They have stable consump-
tion patterns which reflect the fact that they are well off, have
been well off, and will continue to be well off; even large variations
of the sort we saw in the fall and late summer might not have
much influence on the spending of these households.

Finally, in the great bulk of households, there is no direct
wealth effect because households don't have any common stock to
be affected.

You might say that is all well and good if we are talking about
direct ownership, but what about pension funds? After all, many
more people have an equity in a pension fund, and pension fund
assets are very important in terms of consumers wealth portfolio.
Would you not expect large effects that way?

The answer is, in principle yes, under certain kinds of pension
arrangements, but in fact no. The reason the answer is no general-
ly is that roughly 85 percent of pension fund assets are in what are
called defined benefit plan. In a defined benefit plan, the employee
has the right to an income on retirement. The amount of pension
income will be a function of how long you have worked and of what
the final salary was, or some formula which is much like that.

In a defined plan, the company that sets the plan up owns the
assets. They have an obligation to pay income when eligible em-
ployees retire. If stock prices go up, the company pension plan gets
the benefits. If stock prices go down, the company pension plan has
to absorb the cost. The only way that the employee's rights to
income would be affected by a decline in stock prices is if the de-
cline were so sharp that it made the fund insolvent.

But that generally was not the effect on pension funds of the
stock price decline. Many pension funds are currently or were over-
funded. Now they are less overfunded because their asset values
are down, but the point is that pension fund asset changes mainly
influence the business sector, not the consumer sector. Changes in
asset values will either make it incumbent on firms to put more
money in to make the fund financially viable or they give the firm
an opportunity to take some profits out because the fund has more
money than it needs.

It is only the 15 percent of pension funds which are defined con-
tribution plans where you might have a direct effect. I happen to
have one of those, as do indeed almost everyone who works for a
college or university. We have a defined contribution plan, so my
assets went down very substantially during the stock price decline.
Even for people like me with retirement assets that we own, the
effect on consumption depends on how far away you are from re-
tirement. If you are 2 days away, then I think it makes a differ-
ence. If you are 10 years away, I am not sure. It doesn't make a lot
of difference to me. If you are 30 or 40 years away from retirement,
I doubt it matters at all.

So I just don't expect very large direct effects, either because
most people don't own stock directly, or because most people are
not affected by changes in pension fund holdings, for the ones that
are, it is largely a matter of how close you are to retirement. So my
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assessment on direct effects is that I would not expect much, and if
there are effects, you have to look for them among very wealthy
households.

Does that mean there was or will be no effect on consumption?
The answer is no, because there are indirect effects that may be
quite important. The argument would be that when stock prices de-
cline sharply, consumers have to assess what that means for the
kind of mental models they have of the economy, and it may well
induce uncertainty and caution.

A decline like we had on October 19 has never occurred before in
financial history. People had a lot of trouble fitting that into their
mental models, and we have some measures of the effect on con-
sumer optimism and pessimism.

Tables 2, 3, and 4 in my prepared statement have some data on
the impact on consumer optimism and pessimism of the change in
stock prices on October 19. Table 2 contains October data before
the crash, and after the crash. Table 3 has data on what happened
in November, and table 4 has some data on people's judgments
about the likelihood that the crash would bring on a recession.

To summarize those data briefly, there was a sharp impact on
consumer confidence of the stock price decline. In general terms, it
caused consumer optimism to drop by about 10 points, from the low
90's to the low 80 s. That occurred in the middle of October. You
can see it in the early October/late October data. November shows
about the same level as late October, about a 10-point decline. De-
cember, which you don't have there, shows a bit of a bounce back.
The optimism index didn't stay down at the low 80's; it moved
toward the middle 80's.

So on indirect effects, there was an impact on consumer opti-
mism. Consumers clearly saw the stock price decline as making the
future of the economy much less certain than before. It wasn't so
much that they saw their own financial future as being highly un-
certain, but they saw the economy's behavior as being much harder
to predict, much more uncertain, much more likely to tilt toward
recession.

That is usually the strongest kind of influence that consumer op-
timism has on the economy. It isn't that consumers look at things
and see themselves as getting in trouble. They look at events and
see the economy as getting softer. That is clearly what happened in
late October and November, to some extent in December. How big
the effect is, I think is still very hard to tell. My judgment would
be that it is not strong enough to push the economy into recession.
It is clearly strong enough to push the growth rate down from 2½2
to 1 Y2, or something of that sort. If you guessed 2Y2 before, you
wouldn't guess much more than 1 12afterwards.

But I should caution you that any judgment that I or anybody
else makes on that kind of impact, that kind of quantitative state-
ment, is a very chancey statement because we are looking at a
unique historical event and trying to make a guess about the conse-
quences. We don't have any data that go back in history that relate
events like this to subsequent changes in consumer spending. So we
really don't know what the effect will be. It clearly is not going to
be good, but it could range all the way from so small as to be
almost nothing, to so large as to produce a recession. The evidence



10

looks to me now like the effect will be in the middle. It will be
large enough to be noticeable, not large enough to produce a
recession.

That is the basic thrust of what I have to say. I do have one or
two brief comments about policy but I think I will hold those until
we have general discussion.

Let me just finally make one brief comment about Senator Prox-
mire's question about debt. It is true that by most measures, debt
levels in the household sector are higher than they have been his-
torically. The number which is highest and most often cited as a
concern is the ratio of consumer debt outstanding to consumer
income. That is up at historic levels, or at least was until about a
month or two ago.

That is probably not the best measure to use because income is a
flow and debt is stock, so you really want to compare flows to flows
and stocks to stocks. You might compare debt to assets. If you look
at that, debt is higher than it used to be, but not much.

If you look at debt service compared to income, perhaps the most
meaningful measure of debt, that doesn't look very different than
it did 10 years ago; that is, people are not committed to repay more
debt now relative to their income than they were 10 years ago.
There is a little evidence that if you ask people: are you worried
about how much debt you have, people are more likely to say,
"Yes, I am a little concerned about that; I think I am a little over-
burdened."

So there is something in the debt issue, although probably not as
much as most analysts would gauge.

Thank you.
Senator SARBANES. Thank you very much, sir.
[The prepared statement of Mr. Juster follows:]
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PREPARED STATEMENT OF F. THOMAS JUSTER

Stock Prices and Consumer Spending:
an Appraisal of the Great Crash

Introduction

Ever since the unprecedented drop of 500+ points in the Dow Jones

averages on October 19, the public has been deluged with analyses of the

causes and consequences of that unique historical event. We may never

discover exactly what caused so sharp a decline, since that would

require being able to untangle the role of program trading, herd

instinct in the market, speculation in equities during the months prior

to the crash, and the inexperience of many Wall Street money managers

who had never seen a sharp decline in stock prices; to say nothing of

more fundamental factors--the twin deficits relating to the federal

budget and international trade, the concerns of foreign investors about

the value of the dollar and the risk of owning U.S. assets, the rise in

interest rates during the preceding months, and the uncertainties about

the policies to be followed by a new chairman of the Federal Reserve

Board, to cite just the leading candidates. From the point of view of

economic forecasting, it may not be so important to be able to settle

the question of why stock 'prfces declined so sharply. But it is clearly

crucial to be able to say what the consequences of that decline are

likely to be, and when they will be felt in the economy.

Wealth Effects

By far the most widely used model for interpreting the consequences of

the stock price decline on the demand for goods and services in the

economy relies on the notion that consumer wealth is an important
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determinant of consumer spending. The most popular such model is the

"life-cycle" model, which specifies that consumers plan their spending

with an eye to the lifetime constraints of earnings during their working

lifetimes. During active working years, consumers accumulate assets by

saving part of their income, and these accumulated assets then finance

consumption during old age, when earnings first decline and then reach

zero on complete retirement. Whether all assets are used up in this way

depends on whether consumers plan to make bequests and/or on whether

they maintain assets as a hedge against unpredictable events--e.g.,

living longer than one might normally expect, having to pay heavy

medical bills for oneself or one's family, etc.

In any event, such models predict significant consequences for

consumer spending if consumer assets take a sharp and unexpected

decline, as clearly must have happened when stock prices declined over

500 points in one day and roughly 1000 points over a period of several

months. One well-known such model predicts somewhere between a 3 and 6

cent decline in consumer spending for every dollar decline in consumer

assets. Since the decline in stock prices over the period of several

months wiped out about a trillion dollars of wealth owned either

directly (by way of direct holdings of common stock) or indirectly (by

way of pension funds or similar institutional interests), the

implication is a decline in consumer spending of the order of 30 to 60

billion dollars--a relatively large bite in the market for consumer

goods and services.

Whether highly aggregated models of this sort capture the essential

features of consumer response to sharp declines in stock prices is hard

to tell from the available data, although there is certainly
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considerable support for that view. Without prejudging that issue, it

is nonetheless useful to take a more micro-oriented look at the likely

channels of influence, paying particular attention to the distribution

of stock ownership among the population, the different forms of

ownership rights that consumers have, and the likely consequences for

spending behavior among consumers.

Direct Ownership

The best data we have on the distribution of direct ownership of

common stock among consumers is the 1983 Survey of Consumer Finances,

sponsored by the Federal Reserve Board and other public agencies and

conducted by the Survey Research Center at The University of Michigan.

Although 1983 is not 1987, the broad patterns of ownership do not change

that much, and a good deal can be learned by examining some of these

data.

Table I below shows the fraction of households that own common stock

in various size categories (Panel A), the average amount of common stock

owned by consumers in various net worth size categories (Panel B), and

the average amount of common stock holdings for consumers in various

income categories (Panel C). These are the basic data outlining the

distribution of direct holdings of common stock among American

households. The item at the bottom of the panels indicates the degree

of concentration, measured by the proportion of total common stock owned

by households in the various open-end categories, i.e., over half a

million dollars of common stock holdings, over half a million of total

net worth, and over S192,000 of annual income.

These data are illuminating. First, about 80 percent of American

households have no direct holdings of common stock at all, thus could
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TABLE 1. Disbtribuion of Direct Haldiap of Ceomon Stock and Muual Fund Shae
sm" US. Households, 19S3

B. AweatValu edStock C. AverageValuesuStack
A. Proportion of Housebolds Held by Hotseholds Held by Householfs

Owning Indicated Amounts of Stock In Net Werth Categories In incone Catoges

Percent of Net Worth Average Stock Average Stock
Size Category Households Category Amoant (Dollars) Income Category Amount (Dollars)

Zero 79.7 Zero or less 26 Less than SI 0,800 400

S1-4,999 10.1 51-4,999 177 S10,800-23,999 2,300

S5,000-9.999 3.0 S5.000-9,999 123 S24,000-47,999 5,700

S10,000-24.999 2.7 S10,000-24,999 364 S48,000-93,999 26,800

S25,000-49,999 1.6 S25,000-49,999 737 S96,000-191,999 171,400

S50,000-99.999 1.3 S50,000-99.999 1,505 S192,000 or more 816,800

S100,000-249,999 0.8 S100,000-249,999 6,596

$250,0OO-499.999 0.5 S250.000-499.999 20,972

$500,000 or more 0.4 S500,000 or more 267,365

ALL 100.0 ALL 12,587 ALL 14,400

Percent of Total
in Open-end Class 54 80 48

*Incldud IRAs .nd Keogh accounts.
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not be affected directly by a decline in holdings of common stock;

second, only about 1.7 percent of U.S. households have more than

$100,000 worth of direct common stock holdings, and thus might have had

very large absolute declines in the dollar value of their wealth; third,

about 80 percent of all direct holdings of common stock are owned by

households with more than half a million dollars of net worth (a group

comprising less than 4 percent of U.S. households); and fourth, almost

half of the common stock owned directly by U.S. households is held by

those with 1983 incomes of more than $192,000 annually, and almost two-

thirds is owned by households with more than $96,000 of annual income in

1983--income groups which together comprise about 2.4 percent of total

households in the U.S.

The bottom line from this brief description of the distribution of

direct common stock holdings among the U.S. population is that the great

bulk of common stock is owned by households with either or both very

large amounts of net worth and very large amounts of income, and for the

most part, U.S. households have either no direct common stock holdings

or amounts which are small relative to either their income or their net

worth. If one is going to find important direct effect of wealth

declines on spending, it will have to be in the spending of a small

number of relatively wealthy households. A quantitatively large effect

coming from this source seems implausible to this writer, although some

effect is certainly possible.

Indirect Ownership

A substantial amount of common stock is held by pension funds, and the

distribution of rights to those pension funds is much more broadly

spread than the distribution of direct common stock ownership just
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described. Hence, one might well expect to find larger impacts of

wealth declines on spending that work through the influence of wealth

declines on pension rights. In 1983, for example, the combination of

pension fund reserves and life insurance reserves contained about as

many assets as the total direct ownership of corporate equities among

households--both being about $1.5 trillion. In 1987, roughly the same

ratio presumably pertained. Thus there is a large potential channel of

influence working through consumer ownership of equity in pension funds

and life insurance reserves, which could be affected by sharp declines

in equity values.

However, the institutional arrangements that are common for most

pension funds are not consistent with any large direct influence

operating through consumer wealth. About 85 percent of the total

pension fund assets in the U.S. are owned by "defined benefit" pension

funds or the equivalent. In the typical defined benefit pension fund,

the employee has the right to a future income, usually based on years of

experience with the firm and average salary over the last few years of

service. The firm that sets up the pension fund has the obligation to

make sure that the fund has enough assets to meet those claims. But if

the pension fund is invested in common stock and if common stock prices

decline sharply, those movements have no effect at all on the future

rights of employees to retirement income unless the stock price decline

is sharp enough to cause the fund to become insolvent.

Thus it is the firm that garners the benefits of rising equity prices

in such a pension plan, and the firm that has to pay the cost of

declining equity prices: The employee's rights, except for insolvency or

bankruptcy, are largely unaffected. (I say largely, rather than
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totally, simply because a pension fund that has benefited from sharp

increases in stock prices may well be more generous with retroactive

increases in the actual pensions paid to employees, even though there is

no legal requirement to do so. For example, a firm with a lush pension

fund may provide cost-of-living adjustments to its employees currently

drawing pensions, while one with a less prosperous fund might not do

so.)

The upshot is that a wealth effect operating through pension funds is

largely absent for households, and applies at most to those households

who have 'defined contribution' pension funds where they own a pool of

assets that are typically portable. Even there, since those assets are

sequestered for use until after retirement, households where a good deal

of time must pass between now and retirement might not give much weight

to swings in equity values, in terms of their perceived needs to save

for retirement. All in all, my assessment is that the direct wealth

effect of even a very large decline in stock prices is not likely to be

a source of major influence on consumption spending.

Indirect Effects

While the direct effects might be small, there is reason to suppose

that there may be significant indirect effects. The way that could

happen is if consumers perceived that a decline in stock prices such as

occurred in October of last year signaled that there was major trouble

with the economy and constituted good reason to rethink the likely

short- and long-term vigor of the economy, with its implications for job

security, overtime hours, and pay increments. Why should that be so?

One way to frame the argument is to suppose that consumers have a

mental model about how the economy operates, into which they fit various
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pieces of information as they become available. Thus consumers know

that price inflation is bad for the economy, since they have so much

past experience suggesting that the economy weakens whenever there is

substantial price inflation. Thus they will observe a jump in price

inflation, feed that into their information processing mechanism, and

emerge with the conclusion that the economy is likely to be weaker, and

their economic future therefore less secure; hence there is some reason

to become cautious in spending decisions. The sharp increase in oil

prices in 1973 caused by the OPEC cartel caused a substantial reaction

among consumers, but it fitted into the pattern of recognizing the links

between price inflation and the future vigor and strength of the

economy.

What about events like the stock price decline of October 19? Such an

event cannot be comfortably fitted into consumers existing mental

models of how the economy operates. While there must be some reason why

stock prices declined so sharply, one would not be very comforted by

listening to the various explanations offered by the experts in the

aftermath of the stock price decline. Consumers must have had a hard

time trying to figure out how to interpret that signal, but many

consumers must have come away with the notion that the economy was less

well understood by the experts than they had previously thought, and

that it would be very hard to tell just what the consequences would be

in the future.

If an event is observed that cannot be fitted into existing models, it

seems likely that caution will be induced. As a minimum, some consumers

would probably "wait and see" if this unique event would be followed by

other events that could be more easily fitted into mental models. But
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of course waiting and seeing is equivalent to a decline in the rate of

spending on consumption, since all that is needed for consumption to

decline is that consumers postpone spending decisions. In particular,

one would expect consumers to postpone decisions about major

expenditures that could be deferred for a few months or a few quarters

until it became clear just what economic prospects looked like.

That appears to be approximately what happened in the household

sector. The Index of Consumer Sentiment declined sharply in the

aftermath of the stock price decline, with most of the decline centered

in consumer expectations about future business conditions (Table 2). In

November, the Index continued to be at the sharply lower post-crash

level, although the impact across various components of optimism was

somewhat more uniform--still a significant impact on expectations about

the economy, but now some impact on personal financial expectations

(Table 3). There was then some bounce-back in December, although not

much, and what will happen in future months is yet to be seen. Finally,

consumers judged that there was a strong possibility that a recession

would result from the sharp stock price declines (Table 4).

Conclusions

What does all this add up to? First, it is hard to make anything

positive out of the data relating to consumer responses to the stock

price decline: It has to hurt consumption, and the only question is how

much. Second, there does not at this writing appear to have been any

cumulative consequences of the price break in equities on October 19--

there have been no further breaks as yet, forward-looking series

reflecting orders do not appear to have been substantially affected, and

although a number of indexes of consumer spending have been weaker than
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Table 2

INDEX OF CONSUMER SENTIMENT
AND ITS COMPONENTS

Oct 1987
Index Measures Oct Sept
(Table Number) 1986 1987 All BC AC

Index of Consumer Sentiment (1) 95.6 93.6 89.3 92.5 82.4

Current Index (3) 108.9 108.3 103.1 105.3 98.5
Expected Index(31 87.1 84.2 80.4 84.3 72.0

Personal Finances
Current (31 120 119 118 117 121
Expected (3) 127 124 128 12S 129

Business Conditions
One year ahead (3' 124 122 105 113 87
Five years ahead (3 99 92 90 98 72

Buying Conditions
Household Durables (3' 162 162 149 156 134
Homes .23S 164 146 144 148 13.5
Vehicles k25 151 141 127 133 115

Cases 651 650 500 347 153

Note: BC =Interview conducted before October 19th.
AC=lnterview conducted from the 19th to the 28th of October.
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Table 3

INDEX OF CONSUMER SENTIMENT
AND ITS COMPONENTS

Index Measures Nov Aug Sept Oct Nov
(Table Number) 1986 1987 1987 1987 1987

Index of Consumer Sentiment(l)
All Families(l) 91.4
Families with Incomes over $30,000(1) 97.5

Current Index(3) 106.7
Expected Index(3) 81.6

Personal Finances
Current(3) 121
Expected(3) 121

Business Conditions
One year ahead(3) 120
Five years ahead(3) 87

Buying Conditions
Household Durables(3) 155
Homes(23) 168
Vehicles(25) 132

Use of Savings 74
Use of Credit 55

Cases 656

94.4
104.4

107.8
85.8

93.6
100.6

108.3
84.2

89.3 83.1
99.9 87.7

103.1 99.3
80.4 72.7

122 119 118 115
127 124 128 118

125 122 105 93
93 92 90 80

157
149
141

65
51

6.54

162
146
141

na
na

650

149 142
144 120
127 122

72 50
48 43

.500 .50 1
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Table 4

LIKELIHOOD OF RECESSION AS A RESULT OF STOCK MARKET DEVELOPMENTS

Nov.
1987

Dec.
1987

Do you think sharp declines in stock market
prices are likely to lead to a recession?a

Very likely 17% 16%
Somewhat likely 51 49
Not very likely 20 25
Not at all likely 8 7
Don't know, NA 4 3

Total 100% 100%

Cases 501 500

The question asked was:

a..Some people think that the sharp declines in stock market prices will lead to an economy-wide
recession, while others do not. Do you think sharp declines in stock market prices are very likely
to lead to a recession, somewhat likely. not very likely, or not at all likely to lead to a recession?"
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before, they are not disastrously weaker--and some of the weakness might

well have happened anyway, given developments elsewhere in the economy.

Thus it looks as if the stock price decline may have a quite limited

impact on the economy, working mainly through some sluggishness in

consumer expenditures over the next couple of quarters via an

expectational effect. It does not at this writing appear that the

effect of the stock price decline on consumer spending will be strong

enough to produce a recession.

It needs to be recognized that these judgments are tentative, since

there is no way to predict the consequences of a unique event by looking

at historical data. The best one can do is try to find close parallels

and then do a little extrapolation. In this case, the closest parallels

appear to be the sharp declines in stock prices during several periods

of the 1960s, where the consequences appeared to have been some slowdown

in consumer spending but not enough to produce a recession.

What is the probable timing of any effect of the stock price decline

on consumer spending? That's very difficult to specify. Ordinarily,

there are substantial lags between changes in consumer expectations and

attitudes and changes in spending behavior-usually several quarters and

often more than that. But that may not happen this time, and a

reasonable speculation is that any effect will not have much of a lag.

But that's just straight speculation.

Incidentally, nothing in the analysis about indirect effects is

necessarily at variance with the finding noted at the beginning of this

article about the link between changes in household wealth and changes

in subsequent household spending. Wealth effects may easily have both

direct and indirect consequences--sharp increases in common stock prices
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both make a small number of households a good deal richer and may also

make a large number of households feel that the economy is doing pretty

well; while the reverse happens with sharp declines in stock prices--a

few people are a lot worse off, and a great many people begin to wonder

how well the economy will be doing. Thus one would observe behavioral

consequences on household spending even if almost the entire effect of

wealth changes worked through expectational phenomena rather than

through direct impacts on household net worth. The data simply cannot

discriminate between these two interpretations, and since both occur

simultaneously, there is not necessarily any need to be able to make

that discrimination.
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Senator SABANwS. Mr. Kubarych, please proceed.

STATEMENT OF ROGER M. KUBARYCH, SENIOR VICE PRESIDENT
AND CHIEF ECONOMIST, NEW YORK STOCK EXCHANGE, INC.

Mr. Kubarych. Thank you.
I agree with Senator Sarbanes' observation that there is a very

wide range of interpretations about what the stock market decline
means to the economy. I think that Professor Juster's analysis is
compelling. And I agree with him completely that one interpreta-
tion is too extreme: that the stock market had become too high,
had to come down, the households never really had time to adjust
to the rise so it wasn't built into their behavior and therefore they
don't have to do anything about it-I think that view is too opti-
mistic and basically too complacent.

On the other hand, I agree that there is not enough of a direct
and indirect impact from this disturbance to create a recession. I
don't think that it will. That doesn't mean I don't think there are
other forces which, over time, could contribute to that kind of an
outcome. But they wouldn't be the direct and indirect reactions to
the stock market decline.

So therefore, I think that he is just about right about the total
impacts, both on the consumer and on business. Specifically, some
businesses had been benefiting from being able to sell assets from
overfunded pension funds. It was a good injection of corporate cash-
flow that enabled them to replace other sources of financing, and
that won't be there. And many of them will have to resume contri-
butions to pension funds. So a combination of a consumption effect
and a business effect would lead to about a 1 percentage point de-
cline in growth expectations, and that would bring the economy
more toward moderate growth rather than robust growth.

The point is that this stock market decline took place when most
economists were surprised about how strong the economy was get-
ting, how much momentum was being built up. So part of what the
impact is going to be is to bring an accelerating, vibrant economy
back toward something that is both more moderate in terms of ex-
pansion and maybe more sustainable.

Now, I want to call attention to two different points. One is a
longer term point. I think it is indisputable that risks in the finan-
cial system have materially increased, not just because of the stock
market decline, but because of the volatility that we have seen in
virtually every financial market-I call it a "contagion of instabil-
ity"-over the last year. It started in foreign exchange markets. It
seeped over to infect the bond markets last spring. And maybe the
only puzzle was why it took so long to affect equity markets, but it
did, and it has left a legacy of greater risk and a greater apprecia-
tion of risk. Measured volatility is higher, and just by any textbook
analysis the investors are going to demand a higher rate of return
to compensate for that risk. That is going to increase the long-term
cost of capital. And over a long period of time, that is adverse for
investment and for long-term growth.

So from a long-term, not a business cycle, perspective that is a
damaging consequence. It is what economists call an externality
and we all pay for it.
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The other point that I want to put on the table is the interna-
tional dimension. This was a global stock market decline. Whatever
factors explain why it happened have to be global in scope. My own
hunch is that it has something to do with a universal dismay or
uncertainty or uneasiness about the degree of policy harmony. The
mix of policies among countries was leading to a situation that
would not be sustainable and that wouldn't really address the
major imbalances among countries.

So I think that there is an underlying global concern that mani-
fested itself in stock price declines everywhere, and ours was by no
means the worst. Some of the worst declines in stock markets were
in countries like Germany, where their companies have the burden
not only of adjusting to the stock market decline, but also to a
much higher German mark.

Now, the implications for policy I think are very straightforward.
There is a contractionary impulse. It is not vast; it won't cause a
recession, but it is going to accentuate slowing down tendencies
that you are going to find in places like Europe. As a result, there
is much more of a case for European countries, in particular, to
take account of that and to increase the degree of stimulus that
they are providing in their policies. And they can do that with
much lessened risk of having an inflationary fallout. So I think
they have more room to maneuver.

Even though most high officials that you talk to from Europe
really discount the impact of stock markets on their economies gen-
erally, they just don't believe that they have much of an impact, I
think they are overlooking the psychological factor, the confidence
factor that Professor Juster talked about, and they need to think
harder about that.

So they have a clear motivation to be providing stimulus both to
offset the contractionary impulse of the stock market decline and
the contractionary impulse of their exchange rates going up.

By the same token, we have a responsibility in this country to
think about what we can do to make all these financial markets
less unstable, because otherwise we will suffer. However, I don't
agree that it is right to think of the United States as a debtor coun-
try, because I think that conjures up images of the Latin American
countries, and the facts of the matter are that it is a very wide
range of U.S. assets that foreign investors are acquiring. They are
buying our stocks, which is not in debt, and they bought, on bal-
ance, almost $35 billion at an annual rate last year. I don't know if
you have seen the numbers, but foreigners were net buyers of U.S.
stock in October. So that is an important source of financing that is
not debt. Also, foreign investors are major purchasers of real estate
and other assets, including companies, and they will continue to be
that. They are intertwined in our economy. So the United States is
not a debtor country in the old-fashioned Latin American sense.
But it is a requirement for us to be concerned about foreign confi-
dence in our financial markets, and I think that we have to think
harder about producing better stability in financial markets.

From what I can see, the Federal Reserve is concerned and the
kinds of policy choices that they have are likely to retain that
thrust.
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That is a summary of what I think are important themes to get
on the table.

Senator SARBANES. Thank you very much, sir. That was very
helpful.

[The prepared statement of Mr. Kubarych follows:]
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PREPARED STATEMENT OF ROGER M. KUBARYCH

My name is Roger Kubarych and I am senior vice-president and

chief economist of the New York Stock Exchange, Inc. I am pleased

to respond to your request for my analysis of the economic

outlook, with special reference to the impact of the sharp decline

in equity prices last October. As a preamble, I would emphasize

that this statement presents my personal views and not an official

position of the NYSE.

Last October's disturbance in the equities market has

provoked a remarkably wide range of interpretations.

There are some observers who take the view that market

valuations had gotten too high, so some correction in prices was

inevitable; that individuals never had time to adjust to the

higher stock prices which emerged during the 1987 rally, so their

spending behavior won't have to respond to the price drop; and

that the net change in equity-prices for the year was still up, so

upon reflection, the October episode will soon be regarded as a

bad dream. Their conclusion is that the impact on those real

economic variables we all care about -- jobs, investment, and

earnings -- will be minor.

Other analysts have taken exactly the opposite tack. They

believe the plunge in equity values, which after all was front

page news virtually everywhere for weeks last fall, has profoundly

shaken consumer confidence and will induce a severe cutback in
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household spending. They believe businesses are also fearful of a

drop in domestic final demand and will scale back what they intend

to produce. They feel that there is a significant danger of

recession.

My own view falls just about midway between these two

extremes. By itself, the fall in stock prices has to weaken

aggregate demand, perhaps by as much as 1% over the next year.

Part of that comes from what is known as the 'wealth effect'.

Where household savings rates have been low and falling, they will

shortly tend to rise. This effect is significant, but not

mechanical, will take a relatively long time to materialize, and

will mainly reinforce already existing weaknesses in the housing

sector and in consumer durables. Businesses will also react in

anticipation to somewhat weaker domestic final demand, and revise

downward a little their production plans. And I would envisage

additional caution by state and local governments as they go

forward with their own programs.

But these contractionary elements are far too small, by

themselves, to cause a recession. It is important to bear in mind

the stock market decline occurred at a time when the U.S. economy

was on the verge of a substantial acceleration in the pace of

business activity. Some of that steam will be taken out of the

system as a result of the impact of sharply lower equities prices.

But the build up of momentum was considerable and will dominate

85-120 0 - 88 - 2
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the immediate outlook. Hence, my best guess is that the net

result will be a period of moderate expansion, perhaps in the

neighborhood of the 2% or so real growth estimate that emerges

from the consensus of market economists.

However, while I think there is hardly any danger that the

direct economic impact of the stock market decline will cause a

near-term recession, I would not belittle the significance of the

October episode for longer term performance of the economy. And I

would not ignore the residual concerns of individual and

professional investors alike that still lie just beneath the

surface and would be quickly inflamed by another financial shock.

Even if we manage to avoid another severe market eruption,

there is a longer-term legacy of October 1987 that has to be

factored in. Risks in the financial system have materially

increased, and that is universally understood. Measured

volatility of equity prices has had to undergo substantial upward

revision. As a result, investors will demand higher returns to

compensate for the increase in risk. That will translate into a

lasting increase in the cost of capital. And over time, a higher

cost of capital will tend to retard business investment and to

slow the rate of improvement in the economy's growth potential.

These are not insignificant consequences, and we will have to

contend with them. But they are not themes that relate to the

short-term course of the business cycle.
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Where I do see a potentially negative factor in the period

immediately ahead is from the international dimension of the

October episode.

The drop in equities prices was global in scope. Without

exception, investors throughout the world experienced a decline in

wealth. Financial risks and price volatility went up everywhere.

Consequently, consumers and businesses throughout the world will

have to go through the same kind of reassessment of their spending

plans as Americans. Similarly, investors will have to reconsider

their ability and willingness to expose themselves to risk as they

deploy their savings.

Naturally, people will respond differently in each country.

As for the United States, what the response will be will heavily

depend on the entire economic picture, not just what the decline

in the stock market itself implies.

It probably should come as no surprise to learn that high

government officials in a number of countries, especially in

Europe, dismiss the notion that the fall in equity values will

have any important impact on their economies. They traditionally

have downplayed the connection, and they have not changed their

view in the wake of the October price decline. They could be

right. But I suspect that even where the distribution of stock

ownership is the narrowest and where equity price movements do not
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get the kind of public attention as they typically do in this

country, there will be some negative effects.

And for many of the major countries abroad, these effects,

even if they are small, come at a time when a momentum toward

faster economic growth was not developing. To the contrary, the

tremendous rise of foreign currencies against the dollar that has

taken place almost guarantees a significant slowing of growth in

many countries. The fall in equity prices will aggravate that

tendency toward relative stagnation, perhaps only to a small

extent but even a small additional drag on economic growth will be

discouraging, particularly in terms of business investment.

Consequently, while it is essentially alarmist to warn of

economic collapse when the likely outcome is more in the nature of

a diminution of positive growth, it is not an exaggeration to

assert that the global stock market decline will make it more

difficult to achieve a better-balanced pattern of economic

activity worldwide. Growth abroad will almost certainly be

unsatisfactory from the perspective of reducing some of the large

imbalances in trade and in financing requirements that perpetuate

a climate of uncertainty and even fragility in world financial

markets.

Regrettably, this is an overall outlook that need not

happen. The authorities abroad are capable of taking reasonable
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steps now to reinforce elements of stimulus in their economic

policies and thereby offset the contractionary forces that could

weigh on their economies.

To put it another way, the economic outlook in the major

industrial countries abroad will depend more sensitively than

before the October stock market disturbance happened on the

policy actions of their governments and central banks. For them

to sit back and hope for a spontaneous surge of demand from

consumers and businesses would not be in their own interests and

would not be constructive from the perspective of the world

economy.

Instead, they could well give some serious thought to ways

of bringing forward elements of public spending, accelerating

planned tax cuts, and generally pursuing more accommodative

monetary policies. The degree of additional stimulus need not be

great. But such actions could produce a significant reduction in

the risks, small but not negligible, of a pause in their economic

expansions. And they could be done now, when global inflationary

expectations have been tempered, with little danger of exciting

price pressures in their countries.

But what about this country?

We have large deficits, both budgetary and current account,

relative to the appropriate yardstick: net domestic private
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savings. We can, and should, act to lower those deficits in an

orderly, responsible way. We also can think harder about how to

encourage private savings in order to reduce the cost of capital

to industry and thereby stimulate greater investment.

In the meantime, we have to sell securities and other assets

to foreign investors, who save more abundantly than their own

industries can find profitable ventures to invest in at home.

Those excess savings don't come here automatically, however.

At the margin, the level of interest rates, the value of the

dollar, and the price of U.S. stocks are heavily influenced by

(but certainly not determined by, not yet anyway) the willingness

of those investors to acquire our securities and other U.S.

assets. Retaining their confidence is essential. Thus, it's

worthwhile to listen to what they have to say.

What the thoughtful ones are saying is not that their

governments and monetary authorities are doing everything right

and ours are getting it wrong. Rather what they are saying, both

in the ordinary sense of that term and, by analogy, in their

buying and selling decisions in financial markets, is that the

outcome of today's mix of economic policies, theirs and ours, is

leading to excessive instability in financial markets. That

instability is profoundly costly. It cannot be prevented

directly, but the root causes can be worked on.
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Understandably, the European and Japanese investor and

business leader is particularly dismayed by a strand of abstract

economic reasoning that maintains that the United States should

seek as sharp a further depreciation of the dollar as it takes to

secure a rapid elimination of the U.S. trade deficit. They feel

this prescription is narrowly nationalistic in thrust. Whether

it is or not, I can't say; it may simply be a traditional

textbook view of the world that has once again gotten a lot of

attention.

But the argument disturbs these foreign investors and

business leaders because it seems to them that this country is

willing to tolerate -- or even to incite -- volatility in the

foreign exchange markets, without regard to the impact on other

countries. And they properly point out the fact that all of the

financial markets these days are tightly interrelated;

instability in any one market, say the foreign exchange market,

is readily transmitted to the bond market or the stock market,

and not just in one country, but globally.

There is much to think about in these criticisms, all the

more so after the sequence of disturbances which have

destabilized each of these financial markets over the last twelve

months. The stock market plunge was not the beginning of

anything, nor was it the end. It was part of a contagion of

instability that, left unchecked, threatens to erode and
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eventually to undermine the confidence of investors abroad -- and

in this country as well.

Thus, we should not take too much comfort from the

prediction that the October disturbance is highly unlikely to

provoke a recession until we have much greater assurance that the

financial markets can be made less vulnerable to recurrent bouts

of instability in the period ahead.



37

Senator SARBANES. Mr. Wyss, please proceed.

STATEMENT OF DAVID A. WYSS, SENIOR VICE PRESIDENT AND
CHIEF FINANCIAL ECONOMIST, DATA RESOURCES, INC.

Mr. Wyss. Thank you, Mr. Chairman.
Since everybody has been talking about the stock market and the

consumer, I think it is probably incumbent on me to talk a little
more about the general economy and why we do not expect a reces-
sion over the next year.

I think that is important because the financial markets are clear-
ly indicating a recession. If you look at the financial marketplace
and the financial data that are coming in, the money numbers, the
stock market, are clearly saying there is a recession coming in the
near future. We have never had a drop in the stock market of more
than 30 percent without a recession. We have never had a decline
in the real money supply without a recession. Both of those hap-
pened in 1987.

One of the main reasons why we don't think a recession is
coming in 1988, however, is that we think that those financial vari-
ables-and particularly the money supply-are pointing at the do-
mestic economy, not the total economy.

One of the big advantages that we have going into 1988 is the
continued rapid turnaround in our trade account. That has been
hidden by what has been happening to prices and to other things,
but over the last year, from November to November, exports rose
29 percent while imports rose only 9 percent. In volume terms, the
difference was even greater; imports were virtually flat over those
12 months.

That sharp swing in exports has been reflected in the health of
the manufacturing sector in particular. That is why we got over
half a million new jobs in manufacturing in the second half of
1987, and we think that swing is going to be continuing during
1988.

During 1987, the swing in the real trade balance contributed
nearly 1 percent to the rise in GNP. During 1988, we expect it to
contribute a full percentage point. Quite frankly, without that per-
centage point, I think the risk of a recession would be very real
during this year.

The other point is that we have a healthy economy going into
the recession. If you are going to get shot, it helps to be healthy; it
gives the doctor a little better odds of getting the bullet out of you.
I think that has been the case here, too. We have a very nervous
market, a very nervous consumer, but they were looking pretty
going into October 19, going into that record stock market drop.

I think if we can keep the financial markets calm over the first 6
months of the year, the American businessman and the American
consumer is going to regain his confidence in the economy pretty
quickly. It always helps to remember that the American consumer
has a relatively short memory, and our indicators of consumer con-
fidence have always indicated that it is only very short-term swings
in the economy that affect consumer confidence.

The health of the economy also means that we should get a
pretty good investment performance during 1988. We have several
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industries that are now approaching capacity: paper; chemicals;
even steel, for the first time in 30 years, is beginning to be con-
strained by capacity limits. To an extent, a slowdown in early 1988
might even be a little helpful to these industries, because it will
give them some time to get investment in place to expand capacity,
to enable them to meet the orders that they are already getting in.

The backlog of orders on the books is also encouraging because it
means that unless those orders get canceled-which I admit is
always a possibility-they have enough orders to keep operating
for several months without any immediate need for layoffs or any-
thing else that might damage confidence or damage the economy.

We expect equipment investment, investment in producers equip-
ment, to rise by about 6 percent during 1988. That is roughly in
line with the surveys taken by both McGraw-Hill and by the Com-
merce Department. We think those surveys are basically accurate.
People intend to invest; they have every reason to invest, even
after the crash.

The major risks that have to be avoided, however, are anything
that could damage business confidence or further damage con-
sumer confidence. The domestic economy is going to be soft during
1988. Consumer spending-consumers have turned cautious; they
are not panicking, but they have decided that there is a cloud on
the horizon and maybe it is time to start saving for a rainy day.
Well, the saving rate dropped to a record low of 3 Y2 percent last
year, so a little bit of increase is probably a good idea anyway. We
expect it to go back to about 4Y2 percent during 1988, still low by
historic standards. That does mean consumers have to slow down
on their spending.

The construction environment remains relatively weak, in part
because of tax reform, which made rental housing and office build-
ings less efficient tax shelters than they used to be-it is hard to
argue we need more office buildings when we still have a 20 per-
cent vacancy rate out there anyway.

All these things mean the domestic economy is going to be soft,
but we have those two bright spots of the foreign sector and pro-
ducers' investment that should keep the economy growing at a rate
of about 2 percent during the course of 1988.

The other bright spot for the economy is that inflation remains
very subdued. Consumer prices rose 4.4 percent during 1988. That
is quite a bit more than they rose during 1986 when they were up
only 1.3 percent, but that is a little misleading. That swing was en-
tirely caused by oil prices. If you take out food and energy, infla-
tion was lower in 1987 than it was in 1986, 3.5 percent versus 3.8
percent.

I don't think the Federal Reserve can do much about oil prices. I
don't even think they can do much about agricultural prices on a
year-to-year basis, not until we learn how to control the weather
with monetary levers.

The subdued inflation, I think, gives us some room to fight
against the possibility of recession during 1988. I think the Federal
Reserve is going to have to bring interest rates down in early 1988,
to bring real money supply growth back up into the positive range,
with monetary aggregates back closer to their targets than they
were during 1987.
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But the Federal Reserve has two big constraints working against
it. One is the dollar. The sharp drop that has already occurred in
the dollar is making markets very nervous. We are still dependent
on borrowing from foreigners to finance the large borrowing that
we are doing-not just the Federal borrowing, but also the borrow-
ing done by consumers and by businesses in this country. The need
to attract that money from overseas has meant that we have to
maintain a differential between U.S. interest rates and foreign in-
terest rates.

U.S. bond yields have consistently run 4 percentage points above
Japanese bond yields over the last several years. That means that
even if the Federal Reserve loosens, there is a strong risk that the
bond market won't follow short-term interest rates down. You can
push on the money supply all you want, but if the bond market is
dependent on foreign capital, bond yields may not move. That
means that we could end up with only a steeper yield curve, the
possibility of more inflation, and quite possibly a lower dollar that
would further scare foreigners.

To eliminate that problem, we need to eliminate or reduce the
borrowing that we are doing from overseas, and that means reduc-
ing the total borrowing that we are doing in the economy. For that
reason, I think it is very important to the health of financial mar-
kets to continue to reduce the Federal deficit, to continue to reduce
Federal borrowing, and to maintain as stable an environment as
we can.

The odds are that we can get through 1988 without a recession.
But there certainly exists the possibility of policy errors that could
force the slow growth that we expect during 1988 into an outright
downturn.

Thank you.
Senator SARBANES. Thank you very much.
[The prepared statement of Mr. Wyss follows:]
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PREPARED STATEMENT OF DAVID A. WYSS

THE ECONOMIC OUTLOOK

Chairman Sarbanes, Members of the Committee

I am very pleased to be here to discuss the outlook for the economy over the next two
years. The gyrations of financial markets over the last few months have clouded our
crystal ball considerably, but now that the data are coming in for the period after the
crash, we are beginning to get a clearer picture of the 1988 outlook. DRI expects a
slowdown early this year, but no recession.

The financial markets give us every reason to be concerned about the economy. The slow
rate of growth of the money supply, the sharp drop in stock prices, and the continued
slide of the U.S. dollar are all signs of trouble. The stock market crash was the most
visible such signal. The record decline in share prices on October 19 was only part of a
33% plunge in stock prices from the August 22nd peak. Any time in the past that the
stock market has declined by more than 30%, the economy has gone into recession.

The slow growth of the money aggregates is another troubling indicator. From the fourth
quarter of 1986 to the fourth quarter of 1987, the percentage rise in the monetary aggre-
gates was the smallest in the history of the new series (which go back to 1959). The
growth of M2 (4.1% from the fourth quarter to the fourth quarter) is expected to be below
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the rise in consumer prices over the same period. Only three previous drops in real M2
have occurred, all of which were accompanied by recessions.

We believe, however, that the money dam have been distorted by the tax changes that
occurred in early 1987. The money supply was bloated in late 1986 as investors sold
assets to beat the January change in capital gains rules. The proceeds from these sales
were parked temporarily in bank accounts, accounting for about 1% of the level of the
money supply. If this bulge were taken out of the late 1986 figures, 1987 growth would
be 5.1%, only moderately below the Fed's target range.

The financial data are primarily indicators of the domestic economy. The domestic econ-
omy next year does look soft, but the improvement in our trade account should avert a
recession.

Consumers have become more cautious after the crash, as the retail sales statistics for
November and December show. But although they are more cautious, consumers do not
appear to be panicking. We expect the saving rate to move up, but consumer spending to
increase somewhat in 1988.

like consumers, businesses appear to be taking the financial crisis calmly. Investment
plans remain firm for 1988. With U.S. production costs now competitive with the rest of
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the world and many U.S. industries now operating near capacity, investment is expected
to be strong in 1988.

Construction, however, will be soft, in continued response to the tax reform act and to the
very high vacancy rates in multi-family housing and office buildings. It will take several
years to restore vacancy rates to normal levels.

The continued surge in U.S. exports will support the economy. Over the latest 12 months
(ending in November), exports of goods rose 29%, while imports rose only 9%. A rise in
import prices has balanced the increase in export volume, leaving the nominal trade defi-
cit worse in 1988 than in 1987. Although the nominal trade deficit has not improved, the
sharp rise in export volume has helped support the economy in general and manufactur-
ing employment in particular. The narrowing of the real trade gap contributed nearly a
percentage point to 1987 GNP growth, and is expected to contribute the same amount in
1988.

Without this continued improvement in exports, I would expect a recession in 1988. Even
with the narrowing of the trade gap, a recession is possible if financial markets panic once
again.

The task of restoring confidence to financial markets falls most heavily on the Federal
Reserve. Monetary policy in 1988 has to walk a tightrope. If the Federal Reserve loosens
too quickly it risks a sharp drop in the dollar as foreign investors lose confidence in the
commitment of the Federal Reserve to control inflation. At the same time, if the Federal
Reserve waits too long to loosen the chances of recession increase. Monetary policy
operates on the economy with very long and variable lags, as Milton Friedman has often
pointed out. If monetary policy is to be used to fight recession, the looser monetary
policy has to be in place before the recession begins. At the present time, the Federal
Reserve is waiting to see the whites of the recession's eyes before it alters monetary
policy; unless its eyesight is very good, it risks acting too late.

On the whole, I wish that the Fed were a little more afraid of recession right now and a
little less afraid of inflation. Excluding the volatile food and energy components, inflation
has been remarkably steady for the last four years, and I see little sign, in wage negotia-
tions or anywhere else, of any sudden acceleration of inflation. Much has been made of
day-to-day or week-to-week movements in commodity prices, but it is hard to argue that
commodity prices are going up too fast now; oil prices are moving down and the overall
Journal of Commerce commodity price index, the broadest and perhaps the best of those
available, has been essentially flat since July. The only major inflationary push in the
economy is from import prices, which are the other side of becoming more competitive in
the world marketplace.
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The U.S. economy became seriously unbalanced during the 1980s. The Federal Reserve
has been forced to maintain too tight a monetary policy because federal deficits have been
so high. A continued high Federal deficit makes it almost impossible to use fiscal policy
to fight a recession, and makes it harder to change monetary policy. We have reached a
stage where looser fiscal policy is counterproductive. Higher federal deficits cause finan-
cial markets to lose confidence, pushing interest rates up. These higher interest rates may
slow the economy as much as the higher government spending boosts it.

Although it seems counterintuitive to call for a tighter fiscal policy at a time when the
economy is facing recession, it may make sense now. The confidence of financial mar-
kets is a key to avoiding recession, and that confidence can best be maintained by steady
progress in reducing the federal deficit. This progress is also important for the trade
deficit. It is the imbalance between saving and investing in our economy that has pro-
duced the trade imbalance. The U.S. economy has been borrowing more than it has been
willing to save since 1981, and the gap has been funded by inflows from Japan, Germany
and the rest of the world. The U.S. economy has been consuming about 4% more than it
has been producing; this 4% is the S170 billion trade deficit that we registered in 1987.
Closing that trade gap requires bringing U.S. consumption down to the level of U.S.
production, or in other words bringing borrowing and saving back into line. If we do not
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do it by reducing federal spending, we will probably be forced to do it by increasing
private saving, which could cause a recession.

The other major threat to the stability of financial markets and the economy is the trade
bill. The circumstances of today are not those of 1930 and the trade bill under considera-
tion is not Smoot-Hawley Mark El. Nevertheless, the parallels are all too clear for the
financial markets. The trade bill imposes two major risks on the economy: the first risk is
that foreign governments, being told they cannot sell to the U.S., will stop buying from us.
As we have said earlier, the continued growth of U.S. exports is needed to keep us out of
recession in 1988. A slowing of export growth, unless fully balanced by a drop, not just a
slowdown in imports, would make recession more likely.

A second risk is that foreign investors will be scared by the possibility of a trade war and
will try to pull their money out of U.S. financial markets. This outflow would result in a
sharp jump in long-term interest rates as the bonds that foreigners have acquired during
the 1980s are dumped onto the market.

In the 1930s. of course, retaliation forced trade downward. World trade plunged 50%
between 1930 and 1932-one of the major factors, along with a drop in the U.S. money
supply, that turned the 1929 crash into the depression of the 1930s. Possibilities for
retaliation are, it should be noted, less today than they were in 1930. In 1930 the U.S.
was running a surplus (making the Smoot-Hawley tariff even harder to understand,)
while today, exports are barely half the level of imports. As a result, foreign governments
now have far more to lose by retaliating than they have to gain. Unfortunately, economic
common sense and politics do not always point in the same direction.

I would like to thank Chairman Sarbanes and the Members of the Committee for giving
me this opportunity to express my views. Our overall conclusion is that the U.S. economy
will be slowing down in 1988, but that unless some major policy errors are made, a
recession will be avoided.
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AFTER THE CRASH

* October 19 was the sharpest drop in stock market history.

* The crash has hurt consumer spending,

* But consumer confidence has been shaken only moderately.

* The continued turnaround in trade will avert a recession.

* Strong export growth is needed.

* Interest rates must drop.

* The Fed is understandably reluctant to loosen before evidence
of a slowdown is clear,

* But risks acting too late.

* Major imbalances reduce the room to maneuver, and must be
cured to restore confidence.

* The stronger dollar is helpful, but temporary.

* Miscalculations could still push the economy into
recession in 1988 or 1989.
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BEAR MARKETS AND THE ECONOMY
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HISTORICAL PERSPECTIVE

Comparison of Stock Market Crashes
(S&P Index, immediate pre-crash peak - 1.0)

Interest Rates Must Drop After The Crash
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U.S. STILL NEEDS INFLOWS OF FOREIGN CAPITAL
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CONSTUMIERS ARE BECOMING MORE CAUTIOUS

Household Financial Assets and Liabilities
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HOUSING WILL SOFTEN

Debt-to-Income Ratios
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THE DOLLAR DROPS AND TRADE BEGINS TO TURN

U.S. Export Volume as Share of Real Goods Imports (except petroleum)
Seven Industrial Countries' and Real As a Percent of Domestic Spending
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Senator SARBANES. Professor Havrilesky, please proceed.

STATEMENT OF THOMAS HAVRILESKY, PROFESSOR OF
ECONOMICS, DUKE UNIVERSITY

Mr. HAVRILESKY. Like most of the comments that preceded mine,
I am going to come down on the side of opposing easy money.

Very similar policy, recession versus inflation dilemmas, have oc-
curred in the past: in 1968, in 1974, and in 1980. At that time you
may recall that there were similar choruses that called for easy
money. My concern is not for this year or for the very near future,
but for longer run consequences.

You will recall that the monetary policies of the late 1960's and
early 1970's weakened the world's primary currency, the dollar.
And this weakening played a large part, I think, in the oil price
shocks of the 1970's, which of course were in turn related to the
international debt crisis.

With these kinds of concerns in mind, I would rationalize sup-
porting firmer monetary policy or a continuance of firm monetary
policy.

Another point that is implicit in my prepared statement is that
every time certain sectors of the economy historically encounter
problems, problems of economic drag or sectoral recession, there
are always cries for easier money. This occurred when interest
rates rose in the late 1960's. It occurred in 1973, in 1974. It oc-
curred in the late 1970's.

The pressure for easier monetary policy, of course, emanated
from interest-sensitive sectors of the economy. Similar pressures
arose a few years ago as the dollar rose in value against foreign
currencies. But in this case, the pressures emanated from export-
oriented and import-sensitive sectors of our economy. The conse-
quences in all cases in the longer run are dire.

Now I would like to turn and read some excerpts at least from
my prepared statement.

The macroeconomic policies of every administration in the post-
war period seem to have followed what may be called an electoral
cycle. In an administration's early years when redistributive cam-
paign promises are forged into programs but the allocation of the
related costs is still uncertain, there is a definite honeymoon
period. As these programs take effect and their costs are borne dis-
proportionately in certain sectors of the economy, an interval of
rising dissension, reassessment of policy objectives, and realign-
ment of power within the administration typically sets in.

The final stage of the electoral cycle occurs typically in the last
years of an administration's tenure. It culminates in a desultory
phase, usually associated with "no win economic policy tradeoffs,'
typically inflation versus recession. This is the sort of discussion
that we are going to encounter this year.

Over the past 40 years, the electoral cycle appears to have
become more pronounced. During the Eisenhower era, the descent
from the consensual economic moderation of its early years to the
chronic recessionary ills of the 1958-60 period seem relatively mild
when compared to the decline from Kennedy's romantic centralism
to the inflationary cognitive dissonance that plagued the last year



55

of the Johnson regime. However, both of these were beginner's
slope slides when compared to the honeymoon-to-hell economic
policy trajectories of the Nixon and Carter administrations.

It is titillating to speculate about reasons for this cyclical pat-
tern. My theory is that the redistributional or fiscal policies that
help a regime gain power present a set of disincentives for produc-
tive effort that ultimately bog down the economy or at least certain
sectors of the economy. The ensuing overall or sectoral recessions
then elicit pressures for monetary stimulus that, if effected, culmi-
nate in classic no-win, recession-versus-inflation tradeoff.

What concerns me today is that the Reagan administration ap-
pears to prove no exception to the electoral cycle. The early
Reagan administration initially embraced two ultimately irrecon-
cilable macroeconomic policies. On the one hand was the old-time
religion of sound monetary policy that was imposed on a morally
wounded Carter administration by a Federal Reserve anxious to
evade responsibility for high and rising interest rates in 1979 and
1980.

On the other hand were the supply-side economic policy tax cuts
whose redistributional implications were instrumental in the
Reagan regime's ascending to power.

I want to emphasize the notion that these policies were ultimate-
ly irreconcilable because, at the time when practically everyone
was on the Kemp-Roth bandwagon, no one knew for certain that
we would neither grow our way out of the ensuing increase in the
budget deficit nor, failing to do so, reduce Federal expenditures.

However, a survey of the informed opinion prevailing at the time
will show that by 1982, most analysts thought that a failure to
reduce the tax-cut-induced deficit would lead to higher interest
rates that would crowd out private domestic investment spending.
Foreign saving was not thought to be responsive enough to domes-
tic interest rates to avoid this type of crowding out.

In fact, prior to the 1980's, increases in the Federal deficit were
correlated with increases in domestic saving and decreases in do-
mestic investment spending.

After 1982, however, we got a surprise. As deficits averaged
about 5 percent of GNP, foreign saving flows into the United States
proved quite responsive to high real domestic interest rates, per-
haps because of the increased default risk associated with LDC
debt, liberalization of Japanese foreign exchange laws, and the
repeal of the withholding tax on interest paid to foreigners.

The tremendous inflow of foreign saving suppressed increases in
domestic real interest rates, but drove the value of the dollar
upward against foreign currencies. The resulting rise in the value
of the dollar led to crowding out of expenditures, not in interest-
sensitive sectors, but in export-oriented and import-sensitive sec-
tors of our economy.

This form of crowding out propelled the Reagan administration
into the middle, internal dissension, policy reassignment, and
power realignment phase of the electoral cycle. The redistributive
tax cut policies that helped it into office generated a recessionary
drag on certain sectors. Internal realignments allowed the Reagan
team to reconcile its fiscal difficulties with its monetary conserv-
atism in the time-honored way of simply forsaking the latter.
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Students of economic history are aware that great monetary ex-
pansions of this century here and abroad have always come on the
heels of promised income redistributions that put the party in gov-
ernment into power.

During election campaigns and during the initial period in office,
it is usually not entirely clear which groups or sectors will bear the
costs of these promised redistributions. Sooner or later, however,
the "no gain, no pain" principle becomes apparent. Redistributions
of any significance will alienate the groups that bear the burden,
dissension will mount, and at this point the ruling regime must
reassess its objectives and look for relief. Usually relief is spelled
M-0-N-E-Y.

Money supply explosions have regularly been used to try to cir-
cumvent the adverse political consequences of income redistribu-
tion policy. Until 1984, there is considerable evidence that the
Reagan administration played an active hand in directing the Fed-
eral Reserve in a usually conservative monetary policy stance.
Then in 1985, probably because of the mounting sectoral difficulties
associated with the trade deficit, there occurred a number of signif-
icant realignments.

Proponents of the old-time religion of sound money within the
administration were silenced. A host of supply-side appointments
were made to the Board of Governors of the Federal Reserve. Inter-
vention in international currency markets became the rule instead
of the exception, and an official "hands off" posture was assumed
toward the now easy money oriented Federal Reserve.

There followed a number of shifts in policy. In order to reduce
the U.S. external imbalance, a depreciation of the dollar was en-
couraged. Explosive growth in the U.S. monetary aggregates was
ignored on the specious grounds that velocity would continue to
fall. Monetary policy came to be governed not by rules, but by the
personality and judgment of officials. The spectacle of an allegedly
managed currency without a managed deficit or a managed money
supply, all pivoting on an official discretionary juggling act, began
to unravel last spring.

Foreign investors realized that the U.S. inflation could acceler-
ate, the budget deficit might not be reduced, and that the declining
dollar could erode the value of their dollar-denominated assets. In-
terest rates rose in order to reflect these expectations and to main-
tain the attractiveness of U.S. assets. The supply of foreign saving
to finance the Federal budget deficit could only be sustained at
higher interest rates. The bulk of the U.S. current account deficit
was being financed by foreign central. banks. Without a decline in
that deficit, foreigners would only finance at higher interest rates.
The result was an end to the stock market speculative bubble,
which in turn required Federal Reserve easing in order to forestall
a possible recession at the expense of further decline in the value
of the dollar.

In 1988, the administration and the Federal Reserve find them-
selves in the final desultory "no win" phase of the electoral cycle.
The policies employed to cover up the adverse sectoral conse-
quences of the administration's redistributive program are infla-
tionary, but if they are terminated in order to prevent a further
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collapse of the dollar, interest rates will rise sooner rather than
later, and recession will be risked.

Nevertheless, we cannot finance our current account deficit at
declining real interest rates. The attempt to do so has exacerbated
the dollar's decline. We cannot simultaneously have excessive gov-
ernment spending, inadequate tax receipts, and undervalued dol-
lars. Should the dollar remain significantly undervalued, new infla-
tionary pressures will mount. The speculative stock market bubble,
fueled by easy money, has already burst. Sooner or later, the Fed-
eral Reserve will be forced, perhaps by economic collapse, perhaps
by the anti-inflationary militants of a future administration, to
return for a time to a consistent and predictable monetary policy.
The electoral cycle will have come full circle.

Thank you.
Senator SARBANES. Thank you, sir.
[The prepared statement of Mr. Havrilesky, together with attach-

ments, follows:]
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PREPARED STATEMENT OF THOMAS HAVRILESKY

Monetary and Fiscal Policy and the Electoral Cycle

The macroeconomic policies of every Administration in the post-War period

seem to have followed what may be called an electoral cycle. In an

Administration's early years, when redistributive campaign promises are forged

into programs, but the allocation of the related costs is still uncertain,

there is a definite honeymoon period. As these programs take effect and their

costs are borne disproportionately in certain sectors of the economy, an

interval of rising dissension from these sectors, reassessment of policy

objectives, and realignment of power within the Administration typically sets

in. Finally, in the last years of an Administration's tenure,.the electoral

cycle culminates in a desultory phase, usually associated with no-win economic

policy tradeoffs.

Over the past 40 years the electoral cycle appears to have become more

pronounced. During the Eisenhower era the descent fromconsensual economic

moderation of its early years to the chronic recessionary ills of the

1958-1960.period seems relatively mild when compared to the decline from

Kennedy's romantic centralism to the inflationary cognitive dissonance that

plagued theAJohnson regime. However, both of these were beginner's slope

slides when compared to the honeymoon-to-hell economic policy trajectories of

the Nixon and Carter Administrations.

It is tintillating to speculate about the reasons for this cyclical

pattern. My theory, expounded in the last section of my attached paper, 'Two

Myths of Monetary and Fiscal Policy," is that the redistributional (fiscal)



59

policies that help a regime gain power present a set of disincentives for

productive effort that ultimately bog down the economy, or at least certain

sectors of the economy. The ensuing overall or sectoral 'recessions" then

elicit pressures for monetary stimulus that, if effected, culminate in the

classic, no-win, recession-or-inflation tradeoff. My research and the

evidence I adduce to support my theory notwithstanding, what concerns me today

is that the Reagan Administration appears to prove no exception to the

electoral cycle.

The Evolution of Monetary and Fiscal Policy in the 1980s

The early Reagan Administration initially embraced two, ultimately

irreconcilable, macroeconomic policies. On the one hand was the old-time-

religion of the 'sound' monetary policy that was imposed on the mortally-

wounded Carter Administration by a Federal Reserve anxious to evade

responsibility for the high and rising interest rates of 1979 and 1980. On
(,JEJt .

the other hand wev the supply-side economic policy tax cuts whose

redistributional implications were instrumental in the Reagan regime's

ascending to power.

I want to emphasize the notion that these policies were ultimately

irreconcilable because at the time, when practically everyone was on the Kemp-

Roth bandwagon, no one knew for certain that we would neither grow our way out

of the ensuing increase in the budget deficit nor, failing to do so. reduce

federal expenditures. However, a survey of4 informed opinion prevailing at the

time will show that by 1982 most analysts thought that a failure to reduce the

tax-cut induced deficit would lead to higher interest rates that would crowd

out privath domestic investment spending. Foreign saving was not thought to
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be responsive.enough to domestic interest rates to avoid this type of crowding

out. In fact, prior to the 1980s increases in federal deficits were

correlated with increases in domestic saving and decreases in domestic

investment spending.

After 1982, however, as deficits averaged about 5 percent of GNP, foreign

saving flows into the U.S. proved quite responsive to high real domestic

interest rates, perhaps because of the increased default risk associated with

LDC debt, the liberalization of Japanese foreign exchange laws and the repeal

of the witholding tax on interest paid to foreigners. The tremendous inflow

of foreign saving suppressed increases in domestic real interest rates but

drove the value of the dollar upward against foreign currencies, as foreigners

had to convert their currencies into dollars before purchasing U.S.

securities. The resulting rise in the value of the dollar led to crowding out

of expenditures, not in interest-sensitive sectors, but in export-oriented and

import-sensitive sectors of our economy.

This form of crowding out propelled the Reagan Administration into the

middle, internal dissension, policy reassignment and power realigment phase of

-the electoral cycle. The redistributive tax-cut policies that helped it into

office generated a recessionary drag on certain sectors of the economy.

-Internal realignments allowed the Reagan team to reconcile its fiscal

difficulties with its monetary conservatism in the time-honored way of simply

foresaking the latter.

Students of economic history ire aware that the great monetary expansions

of.this century, here and abroad, have always come on th heels of promised

income redistributions that put the party (or ruling coalition) in government

into power. For example, many governments have ascended to office on the

basis of promises to redistribute income to labor and many on the basis of
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promises to redistribute income to the urban and rural poor. Other

governments have come to power on the basis of promised sectoral

redistributions.

During election campaigns and in the initial period in office, it usually

is not entirely clear which groups or sectors will bear the costs of an

Administration's promised redistributions. Sooner or later, however, the 'no

gain-no pain" principle becomes apparent. Redistributions of any significance

will alienate the groups or sectors that bear-the burden. Dissension will

mount. At this point, the ruling regime must reassess its objectives and look

for relief. -Usually, relief is spelled, 'M-O-N-E-Y."

Money supply explosions have regularly been used to try to circumvent the

adverse political consequences of income redistribution (fiscal) policy.

While the money supply explosions of the Johnson,' Nixon and Carter

Administrations were preceded by different kinds of redistributions and the

alienation of different sectoral interest groups, their reactive patterns were

similar to those of the Reagan White House. Those who would object to this

story in the name of politically-neutral, indpeendent Federal Reserve are

directed to Appendix A, "The Federal Reserve as a Self-Protective

Bureaucracy," and the two papers attached to this statement, "Two Monetary and

Fiscal Policy Myths," and "Monetary Policy Signaling from the Adminstration to

the Federal Reserve." While the Presidential Adminstrations do not always

effectively direct monetary policy, the findings presented in these papers

suggest that if they are unified enough to want to and hard pressed enough to

need to, they will.

Until 1984 there is considerable evidence that the Reagan Adminsitration

played an active hand in directing the Federal Reserve in a usually

conservative monetary policy stance. Then, in 1985, probably because of the

85-120 0 - 88 - 3
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mounting sectoral difficulties associated with the trade deficit, which in

turn was exacerbated by its budget deficit, there occurred a number of

significant realignments. Proponents of the old time religion of sound money

within the Administration were silenced, a host of supply-side appointments

were made to the Board of Governors, intervention in international currency

markets became the rule instead of the exception, and an official 'hands off'

posture was assumed toward the now easy money-oriented Fed.

There followed a number of shifts in policy: In order to reduce the U.S.

external imbalance a depreciation of the U.S. dollar was encouraged.

Explosive growth in the U.S. monetary aggregates was ignored on the specious

grounds that velocity would continue to fall. Monetary policy came to be

governed, not by rules, but by the personality and the judgment of officials.

The spectacle of an allegedly managed currency without a managed deficit

or a managed money supply, all pivoting on an official discretionary juggling

act, began to unravel last spring. Foreign investors realized that U.S.

inflation could accelerate, that the budget deficit might not be reduced, and

that the declining dollar could erode the value of their dollar-denominated

assets. Interest rates rose in order to reflect these expectations and to

maintain the attractiveness of U.S. assets. The supply of foreign saving to

finance the federal budget deficit could only be sustained at higher interest

rates. The bulk of the U.S. current account ,deficit was being financed by

foreign central banks. Without a decline in the budget deficit, foreigners

would finance only at higher rates: The result was an end to the stock

market's speculative bubble which, in turn. required Federal Reserve easing in

order to forestall a possible recession at the exp;nse of further declines in

the value of the dollar.

In 1988 the Administration and the Federal Reserve find themselves in the
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final, desultory, no-win phase of the electoral cycle. The policies employed

to cover up the adverse sectoral consequences of the Administration's

redistributive program are inflationary but, if they are terminated in order

to prevent a further collapse of the dollar, interest rates will rise sooner

rather than later and a recession will be risked.

Nevertheless we cannot finance our current account deficit at declining

real interest rates. The attempt to do so has exacerbated the dollars'

decline. We cannot simultaneously have excessive government spending,

inadequate tax receipts and undervalued dollars. Should the dollar remain

significantly undervalued, new inflationary pressures will mount. The

speculative stock market bubble fueled by easy money has already burst.

Sooner or later the Federal Reserve will be forced, perhaps by economic

collapse, perhaps by the anti-inflationary militance of a future

Adminscration, to return for a time to a consistent and predictable monetary

policy. The electoral cycle will have come full circle.
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Appendix

The Federal Reserve as a Self-Protective Bureaucracy

In the nation's financial press, the banking system is frequently

represented as being in latent danger of collapse. Interest rates and

exchange rates are usually portrayed as numbers selected by the monetary

authority in order to produce the desired combination of inflation and

unemployment and the desired trade deficit. While these myths have been

expunged from the modern economics classroom, they persist partly because they

'sell' the Federal Reserve. In the face of recent advances in economic

theory, the Fed needs selling.

Contemporary research suggests that, rather than being cosmically

ordained, banking instability is largley a product of the glowing incentives

for risk-taking inherent in banking regulation combined with,

bureaucratically-motivated, regulator bailouts of troubled banks. Self-

serving Federal Reserve bureaucrats applaud the myth of imminent crisis in the

nation's financial system. It rationalizes their staking out more regulatory

turf. '

Modern macroeconomic theory teaches that the interest rate is the price

of real resources, saving out of income, and, like any market-determined

price, it is notoriously difficult for government to control. Federal Reserve

officials help to perpetuate the myth that the interest rate is the price of

money or nominal bank credit, even though money and nominal bank credit are

only paper and bookkeeping entries. Our Central Bankers want the public to
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receive such messages, because the only things they can control are nomiral

money and credit aggregates, not real resources.

Fed-orchestrated money supply shocks to the economy can only affect

output and employment in very specific expectational environments. Central

Bankers promote the notion that monetary policy can help produce a 'correct,

level of real income and employment for the economy. Such comforting words

justify their dynastic ambitions.

Federal Reserve bosses have no use for advances in economic knowledge

that threaten their hegemony. For example, the vaunted "experiment" with

money supply growth targets in 1979-82, an implicit admission that the Central

Bank really could not control interest rates, is now widely understood to have

been a clever but cynical ruse. The Federal Reserve is apparently so

singularly devoted to its bureaucratic self-preservation as always to reject

any unwelcomed theoretical truth and never to relinquish any convenient

theoretical falsehood.

The Federal Reserve's revealed theoretical nihilism contrasts tragically

with its original promise as an institution. As it was originally conceived,

the Federal Reserve embodied the Progressive ideal of high-minded technocrats

assimilating the best that modern research can offer so that it might

efficiently regulate in the public interest. Alas, this image of the Fed is

an idle dalliance. The Boards, Committees, Councils, Directives, Targets and

Procedures of today's Federal Reserve System have nothing to do with efficient

or even understandable monetary policy. They are merely the Byzantine

trappings of a self-protective bureaucracy, a bureaucracy that is about as

independent of the hinJte House as Latvia is of Moscow.
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Two Monetary and Fiscal Policy Myths*

Thomas Havrilesky

Duke University

I. Introduction

Over the years the standard view of monetary and fiscal policy has been

dominated by two myths. The first myth is that the Federal Reserve is an

independent, politically neutral institution. This particular illusion

repeatedly surfaces in various policy discussions. In the section which

follows I shall review two new pieces of hard evidence which refute this

concept. This is important because the premise of an independent, apolitical

Federal Reserve obfuscates research and debate.

The second myth is that monetary and fiscal policy systematically attempt

to maximize social welfare. This myth is on its last legs. It has been

replaced by the more realistic premise that monetary and fiscal policy are

manipulated so as to maximize the election chances of the incumbent

*To appear in The Political Business Cycle: The Political Econ-
omy of Money, Inflation and Unemployment. Duke University Press,
1988, To rtncoming.
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government. It is posited that monetary policymakers manipulate their

instruments so as to affect electorally favorable swings in market rates of

interest, unemployment and inflation. This political approach thus explains

the ambiguity of monetary policy pronouncements and wide swings in money

growth. However, most political models do not try to explain when and how

pressures are brought on the monetary authority to affect unemployment or

interest rates, Cukierman (1986). The third section of this paper reviews

some new papers that develop the hypothesis that electorally motivated income

redistribution propels financial regulatory and fiscal policy and that

monetary policy is used periodically to compensate for their adverse

macroeconomic effects. If this is the true mission of monetary policy, income

redistribution models are a most promising way to identify monetary regimes

and eliminate the naivete that permeates the literature on macroeconomic

policy modeling.

II. Administration Influence on Monetary Policy

Costs and Benefits. The question of who has the greatest influence on

the Federal Reserve is of no small interest. Later in this section I present

new evidence that, despite formal control over the Federal Reserve enjoyed by

Congress, the Administration often obtains the monetary policy that it wants.

When viewed in terms of the costs and benefits to the parties involved, this

perspective also has a good deal of intuitive appeal.

The costs to Administration officials of influencing the Fed officials

would seem to be quite low because both groups understand the technical

aspects of monetary policy and have frequent close contacts with one another.



68

The benefits to the Administration from such influences can obviously be

formidable, as reflected in the theory of the political business cycle and

corroborated by reaction function studies which reveal shifts in monetary

policy under different Administrations.

The costs to Federal Reserve leaders who would resist signals from the

Administration can be imposing.1 The Federal Reserve System's autonomy.

budgetary hegemony and supervisory authority would clearly be endangered if

its leaders defied the Oval Office (or Congress). Therefore, in tacit

exchange for its continued existence it is entirely reasonable to propose that

the Federal Reserve must provide the Administration with the monetary policy

it desires and must alternately serve as the Administration's whipping boy for

macroeconomic misfortunes. In addition, I believe that this reciprocity

requires that the Fed also must serve as the Administration's "sound money

oracle.' ceremoniously warning the White House not to succumb to pressures for

lower interest rates. The latter posturing helps the Federal Reserve to

solidify its nonpartisan image, gives the Administration a continuing excuse

to avoid pressures for easier money, and, most importantly, sets the stage for

successful periodic monetary surprises, whenever they are desired by the

Administration.

The costs that recalcitrant Fed leaders could impose on the

Administration are usually minimal. Because it was formed as a quasi-public

organization, it is often said that the Federal Reserve has been able to build

a constituency in the financial services industry.
2

Some researchers have

argued that this constituency gives the Fed latitude in policy formulation.

This may be true in bank regulatory matters where electoral consequences are

rather remote and where policy, as described in the third section of this

paper, has led to the technical insolvency of such a large number of
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depositary institutions that the Fed may enjoy considerable leeway to respond

as *crisis manager." However, in monetary policy too much is immediately at

stake electorally to allow the Federal Reserve to stray beyond its ceremonial

oracle/whipping boy role.

In contrast to the Administration's control, Congress is not nowadays

generally thought to have a strong grip on the reins of monetary policy,

Wooley (1984). The vote-producing benefits from a Congressperson's

involvement in monetary policy are typically minor compared to alternative,

pork-barreling, activities. The costs of effective involvement in monetary

policy are high because the issues are technical and contact with Fed

officials is limited to occasional hearings and infrequent bills to modify

Federal Reserve responsibilities.

Signalin . In a recent paper, I developed an index of signaling from the

Administration to the Federal Reserve, SAFER.
3

The index is predicated on the

fact that there are frequent direct comnnunications between Administration and

Federal Reserve officials on formal and informal levels. While these

communications are seldom explicitly revealed (as it would jeopardize the

Fed's nonpartisan, sound-money facade), it is assumed that the financial press

efficiently extracts and disseminates the monetary policy content in them that

is of value to financial market participants.

The index derives from all Wall Street Journal articles for the period

from September 1, 1979, to December 31, 1984, which mention the views of any

Administration official on monetary policy. (After 1984 there was a

pronounced dearth in signaling.) Each article was retrieved and evaluated

either +1, -l or 0, based on whether the official wanted either ease,

tightness, or no change in monetary policy. Independent checks revealed that

no eligible articles were missed in the first pass and only a negligible
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number were improperly evaluated. The SAFER index is the simple weekly sum of

these articles.

In ordinary least squares regressions cumulative three week totals of

this signaling index (SAFER) were found to have a statistically significant

impact on the first differences in the narrow money supply during the third

week, (AMt). A similar index of signals from Congress to the Federal Reserve

(SCFER) had a marginally significant but pervesely negative effect.

&Mt - 0.776 + 0.3141 SAFER - 0.299 SCFER (1)

(3.999) (2.974) (-1.319)

DFE - 274 DW - 2.56 s2 - .04

The results corroborate the view that the Administration and not Congress

systematically influences monetary policy. When the index was decomposed into

signals from Treasury, Council of Economic Advisors, Presidential and

unidentified sources, only signals from Treasury and unidentified sources had

a statistically significant impact on the weekly change in the money supply.

In an estimated reaction function, monthly values of the SAFER index

responded, significantly, as a dependent variable, to two variables which

measure the state of the economy, changes in interest rates, Ai,, and

forecasted inflation, tt. but did not respond in a statistically significant

way to forecasted changes in unemployment, A0t

SAFERt - 1.246 - 0.584Ait - 1.738&Ot - 16.255t (2)

(2.266) (-2.463) (.1.385) (-2.405)

DFE - 58 DW - 1.68 g2 - 21
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In other estimated reaction functions, month-ending values of the money

supply, as a dependent variable, did not respond to these same state-of-the-

economy measures but did respond to monthly totals of the SAFER index.

Further tests indicated Granger causality from the index of signals to the

money supply.

Federal Open Harket Committee (FOMC) Dissent Votin . Further evidence of

the influence of central government on the Federal Reserve may be found in the

dissent voting records of FOMC members.
4

Assume that all Administrations

have the well known easy-money, inflationary bias.
5

Assume further
P.-tkP11.'Inhz 3orr4A GovenisWt - hzt bas b_ t gatrs|

ncs&{e hed o set2s5 -ile N; esetot>trcnei*C2s of coaisbt eAt . This we.s thktf-he.__ _ _ ,.HMy conjecture is that individual
bMC aS z ,4lodk -If have a lesstv -i(tatmo ea brass Iiz ti&Thesidewct

FOMC members whose career backgrounds are closely associated with cent;al

government, including the Federal Reserve Board, will cast votes on FOMC

policy directives that are consistent with that bias. They will tend to

dissent on the side of ease from the mean as reflected in the directive.

Individual FOMC members whose backgrounds do not indicate strong career ties

to central government will tend to dissent on the side of tightness from the

mean.

Time series data on the individual voting records and backgrounds of FOMC

members were used to test this hypothesis. In the period from 1960 to 1983

there were 365 FOMC policy directives; of these, unanimity was achieved 180

times and there were 185 split decision votes. In the split decision votes

there were 168 dissents on the side of tightness and 154 on the side of ease.

There was a remarkable consistency in the dissent voting of each member.

Of all the members with nore than five dissents only one, Governor Mills,

dissented more than five times on the sides of both tightness and ease. The

rest of the major dissenters consistenly opted either for dissent on the side
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of tightness or dissent on the side of ease.

In order to examine influences on the voting behavior of individual FOMC

members, it was conjectured that members who had been closely identified with

central government during their careers would tend to dissent from the FOMC

directive on the side of ease. Two career measures suggest proximity to

central government and a proclivity for dissent on the side of ease. These

are the number of years the member served on the Federal Reserve Board

(YRSFRB) and the number of years the member worked for the Federal government

(YRSGOV). Career measures which indicate an absence of proximity to central

government and a tendency to dissent on the side of tightness include: a

binary variably indicating whether the FOMC member was a Federal Reserve

President or not (PRES), the number of years the member worked at a Federal

Reserve Bank (YRSFRBK), the number of years the member worked in academics

(YRSACA), the number of years the individual worked at a private bank

(YRSBANI), and the number of years the individual worked in private industry

(YRSIND)

To test whether training in economics influenced dissent, we included the

following binary variables: whether the person had a Ph.D. degree (PHD),

whether the member attended an Ivy league school (IVY), whether the member had

a business degree (BDEG), and whether the member had a law degree (LDEG). We

also included the number of years the member worked as an economist (YRSECO).

Because members, like the FOMC as a whole, try to rationalize dissent by

alluding to the state of the economy, we also included standard stare-of-the-

economy variables in the month prior to the meeting the change in the

inflation rate (PCH), the change in unemployment (UCH), the change in the

T-bill rate (ICH).

Using probit analysis, dissents on the side of ease were measured +1,
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dissents on the side of tightness as A a maximum likelihood estimates and

their T-statistics are reported in Table I. (Se, 4
citncte 9)

Of the proxioity-to-central government variables, five of the eight were

significant at the .05 level or better and each of these had the expected

sign. The sore of their career time spent away from central government, in

academics, at private banks, or at Federal Reserve Banks, the more members

dissented on the side of tightness; the greater the number of years on the

Federal Reserve Board, the more members dissented on the side of ease.

Of the variables which purport to measure familiarity with economics,

only one, the presence of an Ivy league degree 1 influenced dissent voting (on

the side of tightness) in a significant oanner. Of the state-of-the-economy

variables, none had statistically significant estimates. Overall, the results

are consistent with the notion that Administrations influence monetary policy.

Having presented evidence that Federal Reserve decisions are influenced

by the Administration, we now ask why the Administration seeks to manipulate

the economy. Much of the literature explains monetary surprises on the basis

of a Kydland-Prescott game between a social-welfare maximizing Federal Reserve

and wage setters, possessing different employment and inflation objectives and

different information regarding private shocks to the economy.6 The

incredible ease with which these models solve the analytical problem in favor

of Fed precommitment to a stable money supply feedback rule suggests that they

are an inadequate way of explaining today's environment of repeated observed

monetary surprises. In contrast, the assumption that the Fed is electorally

motivated xplainsthe ambiguity of Fed pronouncements and large swings in /

money supply growth.7 However, most electoral models do not illuminate the

real sources of pressure for monetary surprise.
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Table I

Dependent Variable: Individual FOMC Dissent Votes

Maxi-u Likelihood
Estimate

2.181

-.958

-.0314

-.0301

-0.282

-.0575

.0051

.0296

-.0349

-.0206

-.1542

.4401

.0439

.0020

-.0367

.7901

-.0511

T-statistic

4.336

-4.336

-.9831

-.5151

-1.769

-3.957

.2373

2.7103

-2.1157

-.0719

-3.828

1.367

.1723

.1742

1.278

1.167

- .4317

Ease Dissents - 168

Tightness Dissents - 154

Explanatory
Variable

Intercept

PRES

YRSIND

YRSLAW

YRSBANK

YRSACA

YRSGOV

YRSFEB

YRS FRBK

PHD

IVY

BDEG

LDEG

YRSECO

PCH

UCH

ICH
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After over three decades of continual debate a standard article of faith

for many researchers is that monetary surprises represent unanticipated

Federal Reserve responses to strictly exogenous shocks, unanticipated shifts

in Federal Reserve preferences for unemployment, inflation and interest rates

or unanticipated changes in Federal Reserve operating procedures. These,

essentially ad hoc, explanations are intellectually unsatisfying. I believe

that generations of Fed-watchers applying their most arcane skills will cake

little progress toward explaining monetary surprises within monetary regimes

until this article of faith is abandoned. I will argue that more realistic

models should concentrate instead on the financial regulatory and fiscal

sources of periodic signals for monetary surprise.

III. Electorally-Motivated Financial Regulatory, Fiscal and Monetary Policy

A major unanswered question is whether the political business cycle is

caused by monetary policy's direct manipulation of short-run inflation-

unemployment (Phillip's curve) relations in order to affect electoral outcomes

or is the incidental side effect of its pursuit of other objectives (see the

contributions by Lewin, Mitchell and Haynes and Stone in this volume). In

this section I present evidence from three areas which supports the latter

hypothesis: modern macroeconomic theory, a redistributive theory of financial

regulation, and a redistributive theory of fiscal policy.

Modern Macroeconomic Theory. In the papers by Schneider and Frey and

Beck in this volume mixed evidence is reported about whether state-of-the-

economy variables really affect voting, especially in Congressional elections,

and about whether state-of-the-economy impacts on voting outcomes really have
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any effect on the desires of policymakers. This is an elemental problem

because, according to the rational expectations hypothesis, even if

electorally motivated governments wanted consistently to manipulate

unemployment and real interest rates, they could not do so systematically. In

addition, even if governments could systematically manipulate these variables,

it is highly unlikely that the old-fashioned textbook image of a temporally

consistent, discretionary, macroeconomic stabilization-oriented fiscal policy

has any validity. In contrast to this image, according to the public choice

perspective discussed below, pre-election promises to change the spending,

transfer and taxation programs of government reflect primarily redistributive

objectives, not macroeconomic stabilization ones.

Of course, the confusion between redistributive and macroeconomic

stabilization objectives that afflicts the theory of fiscal policy does not

apply to the theory of monetary policy. It is clear that monetary policy may

periodically be used to respond to the macroeconomic effects of various

shocks. One problem for researchers is that the shocks and/or their effects

on the macroeconomy are seldom strictly exogenous. For example, an exogenous

shock which causes high interest rates has the effect of threatening the

solvency of depositary institutions. Thus, the effect to which the monetary

policymaker may respond is often really a product of the regulatory policy

regime and, perhaps, its interaction with (earlier) monetary policy. As

another example, consider a shock which has the effect of causing high

unemployment or high interest rates. The shock itself may be a lagged

consequence of deliberate choices regarding spending, transfers and taxation

made prior to the latest election. Thus, while the Federal Reserve appears to

be concerned about rising unemployment or rising interest rates, the

regulatory and fiscal policies of goverment are often really antecedents of
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the 'shocks' to whose effects monetary policy Mgy respond.

The emphasis on 'my' is important. If monetary policy attempted to

compensate for the effects of too many shocks, it would lose degrees of

freedom for producing desired short-run effects on real variables without an

undesired rate of inflation. Consistent with the empirical results reported

by Willett, Banaian, Laney, Herzkani and Varga in this volume, modern

macroeconomic theory suggests a skepticism toward scenarios which require

systematic accoimoodation of any type of shock. In addition, this type of

monetary policy activism would raise inflation uncertainty and increase the

risk premium that is built into real interest rates. Thus, as discussed

earlier, the Federal Reserve's role as a sound money oracle, backed up by

reputation- and credibility-building intervals of steady money growth, sets

the stage for successful monetary surprises.

By this reasoning, intermittent responses to the effects of shocks merely

give the appearance of Federal Reserve concern with real state-of-the-economy

variables. In promoting this concerned image the Fed is perfectly free to

choose the variables and assign weights to them ex post. As discussed by

Lombra in this volume, this seat-of-the-pants policymaking with no

precommitments is in the self protective interests of Fed leaders and the

Administration officials who appear to direct them.

Moreover, the periodic ex post appearance of Federal Reserve concern for

the state of the economy found in reaction function studies does not generally

translate into consistent statistical estimates of Federal Reserve responses

to real state-of-the-economy variables. Even when separate estimates are

generated for different political parties and different Administrations, there

is typically no intertemporal consistency. This is, of course, consonant with

the logic of much of the main-stream rational expectations thinking; if
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consistent reactions to real state variables were uncovered by market

participants, the resulting policy would be ineffective. If we really want to

identify the factors that motivate monetary policy we ought to examine the

regulatry, and fiscal antecedents of allegedly "exogenous' shocks.

A AhirMCih9 6mL1e Theory of Financial Regulatory Policy. I am puzzled why

researchers have ignored for so long the need for an economic theory of

financial regulatory policy and its interface with the monetary policy regime.

The chronic "omitted variables" and "inconsistent estimates' problems in

empirical estimation of money demand relations are habitually allayed to

"financial innovations in a changing regulatory and monetary policy

environment.' Instability in velocity and other behavioral macroeconomic

relations and unreliability of structural models are frequently blamed on

"switches in monetary policy."9

Financial regulatory and monetary policy changes are not a random walk.

There appear to be, for example, systematic linkages between changes in

monetary policy reigmes and changes in regulatory policy. For example, the

(commercial loan theory of banking) monetary regime, that is implicit in the

Federal Reserve Act of 1913 and that fueled the Great Depression, influenced

the regulatory remodeling reflected in the Banking Acts of 1933 and 1935. As

another example, the activist monetary policy regime that was established by

the Accord of 1951 ultimately led to the regulatory revisions reflected in the

Depository Institutions Deregulation and Monetary Control Act of 1980.

The conventional rationale for financial regulation is the concept of

financial market failure. According to the ..eer theory of financial

regulation, government's goal is assumed to be to reduce an externalityr`he

risk of an epidemiological breakdown of the natiIn's payments systemor tket
cnsts Of vtoKit-OILvb f2nk's5 ZAr <e-tttIb jnA??e 52*e%.
Collapse of the payments mechanism could conceivably arise from the L~kistence
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of artificially low barriers to entry which creates an underconcentrated and

overspecialized financial services industry and, with a sufficiently large

decrease in deposits, requires the periodic exit of a large number of

depositary firms. In other words, potential large scale breaches of deposit

contracts by failed firms are viewed as a threat to the nation's payents
-e _ ill 2s 4uicuree&4r - sf jZ $ 5tfltQ of

mechanism. For decadis tris apparent threat W served aso de jure b2'tK efe{
S

justification6 for government's lender-of-last-resort and deposit insurance

guarantees. The resulting moral hazard affords banks glowing incentives for

risk-taking and gives rise to a web of ancillary geographic and product line

regulations. Banks in turn successfully circumvent these ancillary

regulations by financial innovations which alter their form, structure and

production methods, This blend of excessive risk taking and incessant

competitive change in an underconcentrated and overspecialized industry has

produced a large and growing number of technically insolvent depositary

institutions. Bureaucratic regulators are reluctant to shut down these

institutions and to present Congress and the taxpayer with the tab, which

could run into hundreds of billions of dollars, Instead of protecting the

system from breakdown, regulators seem more intent on protecting their own

regulatory turf.

The market failure,. W etory of financial regulation cannot

explain the persistence of large subsidies to de facto insolvent institutions

at the expense of taxes on solid institutions and on taxpayers together with

the persistence of a large number of banks A o m_- model of banking

regulation, after Stigler and Paltzman, may be able to do this,
1 0

In a recent paper we model the political incumbent as choosing the

vote-maximizing level of a subsidy for troubled banks and tax divided between

solid banks and taxpayers (bank customers), all of whom forsee real income
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losses should ~badnk falr i occur. As the model yields the vote-

maximizing number of banks, it is also a model of banking entry and exit.

Comparative static experiments examine the effect of changes in political

eriSa Af tIJ4e sf 4itnatfloA of Yotig r-e,

support ro troubled banks, solid banks and bank customersrthe level o

the subsidy, the number of banks and the division of the tax burden. Results

ltByt~ .tw~t +k et ei%,pollhzI cl21 pt/l' - ltC-tbuI uo6 pecKzbe cuWl l
He~~~~~~~~~~At, ___ _ ,

P4 CLkde jmar"-ble habwkns of lateniky Soubk4l b 2 ffee fin ( sewCfS

eq -If% tq bzAKiub iAh - es 2st eAln--jrtvK of te &cref ky A
Redistributive regulatory policy traditionally is seen as resulting in Ci'S

waste and inefficiency. The more obvious manifestations of such economic

waste have adverse electoral consequences, such as low or falling levels of

real per capita income.12 These problems can often be covered up with

monetary surprises that are directed at lowering real interest rates or

keeping them from rising. Thus, there would seem to be a link between the

regulatory regime and monetary policy. My conjecture is that the greater the

losses generated by financial regulatory policy, the greater the potential for

attempts at monetary surprise.
1 3

m arysh rns h
Attempts at monetary surprs cease whenever interest rate shocks, a

a Crihciz! "u.bgt of-
excessive risk taking and financial innovation force financial institutions

onto the garbage heap of de facto insolvency. Surprises are often justified

and may even show up statistically as periodic sensitivity to high

unemployment and high interest rates. Nevertheless, these anotthe true /\

causes of monetary surprise. In order to understand monetary regimes more

must be understood about the linkages between financial regulatory policy and

monetary surprises.

D7Abfi.Chocee
A p4 ,kf^o.§ho~e Theory of Fiscal and Monetary Regimes. In the public (N

choice literature, as discussed by Lewin and Mitchell in this volume,

political parties are often seen as making redistributive promises in order to
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maximize future expected votes. In a recent paper
1 4

I envision this occurring

in the following way. A promised redistribution of income from one income

class to another gains expected votes as well as cash and noncash campaign

contributions from the favored class but loses expected votes and campaign

contributions from the class penalized by the redistribution. Thus, the

redistributive promises of a political party embodied in its fiscal policy

'platform- (and in its financial reguatory policy 'platform,' discussed

earlier) depend on the voting and cash and noncash campaign contribution

support or lack of support it can expect to muster from each income class over

some planning horizon. Because redistributions must be financed by higher

levels of taxation, they create disincentives for productive effort. If these

disincentives are unanticipated when redistributive promises are made prior to

an election, real income will fall after that election. Monetary surprises

temporarily raise the level of aggregate real income. Therefore, the role

played by moentary policy in such a scheme is to compensate for expected vote

losses, including those arising form the current redistribution, in future

elections with well-timed monetary surprises.

This view contrasts with the idea, featured in the contribution by

Schneider and Frey in this volume, that electorally oriented fiscal and

monetary policy are not as purposely redistributive as they are oriented

toward improving the overall macroeconomy. This approach puzzles me since

pre-election promises and voter expectations regarding the unemployment and

inflation goals of either party are usually similar but their redistributive

programs differ izmmensely, at least in the United States. In contrast, pre-

election redistributive promises, e.g., Social Security, Medicare,

agricultural subsidies, various tax preferences, etc., are the meat of

practically every Presidential election campaign.
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Pressures for monetary surprises emerge frsm the salient recognition that

(fiscal and financial regulatory) redistributions distort supply decisions and

lead to an undesirable low level of real income, labeled the 'traditional

Chicago view" by Wlillett and Banaian in their contribution to this collection.

As monetary surprises temporarily increase real income, they increase expected

votes. Thus the first prediction of my theory is that both conservative and

liberal governments will engage in monetary surprises, as a concomitant of

their redistribution policies, ceteris paribus; the greater the

redistribution, the greater the surprise.

The model has a second prediction. If the conservative party is

ideologically constrained not to redistribute to lower income groups,

redistribution will increase when a liberal government comes to power. Thus a

newly-elected liberal government will always be in greater jeopardy in the

forthcoming election as the terms of trade shift with the disincentive

effects. Since a newly-elected liberal government faces a greater risk of

losing the next election than a newly elected conservative government, it has

a greater incentive to engage in post-election monetary surprises. Thus, the

two predictions of the model provide a nexus between fiscal redistribution,

monetary surprise and inflation and lead to a positive theory of politics and

inflation sought by Mitchell in his contribution to this collection.

In testing the second prediction for the 1952-1984 period by ordinary

least squares regression, a variable which measured changes in the Presidency

from conservative to liberal, CLt.l had a marginally statistically

significant, positive impact on yearly money supply growth, Mt. while changes

in government from liberal to conservative- CCt tl were significant and

negative .
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Rt - 1.391 + 0.732Rt I + 1.66
7 7

CLtI - 2.0405CCt l (3)

(1.902) (5.4589) (1.2910) (-2.7324)

2 _ .49 DV - 1.68 DFE - 28

Moreover in an estimated reaction function the apparent sensitivity of

monetary policy to unemployment disappears when a change-in-government

variable is introduced. These results support the prediction that changes in

government from conservative to liberal produce monetary ease just after the

election.

The criticism could be made that the result in equation (3) really

reflects greater sensitivity to unemployment by liberal governments than

conservative governments since liberals are usually elected during recessions.

This contention might derive from models in which the policymaker maximizes a

social welfare function whose weights on unemployment and inflation change

with changes in the political party of government. However, this view is

controverted by the many reaction function studies which show conservative

governments such as Nixon's to be more "sensitive" to unemployment that

liberal governments such as Johnson's. Moreover, correlation between monetary

policy and unemployment, such at those reported by Schneider and Frey in this

book, does not necessarily imply causality. According to my theory,

governments, liberal or conservative, engage in moentary surprise when

necessary to help compensate for the adverse electoral consequences of their

selected fiscal (redistribution) policy (and other shocks to the economy).

Higher unemployment may be one of those consequences.

Because of the preceding criticism and because the change-in-government

variable had only marginally significant effects on money growth, I tried a
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oore direct approach and tested the first prediction of the model. This

involved direct oeasureoent of government expenditures which had an obviously

less skewed distribution of benefits by income group than the distribution of

earned income. I sunned across government outlays on income security,

veterans benefits, health and education and, because of growth in the size of

government, expressed these "social expenditures" as a proportion of aggregate

income, (S/Y). Because my theory of monetary policy predicts that increases

in redistribution in the direction of less inequality may have a lagged

adverse effect on the level of aggregate real income and hence beget a

monetary surprise, first differences in this ratio were entered into a

monetary policy reaction function. The result was

At - -0.1679 + 0.6317Rt l + 0.20860t + 0.0761lt

(-0.1364) (3.7405) (0.7054) (0.6767)

(4)

+ 0.0083A(S/Y)t + 1.6517CLt 1 + 1.7768CCt.1

(1.6220) (1.2378) (-1.5498)

-2 _.63 DW - 1.91 DFE - 25

where Ot is the (autoregressively) forecasted unemployment rate, Pt is the

(autoregressively) forecasted inflation rate and A(S/Y) is defined above.

Observations are for the period from 1952 to 1984. The change in the ratio of

social expenditures to aggregate income had the predicted positive

(marginally) significant effect on money growth. The forecasted unemployment

and forecasted inflation variables did not have a statistically significant

impact no money growth. Once again, this result supports our conjecture that
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apparent monetary policy concern for unemployment really reflects monetary

surprises n the wake of sizable redistributions.
15

Finally. as in equation

(3), the estimates for the change-in-government variables are marginally

significant. When these variables are removed from the reaction function, the

redistribution variable continues to have a positive significant effect on

money growth. Overall, the statistical results provide support for the

change-in-government and redistribution predictions of my theory of fiscal and

monetary policy regimes.

IV. Concluding Remarks

The great peacetime monetary explosions of this century obviously did not

develop out of the desire of (independent) monetary authorities to counter

recession and unemployment. Rather, I believe most were direct consequences

of the redistributive agendas that put the party (or ruling coalition) of

government in power. Some parties (coalitions) came to power on the basis of

promises to redistribute income to (unskilled and semi-skilled) labor, for

example, the labor governments in Central Europe after World War I. Some

governments came to power on the basis of promises to aid the urban and rural

poor, for example, the "reform' governments in Latin America in the last three

decades. Redistribution of these orders of magnitude cannot be financed

without taxing the economic base and alienating earned income recipients.

Money supply explosions reflect attempts to circumvent the electoral

consequences of that alienation.

This view could give birth to the new generation of PBC models

anticipated by Schneider and Frey in this volume. For a given monetary

regime, money supply growth might oscillate between several equilibria, one
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reaffirming a sound-money commitment and building credibility, the others

reflecting monetary policy responses to the adverse lagged electoral

consequences of electorally-motivated, redistributive (fiscal and financial

regulatory) policy. This constellation of pre- and post-election monetary

policy switches clearly are consistent with the type of business cycle

envisioned by Lewin in this collection. Depending on how the adverse

consequences of fiscal and regulatory policy are distributed over time, the

ensuing monetary surprises could produce the PBC correlation reported by

Haynes and Stone in this volume. The thought-provoking reforms discussed by

Mayer, White, and Willett in this volume have a far better chance of reaching

fruition if the political bases of moentary surprises discussed here n

the papers by Lewin, Mitchell and Willett and Banaian in this volume are

better understood.



87

Footnotes

* should like to thank Thooss Willett and Edward Tower for their suggestions

on this paper. Responsibility for error is entirely my own.

1
Congress could also impose these costs. As explained below, it does not,

because of the relatively higher costs of and lower benefits from monitoring

and influencing monetary policy.

2
One way it does this is by admitting representatives of the larger banks and

bank holding companies to its councils, advisory groups, and directorates,

even if, to the consternation of Congress, it violates the law. Thomas

Havrilesky, "The Effect of the Federal Reserve Reform Act on the Economic

Affiliations of Directors of Federal Reserve Banks,' Social Science Quarterly

(June, 19B6).

3
Thomas Havrilesky, "Monetary Policy Singaling from the Administration to the

Federal Reserve," Journal of Money. Credit and Bankina (February. 1988).

4For further refinement of the preliminary results reported below, see Thomas

Havrilesky and Robert Schweitzer, AFOMC issent VotingA Evidence from the

Time Series," in Thomas Mayer (ad.), Political Economy of American Monetary

Policy (Cambridge University Press, 1989).

5
See Robert Barro and David Gordon, "Rules, Discretion and Reputation in a

Positive Model of Monetary Policy, Journal of Monetary Economics (July,
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1983) .

6
See, for example, Matthew B. Canzoneri, "Monetary Policy Games and the Basic

Role of Private Information," American Economic Review 75 (1985): 1056-1070.

7
Alex Cukierman, "Central Bank Behavior and Credibility: Some Recent

Theoretical Developments," Review, Federal Reserve Bank of St. Louis (May,

1986).

81 am troubled by the notion that leftist governments find it consistently in

their self interest to be more sensitive to unemployment than conservative

ones. The premise, as I understand it, is that upper income groups weather

recession with less relative deterioration in their wealth than lower income

groups. Despite survey evidence that lower-income individuals are more

concerned about unemployment than upper-income ones, this premise seems a bit

tenuous. An alternative explanation is offered later in this paper.

9
Thomas Havrilesky, "Monetary Modeling in a World of Financial Innovation," in

The Payments Revolution: Emerging Public Policy Issues, Elinor Solomon

(editor), (Nijhoff-Kluwer, 1987).

1
OGeorge Stigler, "A Theory of Regulation," Bell Journal of Economics and

Management Science 3 (1971), and Sam Peltzman, "Toward a More General Theory

of Regulation," Journal of Law and Economics 19 (1976): 211-240.

1 1
Thomas Havrilesky, Teresa Carroll and Michael Drozd, "Troubled Banks, Solid

A a a e bls T oCf B
Banks, and Taxpayers: A c Theory of Banking Regulation,' Duke/
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1 2
lnefficient aggregate economic outcomes depend on the condition that the

size and long-run effects of redistributive policies are not fully foreseen by

voters when they are proposed. This condition will hold if voters are myopic

or if they incorrectly assume that only economic rents will be taxed.

x- fpublic 0choA 11 3
Tha interface between theory of financial regulatory

policy and monetary policy surprises, closely resembles the connection between

fiscal and monetary policy discussed below. For example, in the 1960s and

1970s, electorally-motivated financial regulatory policy, redistributed income

to home owners and the housing industry. During periodic credit crunches, the

vote-reducing costs of this policy required periodic attempts at monetary

surprise-

1 4
Thomas Havrilesky, 'A Partisanship Theory of Fiscal and Monetary Policy

Regimes," Journal of Money, Credit and Banking (August, 1987).

1 5
This explains the persistence of the myth of low unemployment or real

interest rate goals for the monetary authority, for example, in the recent

overlapping generations literature which uses games between the Federal

Reserve and market participants to explain monetary surprises, e.g..

Canzoneri, 2p. cit. The present paper suggests that the Federal Reserve has

no such goals independently of signals from the Administration which seeks

relief from the adverse electoral effects of its own fiscal and financial

regulatory policies - relief that may be found through monetary surprises.
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MONETARY POLICY SIGNALING FROM THE ADMINISTRATION

TO THE FEDERAL RESERVE +

Thomas Havrilesky*

Introduction

A sizable literature in monetary policy contends that Congress and the

President have formidable incentives to influence Federal Reserve decisions

and that the Fed, in turn, has incentives to yield to this influence.

However, while anecdotal musings abound, hard supporting or falsifying

evidence has been lacking.

This paper develops an index of monetary policy Signals from the

Administration to the Federal Reserve (SAFER). The index is a simple weekly

sum of every article that appeared in the Wall Street Journal from September

1, 1979 to December 31, 1984 in which Administration officials express a

desire for easier (+1) or tighter (-1) monetary policy. In ordinary least

squares regressions cumulative values of the SAFER index over a three week

period have a significant effect on the narrow money supply at the end of the

third week; a similarly constructed index of signals from Congress to the

Federal Reserve has no significant money supply impact. After classifying the

signals by sources within the Administration (Oval Office, CEA, Treasury and

unidentified sources), it is shown that responses to signals from the Treasury

Department and from unidentified sources have a statistically significant

'Forthcoming Journal of Money, Credit and Banking (February 1988).
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effect on the money supply. In related regressions, the narrow money supply

is also shown to be sensitive to a measure of their expected vote-producing

effect, Presidential popularity polls. In an estimated reaction function,

cumulative monthly values of the SAFER index respond to variables which

measure the state of the economy; in other reaction functions, monthly money

growth does not respond to the same state-of-the-economy measures but does

respond to signals from the Administration. Further evidence suggests that

the SAFER index is Granger-causal with respect to the money supply.

The Administration's Influence

A consensus is emerging in the monetary policy literature which rejects as

mythic the belief that the Federal Reserve is an independent, politically

neutral institution. Instead, the consensus is that, while it gives the Fed

leeway, the Administration can obtain the monetary policy actions that it

desires, e.g., Auerbach (1985), Beck (1986), Friedman (1982), Brunner (1981),

Poole (1985), Wooley (1985), Lombra and Moran (1980) and Weintraub (1978).

Support for this conjecture has arisen from several areas of monetary policy

research.

The first area is the theory of the political business cycle (PBC), e.g.,

Tufte (1978), McCrae (1977), Nordhaus (1975) and Hibbs (1980). Although

falsified in its narrow form, e.g., Abrams et al., (1983), Golden and Poterba

(1980), Laney and Willett (1983), Luckett and Potts (1980) and Wooley (1984),

PBC theory has provided a powerful impetus to the development of broader

models that link monetary policy to fiscal policy and interest rate stability,

e.g., Laney and Willett (1983), and to the production of expected votes through

income redistribution and monetary surprises, e.g., Havrilesky (1987). There

85-120 0 - 88 - 4
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is empirical support for these broader models. The PBC view tacitly assumes

that the vote-producing benefits to the Administration from periodic

manipulation of the macroeconomy are formidable and that the implicit costs of

influencing Fed officials are quite low. Costs are low because there are

frequent, close contacts between Administration officials, who understand the

technical aspects of monetary pc,:icy, and Federal Reserve leaders.

A second area of support for the belief that the Administration

fundamentally can control monetary policy arises from reaction function studies

which disclose significant shifts in monetary policy associated with changes in

Administrations, e.g., Abrams et al. (1980), Beck (1984), Friedlaender (1973),

Froyen (1974), and Havrilesky, Sapp and Schweitzer (1975), and changes in the

political party of the Presidency, e.g., Havrilesky (1987).

A third area of support emanates from recent work which suggests that

even when the Central Bank disagrees with the Administration it must

eventually yield because it can impose few costs on the Administration. Thus,

Federal Reserve "independence" merely imparts a slippage (in the form of a

lag) to the Administration's monetary policy, e.g., Frey and Schneider (1981).

This view is generally consistent with a fourth strand in the monetary

policy literature - certain models of the Federal Reserve as a bureaucracy.

Because the Federal Reserve was formed as a quasi-public organization it has

been able to develop a supportive constituency in the financial services

industry, sometimes through the Federal Advisory Council, sometimes through

the directorates of Federal Reserve Banks, Havrilesky (1986), but often

through less formal linkages. Therefore, when the Federal Reserve leadership

disagrees with the Administration over monetary policy, it may be allowed

enough leeway to create slippages such as the aforementioned monetary policy

lag or on occasion even to.defy the President; for example, the Fed once
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raised the discount rate despite Lyndon Johnson's vehement opposition.

Nevertheless, unless the Administration is confused by internal dissention,

weakened by crises, and/or in a lame duck position Federal Reserve officials

cannot afford to persist in such disagreements. To do so would jeopardize the

System's budgetary autonomy and supervisory authority. Of course, in exchange

for these privileges the Federal Reserve must serve alternately as the

Administration's whipping boy for macroeconomic misfortunes and as its sound

money oracle, ceremoniously warning the Oval Office not to succumb to

pressures for lower interest rates. Kane (1984) describes the former role of

the Federal Reserve in its relationship to Congress. The latter role,

especially apparent in the public pronouncements of Federal Reserve Chairmen

in recent decades, helps the Federal Reserve legitimate its nonpartisan image

and extend its influence. It also allows the Administration an excuse to

avoid responding to perennial demands for easy money and enables the Fed to

engage periodically in monetary surprises which manipulate the real economy.

Of course, sound money posturing requires that the Fed ba k it up with

investment in reputation-building intervals of steady money growth. These

intervals are likely to occur when Administration pressures on monetary policy

are insignificant, as in the 1985-1986 period.
1

A fifth source for the belief that the Administration exerts close

control over monetary policy is descriptions of Fed acquiescence to the

Administration. Robert Weintraub (1978) and Robert Auerbach (1985) provide

historical accountings of switches in monetary policy that coincided with the

expressed desires of the Administration. Their overviews are corroborated by

numerous first-hand accounts. For example, ex-Federal Reserve Chairman

William McChesney Martin, who served as Fed boss longer than anyone else,

openly admits to successful Presidential influence on Fed policymaking. In
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one case, ABC (1982), Martin tells how the Fed postponed a boost in the

discount rate because of the urgings of President Lyndon Johnson prior to his

gall bladder operation. As another example, Sanford Borins (1972) asked FOHC

staff members whether the Committee would allow a faster rate of money supply

growth in response to a hypothetical phone call from President Nixon and was

told that ". . . the FOMC would go along." Moreover, former Federal Reserve

Governor Sherman Maisel contends that the Nixon White House successfully

pressured the Fed to produce a boom before the 1972 election, Maisel (1973).

This story has been dramatically told by Sanford Rose (1972), corroborated in

detail by Maxwell Newton (1985), but contested by others. As another example,

John Wooley (1984) has produced a memo from former CEA chairman Gardner Ackley

to President Johnson concerning the appropriate FOMC member to lobby in order

to prevent tighter monetary policy. As yet another example, Maxwell Newton

(1985) provides detailed opinions of prominent first hand observers regarding

Paul Volcker's and Arthur Burns' proclivity for following Administration

orders.

A rich accounting of Federal Reserve-White House interaction is found in

the recent book by William Greider (1988). It brims with interviews of Fed

officials and staffers, Administration leaders, and leading Congresspersons.

One example of Federal Reserve catering to Oval Office desires is an internal

memorandum to Arthur Burns suggesting that he not publicly criticize the

Carter Administration (at a time when he was promoting monetary ease in order

to curry sufficient favor to win reappointment), p. 346. Another example is

the disclosure by Fed employees that FOMC members regularly discussed

political pressures during lunch breaks in order to keep them off the record,

p. 390, even though Federal Reserve officials are careful to appear

nonpolitical in public utterances, pp. 214-215. Greider also reports in
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detail how Reagan Administration officials placed so much pressure on the Fed

in 1981 and 1982. pp. 360-390, that it prompted Lawrence Kudlow of OMB to

remark "it's almost like Volcker taking an opinion poll of what the

Administration wanted,"p. 477. Conversely, Greider also presents evidence of

the Fed's ability to resist White House influence when the Administration is

weak and/or irresolute, as it appears to have been during the last desultory

year of the embattled Carter Administration, pp. 119-122 and 214-217, as well

as in mid-1984 when the Reagan camp was badly split on the desired direction

for monetary policy, pp. 605-640.

The Influence of Congress

In contrast to the view that the Administration holds the policy reins,

many researchers do not believe that Congress is effectively involved in

directing monetary policy, e.g., Pierce (1978), Weintraub (1978), and Wooley

(1985). While a reciprocity exists between Congress and the Fed similar to

that between the executive branch and the Fed (the Fed serves as Congress's

whipping boy and sound money oracle in exchange for assurance of continued Fed

privileges), most analysts now argue that, while there is some Congressional

influence, members of Congress, unlike the President, have little incentive to

control monetary policy effectively and continually. The expected vote-

producing benefits from an individual Congressperson's involvement in monetary

policy are quite limited because monetary policy does not redistribute income

as overtly as alternative, e.g., pork-barreling, activities, Wooley (1985).

The costs of involvement to individual Congresspersons are high because

monetary policy issues are often technical and direct communication with

System officials is difficult, usually depending on infrequent oversight
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hearings, sporadic bills to modify Fed powers and dictate Fed targets and rare

direct consultation with Fed leaders. Thus, even though Congress possesses

the legal authority to control monetary policy, a power surpassed by no other

legislative body in the world, it lacks the incentive to do so. Consequently,

Administration influence has the dominant influence in this area. For

example, William Greider reports that in 1981 and early 1982, when pressed for

easier money by Congressional leaders Howard Baker and Jack Kemp and for

tighter money by the Administration, the Fed went along with the latter,

Greider 91988), pp. 426-445, 470-478.

The SAFER Index

Overt visible actions of the Administration to influence monetary policy

are too sporadic to serve by themselves as the basis for an index of signaling

from the Administration to the Federal Reserve. Presidential appointments and

reappointments to the Board of Governors are important and consistent with the

thesis advanced in this paper (Kane, 1987) but infrequent. Impending

Presidential vetoes of bills that would extend or limit Federal Reserve powers

are also noteworthy but, again, occur too infrequently.

In contrast the Administration has ample opportunity to direct monetary

policy on a far less overt level. Meetings between Administration and Federal

Reserve officials occur regularly and are a matter of public record. For

example, the Chairman of the Board of Governors attends luncheons at the

Treasury every Wednesday, and there are frequent exchanges between the senior

staff of Economic Advisors and the Office of Management and the Budget.2 In

addition to these formal encounters, Washington veterans attest to a great

deal of informal contact between Administration and Fed leaders at social and
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professional functions.

While there is undoubtedly a good deal of give-and-take in formal and

informal exchanges, the consensus amongst researchers is that top

Administration officials can have their way if need be. For example, in his

regular meetings with the Council of Economic Advisers the Federal Reserve's

Staff Director for Monetary Policy customarily grants the Council access to

the Fed's Blue Book.

Of course, the exact content of these direct communications is seldom

explicitly revealed because to do so would make the Fed appear partisan and

thereby erode its legitimacy. Nevertheless, it is realistic to assume that

the essence of the Administration's intentions regarding monetary policy are

regularly captured in the financial press.

The index of signaling from the Administration to the Federal Reserve

(SAFER) is premised on the notion that the financial press efficiently

extracts, assembles, digests, and disseminates with little bias on average the

content of exchanges between the Administration and the Federal Reserve. We

assume that all monetary policy information from these exchanges that is of

value to market participants will systematically appear in the financial

press. Specifically, we assume that the policy content of communications from

the Administration to the Federal Reserve is extracted (with a lag) by press

personnel from subsequent speeches, news conferences, press releases,

interviews, leaks, etc., and is reliably reported in the press.

While this assumption should seem intuitively reasonable, it is not

directly testable because the raw data, the content of every speech, every

press conference, etc., are unavailable. However, our belief that the press

is reliable is supported by the behavior of the Chairman of the Board of

Governors, At the start of every working day, Federal Reserve librarians were
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required to deliver for review to Chairman Volcker copies of all the morning's

news items which mention the Federal Reserve.

For the period from September 1, 1979, to December 31, 1984, a search was

conducted in the Wall Street Journal. While signaling took place prior to

this period, Weintraub (1978) and Auerbach (1985), it was chosen because it

conforms to the period of Fed emphasis on the monetary aggregates and of

apparent Administration sensitivity to Fed policy, Greider (1988). Use of

this period reduces the need to employ the Federal funds rate or marginal

reserve measures. The 1985-86 period was not included because it was marked

by a dearth of signaling.
3

Articles were retrieved which mentioned the views of the Administration

on monetary policy, whether they emanated from a particular department, a

particular individual, or simply were said to come from "Administration

sources.' Not all pieces could be evaluated as to whether they came from

speeches, releases, interviews, news leaks, etc. Each article was categorized

as to whether it signaled a desire for monetary ease, monetary tightness, or

no change. An article expressing an interest in monetary ease was counted as

+1; an article expressing a desire for monetary tightness was counted -1; all

other articles were counted as zero. The simple sum of pluses and minuses for

each week constitutes the SAFER index. Other arithmetical forms were not

tried. The index is, thus, viewed as an inobtrusive, epiphenomenal measure of

communication that has bee occurring directly.

The construction of the index was a fairly labor-intensive undertaking.

Five research assistants were each assigned a year and scanned microfiche

copies of each Wall Street Journal in that year, using the Journal's "What's

News" digest as a guide, and reading all columns and editorials. All articles

that mentioned the Administration's views on monetary policy were copied. As
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a check, a sixth research assistant later independently made another pass

through several months of the same microfiche copies in each year and also

selected qualifying articles. The failure of any assistant to extract

qualifying news items in the first pass was negligible.

Each assistant evaluated his or her set of articles according to the +1,

-1, 0 weighting scheme. The author then independently read and evaluated each

article. Except for one overzealous research assistant who imputed an

excessive number of non-zero weights to news items based on hindsight

knowledge of the economic environment of the time, the author disagreed with

the initial researchers' selection of weights in fewer than one out of one

hundred news items.

Signals and the Money Supply

The first use of the index was to estimate its influence over the weekly

money supply initially announced by the Federal Reserve.
4

Because the well-

known lag in controlling the narrow money stock probably exceeds the lag in

the index's capturing the policy content of actual communications, simple sums

of the SAFER index for one to four preceding weeks were used as explanatory

variables in ordinary least squares regressions. In addition, various schemes

which assigned more weight to the most recent week's signals were tried. The

results were all quite similar but the measure that generated the best results

was a simple three week sum (SAFER). (In a later section of this paper

monthly data are employed in capturing the effect of the cumulative signaling

index for a month on monthly money growth.) Even though there is considerable

randomness in the weekly money series, much of its movement is autocorrelated

and taken care of by the lagged dependent variable. Where Me is the narrow
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money supply reported at the end of the third week, tce result was:

Mt - 1.9617 + 0.9972 MX-I + 0.3339 (SAFER3) (1)

(1.3237) (312.696) (3.0161)

UFE - 274 DW - 2.5531 R - .9975

where t-statistics are in parentheses. These results suggest a non-trivial

impact of signaling on money growth. Because the estimated parameter in

equation (I) is close co one, the 4c series is "close to heing nonstationary

and the R2 and standard errors are misleading. Expressing the dependent

variable as a first difference, the result was:

Mr. Mr. 0.6493 + 0.3040 SAFER3 (1)

(3.8432) (2.8825)

DFE - 274 DW = 2.55 R - .03

This result indicates that the marginal effect of one index signal urging

monetary ease would have been to increase the change in the money stock by

S304 million over what it would have been for the week. The low R2 indicates

that little of the change in money is explained by SAFER. This is probably

because in 194 of the 276 weeks of observations the index had a value of zero.

When the Federal funds rate was used as the dependent variable the result

was:

i- 12.3329 - 0.8889 SAFZR3 (1)
(68.5167) (-7.8420)

DF_- - 272 OW - 1.12 R2 _ .18

This result indicates that one index signal urging monetary ease would
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decrease the Federal funds rate by .8S89 of a percentage point over what it

would have been for the week.

When a similar index of signals from Congress to the Federal Reserve

(SCFER) was constructed and included in the preceding equation, the result

was:

I 1.5131 + 0.9983 + 0.3299 (SAFER3) - 0.2611 (SCFER3) (2)

(0.9837) (295.554) (2.9799) (-1.0832)

-2
DFE - 273 DW - 2.5615 R - .9975.

The t-statistics indicate that the coefficient for Administration signaling is

significant aC the .005 level while the coefficient for Congressional

signaling is not significant. Expressing the dependent variable as a first

difference yields:

Mt - M = 1 0.7758 + 0.3141 SAFER3 - 0.2997 SCFER3 (2')

(3.9977) (2.9742) (-1.3189)

DFE - 274 D4 - 2.56 R2 .04

Of course, this result cannot refute the possibility that Congress might

direct the Federal Reserve without overt signaling because the Fed learns

abou: Congressional desires in some other way, Lombra and Mhoran (1982).

However, we can only speculate about the nature of such communications. The

results do not falsify the emerging view in the monetary policy literature

thrt the Administration actually di:ec:s but the Congress exerts no effective,

regular influence on monetary policy.
5

Separate tes:s were conducted for the Car:er and ReaGan administra2ions

as subsets of the overall sample. The results were very similar to chose

reported in equarions (1), (1'), (2) and (2'). This suggests thac for the
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sample period Federal Reserve responses to Administration signaling did not

change across the two Administrations.

Separate tests were also conducted to determine whether the money supply

was more responsive to signals from the Treasury Department (SAFER3T), the

Council of Economic Advisers (SAFER3E), the i'resident (SAFER3P), and

unidentified Administration sources (SAFER3U). The result was:

-4 1.8156 + 0.9974 .ltI + 0.35326 (SAFEK3T)

(1.2533) (319.52) (2.1584)

+ 0.4772 (SAFER3E) + 0.3503 (SAFER3P) + 0.9870 (SAFER3U) (3)

(1.4281) (1.1372) (2.2636)

DFE - 272 DW - 2.758 R2 = .9975.

The coefficient for signals from the President is insignificant; the

coefficient for signals from the Council are marginally significant; the

coefficients for responses to signals from the Treasury and from unidentified

Administration sources are significant at the .025 level with the latter

estimate being significantly larger than the other coefficients. :4y

conjecture regarding :hese results is thaz signals from technical advisers and

specialists in Treasury and elsewhere precede and therefore carry more weight

than signals from the Oval Office (also see .n. 2). The latter of:en may

simply reaffirm the former. Expressing the dependent variable as a first

difference gives:
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M -1 - 0.6286 + 0.3254 (SAFER3T) + 0.463S (SAFER3E)
t (3.7140) (2.U331) (I.3905)

+ 0.3216 (SAFER3P) + 0.9517 (SAFER3U) (3)

(1.0513) (2.1946)

lIFE - 273 114 - 2.58 2 - .04

One of the shortcomings of the preceding regressions is that the simple

sum of signals nay not capture the varying strength of individual signals and

hence the productivity of potential Fed responses to them. Conjectural

attempts to measure signal strength by weighting the importance of each news

item by its size, position or by whether it was an editorial, a by-line, a

regular feature, or an ordinary item did not improve the empirical results.

Another conjecture was chat the current overall level of Presidential

popularity indicates the importance of the monetary authority's response to

signals from the Administration; the lower the President's popularity, the

stronger should be the measured Fed response to the index. To test this, the

product of the SAFER3 index and the latest value of the Presidential

popularity poll were used to explain week-ending values of the narrow money

supply. The result was:

ME - 1.8099 + 0.9974 Y,:-I + 0.0087 (SAFER3 x POLLS) (4)

(1.2445) (318.553) (3.310)

DFE = 274 DW' - 2.56 i2 9 995

where POLLS is the percentage of those polled who disapprove of the job the

President is doing. The test statistics are similar to those reported for

equa-ion (I). The error nean squared is slightly lover -or :his equation.

Expressing the dependent variable as a first difference yields:
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Mr - Mt- - 0. 6326 + 0.0Jt2 (AS YE3 P POLLS) (4a)

(3.7541) (3.2104)

DFE - 275 DW - 2.56 IC - .04

These results and the results using POLLS in the next section, while not

conclusive, do not falsify the conjecture chat the higher the disapproval

rating received by the Presidenc the stronger the monetary policy response to

signals from the Administration to the Federal Reserve. (When the sample was

divided between the Carter and Reagan Administrations the resulting equations

were very similar.)

Reaction Functions

The SAFER index was then employed as a dependent variable in a monetary

policy reaction function. The standard linear reaction function may be

derived under the assumption chat the policymaker maximizes the expected value

of a quadratic loss function containing forecasted values of state-of-the-

economy variables which are linear functions of predetermined variables in the

struccure.6 The use of forecasts, explained below, is superior to the use of

actual values of stace-of-the-economy variables because it reflects the

widespread observation that the Adcministra:ion seems co be most concerned

about the contemporaneous state of the economy. Under this condition

unemployment and inflation must enter as forecasted variables because actual

values are available only after a one-month lag. In contrast, the interest

rate can enter as an actual value because these data are available

concemporaneously. The use of forecas:ed values also diminishes the reverse

causality problem wherein the dependent variable could conceivably interact

with.realized values of the stare-of-the-economy variables.
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In the present studv the reaction function is written as:

(SAFER) -ao + aP + a2 A1t + ait + E 
(5)

where che dependent variable is the monthly total of the signaling index, i;

is the forecast for the rate of inflation for month t, b~U is the forecast for

the change in the rate of unemployment between time t an- time t-1, ti is the

actual change in the nominal interest rate between time t and time t-1, and Et

is a stochastic error term. Even though our hypothesis indicates monetary

policy responses to Administration signals over shorter time intervals than a

month, in our reaction functions we were forced to employ monthly time series

because price level and unemployment data are only available on a monthly

basis.

The unemployment race enters as a first difference rather than a level

because trends in the level and in the natural unemployment rate are not a

focus of great concern and are not readily affected by monetary policy.

Therefore, unlike changes in the rate, they should not produce a signal. The

interest rate enters as a first difference rather than a level since over

fairly long time periods such as the one employed in this study lobbying

groups typically pressure the Administration because of interest rate changes

rather than interes: rate levels.

Reaction function studies, such as ours, which assume chac the

policy-maker is responsive to measures of the con:emporaneous state of the

economy and which employ monthly data imply a short (one month) time horizon

in which -he policymaker forecas-s unenployment and inflation. Ex:ension to a

framework of mulciperiod forecasts is simple enough but imputes an unrealistic

degree of foresight to the policymaker, in our case the Administration. In



108

addition, nultiperiod forecasts give rise to the problem of nmulticollinearity

among forecast values in different future periods.7

Our forecasting setup is conceptually straightforward. Signals from the

Administracion to the Federal Reserve are snale under conditions of imperfect

information. Forecasts which condition policy actions are assumed to be made

consistently. Our specification is autoregressive, consisting of two lagged

values of the state variable. Forecasts generated in this way correspond to

authoritative descriptions of the way sone policymakers actually forecast,

Pierce (1974) and Lombra and Torto (1976), and, in empirical work, typically

do as well as forecasts employing a broader information set, Abrams, Froyen

and Wand (1980) and (1983). By construction, the forecasts (instrumental

variables) are orthogonal to the estimated residuals in equation (5) and the

estimates will he consistent. A two-period 13g specification was selected

because the standard errors adjusted for degrees of freedom do not improve

when additional lags are introduced. A separate regression was estimated for

each month of the September 1979-December 1984 period using observations for

the previous 24 months. The estimated coefficients for each month were then

used to compute forecast values for each month. These were then employed in

estimating the reaction function. The result was:

(SA-r-R) 1.2436 - 0.5842 Lit - 1.7380 aU - 16.2554 P (6)

(2.2656) (-2.4628) (-1.3852) (-2.4053)

D; = 1.68- 4 DF - 58 R - .21.

Forecasted i>nf-la:ion and actual interest rate changes exert estima:ed inpac:s

on monetary policy signals which are significant at the .01 level, while

forecasted changes in unemployment do not.8 The negative sign on the interest
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rate coefficient presents somewhat of a problem. It may reflect the imnpacc of

contemporaneous changes in inflation on nominal rates and on signaling. In

addition, this negative reaction say also arise if Administration officials

are sensitive to changes in short-term ex DoSt real interest rates. The

latter tend co vary inversely with changes in short-term nominal inceresc

rates. When forecasted changes in the interesc rate are employed, the

coefficient remains statistically significant (see n. 7). The lack of

significance for the unemploymenc coefficient conforms to many previous

reaction function studies which used monetary aggregates as dependent

variables, e.g., Wood (1967), Christian (1968), Black (1985) and Iavrilesky

(1987).

Causality

The preceding results may appear vulnerable to the criticism chat

monetary policy reactions to state-of-the-economy variables may be correlated

with Administration signals to the Fed because they are both responding to the

same state-of-the-economy variables. To test for chis the same s:ote-of-che-

econony variables in equation (6) were used in a reaction function with the

narrow coney supply's monthly growth race as the dependent variable. The

result was

iI - 0.1036 - 0.0076 Li + 0.0300 iU - 0.3919 P_

(3.5325) (-0.6032) (0.5138) (-1.087b) (7)

D.: - 2.33 DF_ = 58 '. = .0'.

The estimates for the change-in-the-interest rate, the forecasted change-in-

unemployment, and the forecasted inflation variables are no: statistically
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significant.

The forecast of the percentage of those who disapprove of the job the

President is doing (POLLS) was added as an explanatory variable because of its

plausible role in explazining the expected vote-producing potential of monetary

policy, independently of SAFER, because the Federal Reserve miight respond to

the forecasted political climate without waiting for signals from the

Administration (see n. 9). The result was:

At - 0.0150 - 0.0096 Lic + 0.0256 LUe - 0.3777 i' + 0.0021 POLLS (.)

(0.1 897) (-0.7540) (0.4378) (-1.0516) (1.2026)

DFE - 57 014 = 2.31 R- = .06

None of the estimates are statistically significant.

When the SAFER index was added as an explanatory variable, the result Vas

iM: - 0.0061 - 0.0026 oi + 0.0463 hU - 0.1876 P

(0.9379) (-0.1968)t (0.7888) (-0.5065)
(9)

+ 0.0019 POLLS + 0.0118 SAFER

(1.1428) (1.7116) t

DW - 2.28 DFE 55 R .11.

Neiche: the s:s:e-of-the-economy nor :he forecasted polls variables are

statistically significant but the signaling index is signi-icant at the .10

level. Given our attempt to include the key variables that have long been

widely regarded as influencing money grov:h and ;he pe:sistence o. a

significanc influence of the SAF--ER variable and its additional explanatory

power even with monthly data, it is difficult 
to deny its robustness.9 At a



ill

minimum these results indicace that the Fed is not respon.ding to the same

state vector that prompts Mininistration signals. 4oreo'er, they do not

falsify our conjecture chat the Federal Reserve is responding co signals from

the Administration. Whether signaling is robust across a wide variety of

reaction functions is, perhaps, an interesting suhject for fitire research.

As indicated earlier, contemporaneous monthly dnca are noc appropriate

for capturing the link between money and signaling. Indeed, Chart I suggests

a correspondence between monthly values of the signaling i.dex and monthly

money growth after a shorc lag. IINSERT CHART I ABOUT HERE.| Therefore, to

further corroborace the predictive power of the signaling variable a test for

Granger causality was performed using weekly data.10 Two basic regressions

were run with the currenc money supply as the dependent variahle, one with the

lagged values of the dependenc variable as arguments, the second with the

lagged values of the dependent variable and the lagged values of the signaling

variable, SAFER3, as arguments. Distributed lags of 8, 16, 26 and 52 weeks

were tried. In all cases the test statistic exceeded the F statistic at the

.01 level. The results indicate char Administration signals to the Federal

Reserve are Granger causal over the sample period. This further supports the

conjecture that :he Federal Reserve was responding to signals from the

Administration, rather than both the Fef and the Adninistration responding to

the same developments.

Concluding Comnent

This paper develops an index of monezary policy signaling from the

Adm.inistra:ion to the Federal Reserve. Tne index is a sicple weekly suM of

:he nuber of W'all Street Journal articles which indicate that the
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Administration desires easier (-I) or tighter (-1) monetary policy. Fur the

period from September 1, 1979, to December 31. 1984, the cumulative three week

totals of the signaling index help to explain the narrow money supply at the

end of the third week. In 1485 and 1986 there was a1 palpable dearth of this

type of signaling. A similar index of signals from the Congress to the

Federal Reserve has no effect on the weekly money supply. This corroborates

the emerging belief in the monetary policy literature that the Administration

and not Congress effectively directs monetary policy. When the index is

disaggregated into signals from the Treasury, the Council of Economic

Advisors, the President and unidentified sources, only signals from the

Treasury and from unidentified sources have a statistically significant impact

on weekly money. In related regressions, the narrow money supply is also

shown to be sensitive to a measure of their expected vote-producing effect,

?residential popularity polls. In estimated reaction functions the signaling

index was responsive in contemporaneous changes in interest rates and

forecasted inflation. Tests suggest that the Federal Reserve is responding to

Administration signals and their vote-producing capacity, as measured by

Presidential popularity polls (rather than directly to the same measures of

the state of the economy that motivate Administration signaling). Granger

causality from the signals to the money supply is indicated.

of course, the results do not purport to explain everything to which

Administration signaling, monetary policy or both respond. The rather

ingenuous case is made here that they react to the forecasted macroeconomic

strects of exogenous supply or demand shocks. In addition to these

conventional arguments, one would also want to consider the response of

signaling and monetary policy to the effects of these .macroeconomic

percurbations on the de facto solvency of regulated depository institutions
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and on the distribution of credit (loana2le funds) to certain sectors. A

reasonable case can also be presented that Administration signaling and

monetary policy respond to the expected vote-reducing macroeconomic effects of

fiscal (income redistribution) policy, Havrilesky (1967). RegArdless of their

ultimate causes, the present paper indicates that changes in eonetary policy

no longer be modeled independently of political and economic forces bearing on

Administrations.
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Footnotes

My gratitude goes to Nathaniel Beck, Richard Froyen, Milton Friedman, John

Geweke, George Kaufman, Ray Lombra, Charles Plosser, Dudley Wallace and Roy

Weintraub and two referees for this Journal for helpful comments and to Jon

Blank, Ed Mitchell, Matt Bernstein, Tom Opdycke, Lisa Herskowitz, Tim Miller,

and Steve Rosen for research assistance. I alone am responsible for error.

1The credibility problem is the focus of a growing body of literature that

explains monetary surprises on the basis of a Kydland-Prescott game between

the Federal Reserve and wage setters, Barro and Gordon (1983), with and

without private shocks, Canzoneri (1985). Critics find such resolutions of

the credibility/surprise problem too simple for these types of model to be

taken seriously as explanations of frequently observed inflationary

breakdowns, Taylor (1983).

The present paper would suggest a restructuring of the problem based on a

signal-dependent Federal Reserve whose bureaucratic self-preservation depends

on its investing in its own sound-money reputation. This is more likely to

occur when signaling is weak or ambiguous. One might reasonably expect weak

or ambiguous signaling to take place in times when the Administration itself

is factured and/or irresolute on monetary policy matters, in non-election

years, during periods when the economy is relatively healthy, and, finally,

during periods when the FOMC can be trusted to carry out Administration

desires without explicit directions. For example, signaling was not

particularly prominent in 1985 and 1986 (see n. 3).
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2
Many observers believe that Treasury's role in these communications is the

dominant one, particularly since Treasury's Undersecretary for Monetary

Affairs for the past thirty-five years has been a person with considerable

experience at the Federal Reserve. See, for example, Newton (1985). This

conjecture is tested below.

3In the fifteen month period from January 1, 1985, to April 1, 1986, seven

months had no signaling at all. For this period the standard deviation of the

SAFER index was only .700 compared to 2.^39 for the sample period. Beginning

in May 1985 the financial press reported that the Reagan administration had

adopted a "hands off" attitude toward monetary policy and required its more

vociferous monetary specialists to conform to it. A combination of three

explanations of this dearth of signaling seems tenable. First, Reagan's

phalanx of new "supply side" appointees may have effected such a trustworthy

unified force within the FOMC as to make overt signaling unnecessary. Second,

three years of sustained economic recovery combined with low inflation may

have reduced the White House's need to signal. Third, the Administration may

have found that conflicts with the burgeoning Volcker Legend were becoming too -

costly, especially at times when the Administration itself was badly divided

on monetary policy matters. Future research involving signaling should be

sensitive to the conditions which inhibit it (see n. 1).

4~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~

"There have been notable attempts to measure monetary policy actions with

indexes of the ease and rightness of monthly Federal Open Market Committee

(FONC) directives, BSunner and Meitzer (1964) and Luckett and Potts (1980).

(Similar indexes take into account dissenting FOMC votes on these directives,

Puckett (1984) and Gildea (1985).) In an attempt to gauge the importance of



116

these formal FOMC statements, we regressed an index of monthly FOMC directives

(where +1 measured a change toward ease, -1 measured a change toward

tightness, and zero measured no change in the directive) against the SAFER

index, as an explanatory variable. The estimated coefficient was not

statistically significant, even after a one month lag. In other OLS

regressions, this index of FOMC directives, entering as an explanatory

variable, did not have a statistically significant positive impact on month-

ending values of any of the monetary aggregates, even after a one month lag.

Therefore, even though a monthly index of FOMC directives has been reported to

respond to variables which measure the state of the economy, and even though

these results are interesting because they reflect official Federal Reserve

sentiment, Luckett and Potts (1980), our findings warrant skepticism regarding

the importance of indexes of formal monthly FOMC directives in the actual

transmission of monetary policy decisions to the monetary aggregates. As

Brunner and Meltzer (1964) long ago pointed out, FOMC directives may simply

serve to intermittently reaffirm the Chairman's ongoing administration of

monetary policy (presumably with the advice and consent of the other FOMC

members) during the intermeeting period. Certainly, the palpable dearth of

dissent and widely reported power wielded by the Chairman in formulating the

directives, Wooley (1985), supports this view. These findings seem to warrant

further research on the meaning of FOMC directives and Committee votes which

dissent from these directives, Havrilesky and Schweitzer (1989) and Gildea

X1984).

5 Many researchers favor the use of the monetary base over the narrow money

supply as a measure of the stance of monetary policy. When the monetary base

(B) is used the result is:
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Bt - .43023 + 0.9993 Bte1 + 85.4797 SAFER3 - 72.1939 SCFER3

(0.4699) (190.8205) (1.4213) (-0.5007)

DFE - 245 DW - 2.411 K2 _ .9941

The estimate of the SAFER3 coefficient is only significant at the .10 level.

The superior performance of the money stock relative to the base is somewhat

of a puzzle since their movements are positively correlated and the latter is

more readily controllable by the Federal Reserve. However, their movements

are not perfectly correlated, the Administration was concerned about the money

supply (and not the base) over virtually the entire sample period, and the

money supply (and not the base) was an effective target for monetary policy

over much of the sample period.

In all cases use of seasonally adjusted versus non-seasonally adjusted

data makes virtually no difference in the results reported in this paper.

This eliminates the possibility that the three week sum, SAFER3, picks up

serial dependence in the money stock introduced by the adjustment process.

6
This procedure is outlined in many places, for example, Wood (1967) and

Abrams et al. (1983). Estimated reaction functions, such as those which

follow, are subject to a number of criticisms which are well-known in the

literature.

7To deal with this problem, we allow Administration signals to respond to

forecasts for future months. These forecasts were generated in the same way

as the current month forecasts, Using forecasts one month ahead, the result

was:
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(SAFER)t - 1.3968 - 0.3755 61t+l + 0.1663 At+l - 20.4182 (6')

(2.6943) (-1.9943) (0.1699) (-3.2045)

DFE - 58 DW - 1.7117 K2 _ .22

The change in the interest rate variable now properly enters as a forecast.

In this equation, both the forecasted change in the interest rate and

forecasted inflation coefficient remain negative and statistically

significant. In equations employing forecasts two months ahead only the

forecasted inflation variable has a statistically significant coefficient.

8
When the lagged money supply growth rate, Presidential popularity polls, and

lagged values of the dependent variable are included in this equation, their

estimated coefficients are insignificant and the sign and significance of the

other estimates do not change.

9
When the product of forecasted polls and signaling is entered as an

explanatory variable because, as discussed earlier, the importance of monetary

responses to signals from the Administration depends on their expected vote-

generating productivity, the result is:

- 0.08560 - 0.011 bit + 0.05574 U

(2.9648) (0.0851) (0.9753)

(9')

- 0.1728 P. + 0.0004 (SAFER x POtLS)

(-0.4892) (2.2918)

DFE - 56 DW - 2.24 K2 .12.
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The estimated coefficient of the product variable is significant at the .025

level.

100ur reaction functions employed monthly data only because weekly time series

on inflation and unemployment are not available. State-of-the-economy

variables were not included in Granger tests because they had no predictive

power in the estimated reaction functions when money growth was the dependent

variable.
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Senator SARBANES. Professor Hadjimichalakis, please proceed.

STATEMENT OF MICHAEL G. HADJIMICHALAKIS, ASSOCIATE
PROFESSOR OF ECONOMICS, UNIVERSITY OF WASHINGTON,
SEATTLE
Mr. HADJIMICHALAKIS. Mr. Chairman, members of the committee,

I shall concentrate my comments on the appropriate conduct of
monetary policy in 1988. It may be helpful to cast my comments in
the context of the Federal Reserve's record during the last 5 years
or so.

On the domestic front, the goal was, first, to move the economy
out of the severe 1982 recession; and, second, more recently, to
achieve a soft landing at the full-employment level of output, that
is, the level of output associated with nonaccelerating inflation.

One way to characterize the Fed's conduct of monetary policy is
to say that the Fed has been targeting velocity-indexed money
growth, which is money growth augmented by velocity growth. Of
course, the mirror image of velocity-indexed money growth is the
growth in nominal GNP.

For example, in 1983, 1985, and 1986, the narrow monetary ag-
gregate, Ml, experienced double-digit growth. But velocity growth
was negative in each of those years, so what appeared as excessive
money growth was tempered by negative velocity growth and the
economy did not overheat.

In 1987, the situation changed. The growth rates of all the mone-
tary aggregates slowed down considerably. Of course, Ml was being
ignored for misbehaving. During this year the conduct of monetary
policy was complicated by international considerations as the Fed,
from time to time, attempted to defend the dollar in foreign ex-
change markets. These considerations accounted partly for the slow
growth of the monetary aggregates in this year.

Nevertheless, on the domestic front, U.S. monetary policy was
successful in 1987. Nominal GNP growth and measures of other
real-sector magnitudes achieved acceptable levels. Slow money
growth did not result in economic slowdown because the negative
velocity growth of the earlier years was reversed in 1987 and veloc-
ity-indexed money growth was on track.

Now, let us look at the prospects for 1988. In particular, we want
to inquire whether the Fed should pursue a slow money growth
policy as it did in 1987, or whether it should loosen up. The answer
depends on whether we expect velocity growth to behave as it did
in 1987.

Can we reasonably expect such a scenario? While it is possible, I
think it is improbable. There are already forces in place that would
reduce rather than increase velocity growth. All of these forces are
due to uncertainty associated with the recent stock market crash.
First, the market crash has generated uncertainty about rates of
return on assets, about asset prices, and about wealth itself; and
also about expected incomes and about expected expenditure needs.
Such uncertainty usually steers investors toward more liquidity. In
technical terms, money demand will rise, which is tantamount to
saying that velocity will fall.
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It is clear, then, that under this scenario the Fed should increase
the provision of bank reserves if it hopes to prevent a slowdown in
the economy.

So far I have been telling the story in terms of velocity-indexed
money growth. This concept is a handy shorthand used by the Fed
and by academics to explain monetary policy. Because it is a short-
hand, however, it bypasses all the intricate linkages between
money and economic activity. But we know that there is no magi-
cal connection between velocity-indexed money growth and nomi-
nal GNP growth. That connection is through the marketplace; that
is, through the demand for goods and services and its components,
consumption, investment, government expenditure, and net ex-
ports. In the absence of deliberate expansionary monetary policy, I
expect the sum of the growth rates of these magnitudes to fall.
Why?

The recent reduction in stock market prices has reduced the
market valuation of existing U.S. plant and equipment-anywhere
from one-fifth to one-sixth of its precrash value. If the replacement
cost of plant and equipment is now the same as it was last October,
as it is reasonable to assume, then the ratio of market valuation
over replacement cost of plant and equipment-Professor Tobin's
"q'-must have fallen by roughly that much. Such a substantial
reduction in "q" portends a reduction in investment in plant and
equipment in the United States. And a sizable reduction in invest-
ment in plant and equipment will have ominous consequences for
the U.S. economy in the short run and even more so in the long
run.

In the short run, unless this expected reduction in investment
demand is matched by an equal increase in private consumption,
government expenditure, or net exports, we shall experience a re-
duction in aggregate demand and, hence, an economic slowdown.
This is precisely what we predicted a few minutes ago, using the
concept of velocity-indexed money growth.

Now, several questions arise. First, in the absence of looser mon-
etary policy, are there forces that will pick up the slack in aggre-
gate demand? I do not expect an increase in private consumption,
both because of the loss of wealth due to the stock market crash
and because of the high level of existing debt burden of the house-
hold sector. In addition, we cannot count on increased government
expenditure for reasons you know better than I do. This leaves net
exports. Can we count on net exports to pick up the entire slack
without the help of monetary policy? I very much doubt it.

The 40-percent decline in the value of the dollar over the last few
years has finally begun to bear fruit, with a sizable reduction in
the trade deficit in November 1987. But those gains can be counted
on in the future only if the dollar remains at the current level or if
it falls further.

In sum, higher domestic investment and higher net exports go
hand in hand, and both depend on a looser monetary policy.

Policies to increase domestic investment are important not only
for the short run but also for the long run. If we hope to pay off
our foreign debt without reducing our standard of living in the
future, we must have sufficient growth in real GNP. Hence, we
need increased productivity through technological progress, which
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is normally embodied in new plant and equipment. This is another,
even more important reason for a looser monetary policy in 1988.

Of course, conducting monetary policy under uncertainty comes
with the territory. What, then, if the advocated policy is wrong? I
will summarize some of the prepared statement and say that we
face two risks: either the economy will overheat, or we will face the
risk of recession.

I don't believe that there are forces in place that will cause a
permanent increase in inflation in the next year. All indications
are that we do not have that fear. However, the fear and the
danger of economic slowdown is more real and far greater.

In summary, the Federal Reserve is faced with a dilemma. If it is
inadvertently too generous in the provision of reserves, it runs the
risk of increasing inflation and rekindling inflationary expecta-
tions. If it follows too frugal a monetary policy, it risks a slowdown
or even a recession. Should the Fed, then, decide to err on the side
of fighting inflation or on the side of fighting recession? At this
point, we should recall a similar dilemma that the Fed faced in
1981. As 1981 unfolded, the monetary aggregates were given con-
flicting signals. The growth of Ml was below the Fed's target, while
the growth of the broader aggregates was above target. The Fed at
the time decided to ignore the contradictory signals emitted from
Ml and to consider the signals emitted from the broader aggre-
gates as too expansionary.

Thus, it embarked on a deliberate reduction in the growth of re-
serves. In other words, the Fed decided to err on the side of fight-
ing existing double-digit inflation. And err it did. The severity of
the recession in 1982 was unintended or, at least, not predicted by
the Fed. But that policy had the favorable effect of reducing the
rampant rate of inflation and, hence, of dampening inflationary ex-
pectations. In 1988, however, circumstances are different and do
not warrant such a policy.

I conclude with a brief summary of the rest of my prepared state-
ment which deals with some technical aspects of monetary policy.
We have already noted that the Fed has abandoned Ml targeting
because it has difficulties in either interpreting or controlling this
aggregate. On the other hand, the Fed has been rather successful
in controlling the broad aggregates, but only because deregula-
tion has reduced the longrun interest sensitivity of the broader
aggregates.

It turns out that targeting the broad aggregates in this new fi-
nancial environment makes the economy-that is, GNP, employ-
ment, et cetera-more vulnerable to financial sector shocks and
less vulnerable to real-sector shocks. Hence, in light of the recent
stock market crash, which is a financial sector shock, the Fed
should be encouraged to widen its target ranges for the broad ag-
gregates in 1988.

Thank you.
Senator SARBANEs. Thank you very much.
[The prepared statement of Mr. Hadjimichalakis follows:]
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PREPARED STATEMENT OF MICHAEL G. HADJIMICHALAKIS

Mr. Chairman, Members of the Committee.

It is my pleasure to appear before you and present my views

about the appropriate conduct of monetary policy in 1988. It

may be helpful to put my comments in the context of the Federal

Reserve's record during the last five years or so.

On the domestic front, the goal was, first, to move the

economy out of the severe 1982 recession and, second, more

recently, to achieve a soft landing at the full-employment level

of output - the level associated with non-accelerating inflation.

One way to characterize the Fed's conduct of monetary policy

is to say that the Fed has been targeting velocity-indexed money

growth, which is money growth augmented by velocity growth. Of

course, the mirror image of velocity-indexed money growth is the

growth in nominal GNP.

For example, in 1983, 1985, and 1986, the narrow monetary

aggregate. Ml, experienced double-digit growth. But velocity

growth was negative in each of those years, so what appeared as

excessive money growth was tempered by negative velocity growth,

and the economy did not overheat. That is, velocity-indexed

money growth and its counterpart, nominal GNP growth, fell within

(or near) the Fed's single-digit forecasting ranges for nominal

GNP growth. Velocity growth was also negative for the broad

monetary aggregates in each of those years.

In 1987 the situation changed. The growth rates of all the

monetary aggregates slowed considerably. (Of course, Ml was being

ignored for misbehaving: the Fed was paying more attention to the

broader aggregates.) During this year the conduct of monetary

policy was complicated by international considerations as the
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Fed, from time to time, attempted to defend the dollar in foreign

exchange markets. For example, in April and May the Fed

tightened up on the provision of reserves to the banking system

in order to stabilize the dollar. These considerations accounted

partly for the slow growth of the monetary aggregates.

Nevertheless, on the domestic front, U.S. monetary policy

was successful in 1987. Nominal GNP growth and measures of other

real-sector magnitudes achieved acceptable levels. Slow money

growth did not result in an economic slowdown. What was the

reason? Velocity growth, of course. The negative velocity

growth of the earlier years was reversed in 1987. And velocity-

indexed money growth was on track.

Now, let us look at the propspects for 1988. In particular,

we want to inquire whether the Fed should pursue a slow money-

growth policy, as it did in 1987, or whether it should loosen up.

The answer depends on whether we expect velocity growth to behave

as it did in 1987. If it does, the recent stance of monetary

policy is the correct one. In fact, some may argue it will kill

two birds with one stone. On the domestic front, reasonable

economic growth will continue. On the international front, the

rather economical provision of reserves will smoothen the fall of

the dollar by keeping interest rates higher than they would

otherwise be.

Can we reasonably expect such a scenario? While it is

possible, I think it is improbable. There are already forces in

place that would reduce rather than increase velocity growth.

All of these forces are due to uncertainty associated with the
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recent stock market crash. First, the market crash has

generated uncertainty about rates of return on assets and, hence,

about asset prices and wealth itself. Such uncertainty usually

steers investors toward more liquidity. In technical terms,

money demand will rise, which is tantamount to saying that

velocity will fall. Second, the market crash has created

uncertainty about both expected incomes and expected expenditure

needs, which also traditionally increases money demand and,

hence, reduces velocity. It is clear, then, that under this

scenario the Fed should increase the provision of bank reserves

if it hopes to prevent an economic slowdown.

So far, we have been telling our story in terms of velocity-

indexed money growth. This concept is a handy shorthand used by

the Fed and by academics to explain monetary policy. Because it

is a shorthand, it bypasses all the intricate linkages between

money and economic activity. But there is no magical connection

between velocity-indexed money growth and nominal GNP growth.

That connection is through the marketplace, that is, through the

demand for goods and services and its components, consumption,

investment, government expenditure, and net exports. In the

absence of deliberate expansionary monetary policy, I expect the

sum of the growth rates of these magnitudes to fall. Why? Much

has been said about government expenditure and private

consumption. I want to concentrate primarily on investment and

secondarily on net exports. It is here that the effects of the

recent stock market crash will be primarily felt - even if

consumption demand remains unaffected.

The recent reduction in stock market prices has reduced the
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market valuation of existing U.S. plant and equipment - anywhere

from one-fifth to one-sixth of its pre-crash value. If the

replacement cost of plant and equipment is now the same as it was

last October, as is reasonable to assume, then the ratio of

market valuation over replacement cost of plant and equipment -

Professor Tobin's "q" - must have fallen by roughly that much.

Such a substantial reduction in "q" portends a reduction in

investment in plant and equipment in the United States. The

reason is that a reduction in "q" means that it is relatively

cheaper to buy existing plant and equipment in the stock market

than to build new one. And a sizable reduction in investment in

plant and equipment will have ominous consequences for the U.S.

economy in the short run and, even more so, in the long run.

In the short run, unless this expected reduction in

investment demand is matched by an equal increase in private

consumption, government expenditure, or net exports, we shall

experience a reduction in aggregate demand and, hence, an

economic slowdown. This is precisely what we predicted a few

minutes ago, using the concept of velocity-indexed money growth.

Now, several questions arise. First, in the absence of looser

monetary policy, are there forces that will pick up the slack in

aggregate demand? I do not expect an increase in private

consumption, both because of the loss of wealth due to the stock

market crash and because of the high level of the existing debt

burden of the household sector. If anything, then, the slack will

be greater. In addition, we cannot count on increased government

expenditure for reasons you know better than I do. This leaves
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net exports. Can we count on net exports to pick up the entire

slack, without the help of monetary policy? I very much doubt

it.

The 40% decline in the value of the dollar over the last few

years has finally begun to bear fruit, with a sizable reduction

in the trade deficit in November 1987. Is that reason enough to

tighten monetary policy? I don't think so. On the contrary,

those gains can be counted on in the future only if the dollar

remains at its current level or if it falls further.

In sum, higher domestic investment and higher net exports go

hand in hand; and both depend on a looser monetary policy. Such

a policy will lower interest rates and increase the market

valuation of the existing stock of plant and equipment, thereby

working to offset the effect of the stock market crash on

investment; it will also make the dollar fall further, thereby

increasing our net exports. The increase in net exports will, in

turn, lead to an increase in investment in export-driven

industries. In fact, increases in plant and equipment are

taking place in these industries as a result of our falling trade

deficit.

Policies to increase domestic investment are important not

only for the short run but also for the long run. If we hope to

pay off our foreign debt without reducing our standard of living

in the future, we must have sufficient growth in real GNP.

Hence, we need increased productivity through tech'hological

progress, which is normally embodied in new plant and equipment.

This is another, even more important, reason for a looser

monetary policy in 1988.
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Of course, conducting monetary policy under uncertainty

comes with the territory. What, then, if the advocated policy is

wrong? That is, what are the consequences of the Fed's pursuit

of a more expansionary monetary policy than intended? If that is

the case, inflation will be higher than intended (the inflation

rate that would inevitably come out of a correct policy, other

things equal), both because of inadvertently increased domestic

demand and because of the fall in the dollar. Although inflation

will be higher than if the opposite policy is pursued, this does

not mean that we shall have permanently increased inflation.

For one, while an increase in inflation because of a decline in

the dollar is inevitable, other things equal, it is also

temporary. For another, there are no indications of widespread

shortages in factor markets that foretell a pickup in factor

costs and, hence, in prices, although the economy is currently

operating at high levels of capacity utilization. On the other

hand, the danger of economic slowdown is greater.

In summary, the Federal Reserve is faced with a dilemma. If

it is inadvertently too generous in the provision of reserves, it

runs the risk of increasing inflation and rekindling inflationary

expectations. If it follows too frugal a monetary policy, it

risks a slowdown or even a recession. Should the Fed, then,

decide to err on the side of fighting inflation or on the side of

fighting recession? At this point, we should recall a similar

dilemma that the Fed faced in 1981. As 1981 unfolded, the

monetary aggregates were giving conflicting signals. The growth

of Ml was below the Fed's target, while the growth of the broader
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aggregates was above target. The Fed at the time decided to

ignore the contractionary signals emitted from Ml and to consider

the signals emitted from the broader aggregates as too

expansionary. Thus, it embarked on a deliberate reduction in the

growth of reserves. In other words, the Fed decided to err on

the side of fighting the existing double-digit inflation. And

err it did. The severity of the recession in 1982 was unintended

or, at least, not predicted by the Fed. But that policy had the

favorable effect of reducing the rampant rate of inflation and,

hence, of dampening inflationary expectations. In 1988, however,

circumstances are different and do not warrant such a policy.

I conclude with some comments on technical aspects of the

conduct of monetary policy. We have already noted that the Fed

has ceased targeting Ml; it does not even announce a target

range, although it does monitor movements in Ml. The Fed

abandoned Ml because the two criteria for targeting an aggregate

- predictability of the link between the aggregate and economic

activity, that is, predictability of velocity, and

controllability of the aggregate - were not met in the climate of

ongoing deposit-rate deregulation. We must note here that with

the current rate-setting behavior of banks the interest-rate

sensitivity of Ml has increased. For these reasons, the Fed kept

modifying or ignoring its targets for Ml, and finally abandoned

them.

What about the broader aggregates? The Fed has bccn nore

successful in achieving targets for the broader monetary

aggregates, M2 and M3. But hitting targets for the broader

aggregates should not lull the Fed into thinking that it is
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necessarily pursuing the appropriate monetary policy. The chief

reason the Fed is more successful in achieving its target ranges

for the broader aggregates is the reduced long-run interest

sensitivity of these aggregates as a result of deregulation. it

is always difficult to move or displace a heavy object of little

mobility from its initial position. But there is no guarantee

that the object will always be found close to its desired

position.

Suppose that one of the broad aggregates is off its target.

To bring the aggregate back to target will require a substantial

change in interest rates, which must be engineered by substantial

changes in the provision of reserves to depository institutions -

definitely greater changes under deregulation than before.

Depending on the nature of the shock, such drastic movements in

interest rates may or may not be more deleterious to the economy.

If the monetary aggregate is off its target because of a

shock to the financial sector, the Fed's effort to bring the

aggregate back to target will hit the economy a lot harder than

before deregulation. In such a case, the greater change in

interest rates will manifest itself as a greater change in GNP

and employment. The combination of the new financial

environment and targeting the broad aggregates has made the

economy more vulnerable to financial-sector shocks.

On the other hand, if the displacement of the monetary

aggregate from its desired position was brought about by a shock

to the real sector of the economy, similar great changes in

interest rates will be internalized in the financial sector and
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the effect on real-sector variables will be smaller. Thus,

targeting the broad aggregates under the new financial

environment makes the economy less vulnerable to real-sector

shocks.

On the basis of this analysis, I think that the Fed's

judgmental policy of interpreting growth in all the monetary

aggregates in light of a spectrum of financial and real-sector

variables is prudent. Such a policy frees the Fed from the

straightjacket of rigid adherence to its target ranges for the

monetary aggregates, and allows it to interpret the growth of all

the aggregates in view of incoming information about the nature

of shocks to the economy. Because of recent shocks emanating

from the stock market, which are financial-sector shocks, the Fed

should be encouraged to widen its target ranges for the broad

monetary aggregates in 1988.
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Senator SARBANES. Gentlemen, thank you very much.
We have been joined by two of our colleagues, Congressman

Hawkins and Congressman Wiley, the ranking minority member. I
am going to defer to my colleagues. I think we will probably take
about 10 minutes each and have a quick round.

I just want to put a couple of questions before I yield to Senator
Proxmire.

Mr. Juster, I wanted to be sure of your table, table 1, of our pre-
pared statement. These are 1983 figures and I understand that
they are somewhat dated.

Mr. JUSTER. Correct.
Senator SARBANES. But 80 percent of households own no stock; is

that right?
Mr. JUSTER. That is correct.
Senator SARBANES. And 10 percent own stock valued up to

$5,000.
Mr. JUSTER. That is correct.
Senator SARBANES. And then on and on from there.
Mr. JUSTER. And four-tenths of 1 percent have half a million dol-

lars or more.
Senator SARBANES. I am not quite sure I follow the second table.

Could you explain that?
Mr. JUSTER. In the second table, the categories are not the size of

common stock holdings, but rather net worth categories. Net
worth, of course, is a combination of liquid assets, checking ac-
counts, savings accounts, common stock, business equity, equity in
real estate, equity in durable goods. So it is a much larger category
than the category in the first panel, which was just common stock.

What I have done in panel B is to ask the question: Given the
way net worth is distributed among American households in cate-
gories ranging from zero up to half a million or more, what is the
average size of common stock holdings for households in those net
worth categories?

What the table shows is that, to take the lowest number, if you
have no net worth or negative net worth, you have a very small
average amount, as one would expect, of common stock holdings-
$26. If you have very large amounts of net worth, half a million or
more-a category which includes a little less than 4 percent of the
U.S. population-the average amount of common stock you hold is
a little more than a quarter of a million dollars.

If you were to ask, how large is the average net worth in that
category, in other words, what fraction of it is common stock-
the table doesn't show that-the answer is something like about 15
percent.

Senator SARBANEs. Fifteen?
Mr. JUSTER. I believe the average net worth of households with

half a million or more of net worth is of the order of $1.9 million.
That is my recollection. I don't have that table with me. But a net
worth of several million dollars is the average for households with
half a million or more. Of that $1.9 million net worth, about a
quarter of a million is common stock.

So the point of the second table is to demonstrate that 80 percent
of the total common stock holdings are owned by households with
half a million dollars or more of net worth in the aggregate.
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Senator SARBANES. Let me be clear on that. In other words, for
households that have net worth of between a quarter of a million
and a half a million, the amount of that net worth, on the average,
that is in stock is--

Mr. JUSTER. Very small. It is about $20,000. The average net
worth in that category must be around $370,000 because they are
all between $250,000 and $500,000. So the average can't be very far
from $375,000. Less than about 5 percent is in the form of common
stock.

Many households with large amounts of net worth-this is some-
thing I didn't realize until I looked at these data very carefully-
don't have much common stock. The most common form of wealth
for U.S. consumers is housing.

But equity in owned business is a much larger number than
equity in common stockholdings in the U.S. economy among house-
holds. And I think I am right that equity in real estate besides
your own home-investment real estate-was a bigger number
than common stock.

The public probably has the impression that common stock and
wealth are almost overlapping. But most wealth of American
households is not common stock and never has been. Common
stock is a remarkably small percentage of wealth, and the discus-
sion that takes place in the financial press about wealth is often
misleading on that count.

Senator SARBANES. It is obviously very heavily concentrated at
very high wealth levels.

Mr. JUSTER. At very high wealth levels, and as panel C indicates,
at very high income levels.

Senator SARBANES. Could you explain that table?
Mr. JUSTER. All I have done is to take the same data on common

stock and relate stockownership to income.
What that table asks is: How much on the average is the

common stock holding of households in various income categories?
The biggest number there is the one indicating that if you have
more than $192,000 of annual income in 1982, you have on the av-
erage $816,000 worth of direct holdings of common stock.

It turns out that about half of the total of all common stock holdings
is owned by households with almost $200,000 of income. If you add
together the last two income categories, that is, households with
roughly over $100,000 of income, something like two-thirds of the
common stock is held by households in that category. And those
two sets of households, the last two, are only about 2 percent of the
households in the United States-those with incomes of roughly
over $100,000 in 1982.

So all of these tables were designed to provide different ways of
making the same point; that common stock holdings, direct
common stock holdings are very heavily concentrated among
households who have either very high income or very high wealth
or, typically, both. Often both.

Senator SARBANES. Thank you.
Mr. Wyss, I have one question on your chart in your prepared

statement, the one marked "Federal Expenditures and Receipts" as
a percent of GNP. Could you just elaborate on that a little bit?
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Mr. Wyss. The upper line, at least the line at the upper end is
the Federal expenditures taken on the national income accounts
basis as a percentage of gross national product. This says that in
1960, Federal expenditure accounted for about 19 percent of the
economy.

Today, or at least at the end of 1987, that percentage had risen
to about 23 percent. On the other hand, tax receipts plus a few
other odds and ends the Federal Government gets were also about
18 percent of the economy back in 1960. That percentage has
remained much more constant. It is currently running about 19
percent.

The open shading marks periods when the Federal Government
was running a deficit. The solid areas that you see are surpluses.

Senator SARBANES. All right.
We can't see the lines. But in the solid area is the expenditure.
Mr. Wyss. The lower line is the expenditure.
Senator SARBANES. And the receipts would have been the higher

line; is that correct?
Mr. Wyss. That is correct.
Senator SARBANES. But for this other period, take this last sec-

tion over here, the difference represents the deficit; is that correct?
Mr. Wyss. That is corrrect.
Senator SARBANES. Thank you.
Senator Proxmire.
Senator PROXMIRE. Mr. Juster, you made a strong case that the

household debt has not really significantly increased in relation-
ship to income and gross national product and so forth. It is up, but
not alarmingly.

Mr. JUSTER. Yes.
Senator PROXMIRE. I would quarrel with that, but let me get into

something else.
How about business debt? I notice that in 1955, which was a

fairly healthy average year, the business debt was $2.85 for every
dollar of earnings. Now it's not $2.85, it's not $3, it's not $4, it's not
$5; it's $9.

When you have that as the average business debt, it seems to me
that there must be tens of thousands of businesses in this country
that have $15 and $20 of debt for every dollar of earnings, and
therefore would be very vulnerable come a recession.

Mr. JUSTER. That is not an area that I know a great deal about. I
have the same impression you do; that businesses in the United
States are much more highly leveraged these days than they used
to be, and that shows up in terms of virtually every ratio of sales
or output or employment to some debt number.

Senator PROXMIRE. Let me just interrupt to say, doesn't that
suggest that there would be more insolvencies and so forth, come a
recession?

Mr. JUSTER. I think that is clear. About the only thing that I
know about that subject is if you have a very large amount of debt
and therefore a large amount of debt payments, it must mean that
if income goes down, if profits decline, that the business will have
troubles that it didn't used to have. That seems to me to be
definitionally true because those debt payments are fixed income
obligations.
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Senator PROXMIRE. Let me shift to another aspect of this, the
Federal debt that we all know is enormous, the deficit is enormous.
Mr. Kaufman, who is highly respected here in Washington, also in
New York and throughout the country, has said we can't afford an-
other recession because of our huge Federal deficits and the fact
that in the past we have had countercyclical fiscal policy which, of
course, has deliberately increased the deficits in times of recession
to try to balance and bring us out of it.

Isn't that also a matter of concern now? We are still running a
very, very high deficit. It was reduced sharply in 1987, but likely to
go up again in 1988. Come a recession, to what extent do you think
we are handicapped in following a countercyclical fiscal policy?

Mr. JUSTER. My view of that is that I don't think we are very
handicapped. The impact of recessions on deficits can be measured
by saying the deficit will grow by something of the order of $30 to
$40 billion for every point of unemployment. That is a well worked
through macro number.

Thus if you had a severe recession and you went up 3 percentage
points in the unemployment rate, which is quite a severe recession,
you would grow the deficit by about $90 billion. I don't see that as
a major problem. I am always willing to live with cyclical deficits,
and everybody else that I know is willing to live with them. That is
not the problem.

Senator PROXMIRE. There was 10.5 percent unemployment in
1982. This one could be worse than that. But if it is just 10.5 per-
cent, that would still mean that the deficit would be likely to shoot
up to $300 or $400 billion.

Mr. JUSTER. No. If the unemployment rate went up 4 percentage
points, which is a very severe recession, the deficit would go up, on
this calculation, $120 billion. It would go from $180 to $300 billion.
That is not very pleasant, but the problem with the deficit as I see
it is not the fact that it inhibits cyclical policy. There is a structur-
al deficit problem that we have been unable to deal with and that
we have to deal with. I think that is the root cause of much of the
uneasiness that exists, both domestically and internationally, about
whether the U.S. economy is really on track or is unable to control
its consumption binge characteristics.

I think something has to be done about that, even if it has some
cyclical consequences that I don't like. That would be my own view
on the issue. I don't worry about the cyclical sensitivity. I recognize
that the deficit numbers will get bigger. But, of course, they will
get smaller when the recovery takes place.

So if something goes up temporarily and goes back down again
the next year, I don't regard that as a major issue for policymak-
ers. The structural one I think is.

Senator PROXMIRE. I am going to go to Mr. Havrilesky with an-
other question.

Mr. Havrilesky, in an attachment to your prepared statement
you say, "the administration often obtains the monetary policy
that it wants." It seems to me that was not true of the Reagan ad-
ministration in 1981 or 1982. At least they protested very strongly
the Volcker policy of restraint to try to break the back of inflation
that succeeded.
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However, we now have a situation which it seems to me would
make that especially true, because for the first time in 50 years we
have a Board of Governors of the Federal Reserve, entirely ap-
pointed by one administration, and in that election year they are
going to appoint the seventh member, the vacancy, this month and
that will mean it is totally dominated by people appointed by the
Reagan administration.

Doesn't that suggest your thesis that politics are more important
than economic factors often in determining monetary policy?

Mr. HAVRILESKY. I disagree with your first statement and I agree
with your second statement. I agree with the statement that there
has been, figuratively speaking, a packing of the Board of Gover-
nors of the Federal Reserve by the current administration with
people who are favorably inclined toward the shift toward easier
money that it effected in late 1984 and throughout 1985.

However, prior to that time, prior to that realignment-what
would appear to be an internal realignment of powers and reassess-
ment of policy objectives in the Reagan administration I think
probably called for by the then overvalued dollar, a product of the
budget deficit and the impact of the overvalued dollar on exports
and import-sensitive sectors-prior to that I still think that the ad-
ministration had a strong influence on the Federal Reserve via an-
other route.

I think there were very prominent spokespersons within the ad-
ministration that effectively signaled the administration's desires
to the Federal Reserve. The communication between prominent
people in the administration and people in the Federal Reserve
occurs on many different levels, informal and formal.

I have in a recent paper developed what I consider, what I be-
lieve to be the first hard evidence, the first hard evidence that such
signaling takes place. And I discovered it in the most ingenuous
way.

I went through the Wall Street Journal for 1 year and I took
every article in which anyone in the administration had anything
to say about monetary policy, and I rated those articles plus 1 for
ease, minus 1 if the administration spokesperson desired tightness,
and zero if they were "signaling" no change. I summed the value. I
summed those values each week, and then I used that as an ex-
planatory variable with either money, the monetary base, or the
Federal funds interest rate as dependent variables.

Senator PROXMIRE. Could you make that available? That would
be very helpful. Senator Sarbanes and I are members of the Bank-
ing Committee.

Mr. HAVRILESKY. A copy is attached to my prepared statement.
Senator PROXMIRE. Alan Greenspan is going to come before us

and so will the new nominee, and we would be very interested in
having them consider that factor.

Mr. HAVRILESKY. Thank you.
And in conclusion, I wanted to point out that "it moves." As the

Cardinal said when he looked through Galileo's newfangled tele-
scope-it was called a perspiculum then-"it moves." The money
supply, interest rates, the monetary base danced to the tune of my
index which I call SAFR, an acronym standing for signaling from
the administration to the Federal Reserve. [Laughter.] And so it
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worked from October 1979 until 1984. Then in 1984, curiously
enough, signaling went into-what I call signaling, the SAFR
index, went into a pronounced decline. I associate it with the new
"hands off" compromise effected between the administration and
the Federal Reserve which was strongly associated with what you
may choose to call "packing" of the Board of Governors of the Fed-
eral Reserve by new appointees.

Senator PROXMIRE. Mr. Wyss, you made the statement that I
think makes a lot of sense to me that facts show that the steel in-
dustry, the paper industry, and so forth are operating near capac-
ity, as a matter of fact, at a level which we always thought was
inflationary. And you suggest that this means that there will be
more investment in plant and equipment which will help the econ-
omy in 1988.

Recently, I think it was just yesterday, a story appeared in the
financial section of one of the papers, perhaps the Wall Street
Journal or the New York Times or the Washington Post, suggest-
ing that because of the concern about debt that there was less plan-
ning for expansion of plant and equipment by business than might
be expected in view of the high level that they are operating with
respect to capacity.

Are you supportive of that or not?
Mr. Wyss. I have to admit I am a little more worried about debt

than Professor Juster seems to be. There is a chart in my prepared
statement that has the debt-to-income ratios for the major sectors.
I think you can see there that the corporate debt to equity ratio
has now peaked above 1 percent.

It has now gone above 1 percent for the first time in its history,
which means that corporations now have more debt than they do
equity in the corporation.

Senator SARBANEs. Which chart now are you talking about?
Mr. Wyss. The chart labeled "Debt-to-Income Ratios."
I think what we are finding at the corporate level is that there is

some reluctance to borrow more heavily, especially at the current
level of interest rates.

This is more important for long-term investment-new plants-
than it is for equipment. I think what we are finding is that corpo-
rations are still very willing to put in short-lived equipment be-
cause they can depreciate it very quickly and it doesn't impact
their long-term debt position so much, but they are showing quite a
bit of reluctance to put in new plants, the greenfields plants, and I
think in the long term that is very scary.

I would like to point out one caution, though, which is that we
talked about the steel industry being at capacity. That is very true
for the United States, but worldwide, steel still has a lot of excess
capacity. I think another reason why they may be reluctant to
invest heavily is that they are not sure that the dollar will stay at
a competitive level.

Senator PROXMIRE. Thank you, sir. My time is up.
Thank you, Mr. Chairman.
Senator SARBANEs. Could I just ask a question about that chart?
As I understand it, the corporate debt-equity ratio has doubled

since 1960; is that correct?
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Mr. Wyss. That is right. It has gone from 0.6 percent to about 1.2
percent. You find that it actually stabilized for a long period. It
had been rising from World War II through about 1970. And then
it seemed to stabilize at what we thought was sort of a natural
level of around 0.8 to 0.85 percent.

Then, beginning in 1981, it started moving up again and contin-
ues moving upward. In fact, net issues of equity have been negative
for the last 3 years.

Senator SARBANES. Congressman Hawkins.
Representative HAWKINS. Thank you, Mr. Chairman.
The discussion seems to have taken on a tone of how can we

avoid the recession. Isn't the issue rightfully one of what can we do
to avoid one or to reduce the damage in case we do.

In that line, may I ask-and, Mr. Wyss, you I think and Mr.
Juster came near to suggesting some steps that can be taken to do
so. Or let me state it more positively. What can we do to ensure
that we do have a vigorous growing economy that will not be as
vulnerable to a recession as now appears to be?

It seems to me that the bottom line is whether or not the current
policies that we seem to be following, one of deep cuts in domestic
spending, acceleration of defense spending without the necessary
tax revenues to pay for it, and consequently the necessity to invoke
more drastic domestic cuts, that seems to be the current situation.

Now, to what extent should those policies be modified or
changed, and also Mr. Wyss, I think you mentioned something
about slowing down spending, if I am correct.

In what way will that help create the type of an economy, the
growth and the other factors in the economy that might avoid a
recession?

Mr. Wyss. In the long run, I think there are two major imbal-
ances in the economy that have to be eliminated. One is the enor-
mous borrowing that is being done by the Federal Government,
and the other one is the enormous borrowing that is being done
from overseas by the economy as a whole, the Federal deficit and
the trade deficit.

One of the reasons why we keep running into trouble with high
interest rates and why we appear to have lost control over our own
monetary policy of our own interest rates is, quite frankly, that we
are too dependent upon this foreign inflow of capital. That really
comes down to the point that this economy is borrowing more than
it is saving. Somebody has to stop borrowing or we are going to
continue to be dependent on the Japanese and the Germans for the
capital that we need to run the economy.

I think it is encouraging that one of those deficits does seem to
be improving. Actually both of them, I think, do seem to be improv-
ing in recent years. The trade deficit is showing signs that it has
peaked. It hasn't really gotten better yet, but at least it has
stopped getting worse.

The November number, I think, was very encouraging. We
expect to see a $20 billion improvement in the trade deficit next
year. That means we are going to be borrowing less from overseas
and it is going to give the Federal Reserve a little more room to
control the U.S. money supply and U.S. monetary policy.



145

The other deficit is the Federal deficit, because in the long run if
the Federal Government is borrowing money, it has to be borrow-
ing it from somewhere. If it is not borrowing it from the United
States, because we are not saving enough, it has to borrow it from
overseas. I would prefer that we were not borrowing so much
period, because it hurts if you borrow it domestically because that
is taking capital that should be going to investment. It hurts if you
borrow it internationally because, No. 1, you have to pay interest
on it; and, No. 2, there is always the risk that the foreigners will
want their money back some day.

So I think progress on the deficit fronts is essential.
Representative HAWKINS. Yes. But in what way would the bor-

rowing be reduced as long as we continue to spend it on the de-
fense side of the budget? If the domestic spending cuts are going to
be on the domestic side, they are not even touching what the bor-
rowing is all about.

If the interest rates keep going up, which simply make the bor-
rowing expensive, then it is pretty obvious that that will not solve
the thing. What I am trying to find out is what in the current poli-
cies are designed to actually accomplish the goal of economic
policy, I assume to produce a healthy economy that can afford to
do the things we want to do?

Mr. Wyss. I think you come down to the heart of the problem.
There is no pleasant way to reduce the Federal deficit. You either
have to cut spending or you have to raise taxes. Or both.

Representative HAWKINS. We have been doing that since 1978.
Mr. Wyss. Well, you haven't.
Representative HAWKINS. We have been cutting domestic pro-

gram spending consistently. Beginning with the Carter administra-
tion, we began it, and we have called it all sorts of exotic names.
But it adds to the same thing, that we have been cutting back on
domestic spending.

And you suggest that we cut back again. It seems to me that if in
some 7 years, you haven't reduced the budget deficit by the process
of cutting domestic spending, that you are not likely to do it this
year or next year.

Mr. Wyss. Unfortunately, it is not domestic spending that counts.
It is total spending.

And you are right.
Representative HAWKINS. I am assuming it is total spendifng

however, you are adding to spending on the defense side, so that is
actually not being cut.

Mr. Wyss. And all the entitlements programs which are not
being cut.

Representative HAWKINS. Are you suggesting that we cut back
on that spending when we talk about reducing spending? Should
we do that, or should we increase taxes to pay for it?

I am trying to see what, in effect, should we do now? Now, with
these decisions to make-and they are tough ones, obviously-but
should we change the policies, then? And, if so, what policies
should we change? We don't seem to be solving the problem; we
are getting deeper and deeper. That is pretty obvious.

Mr. Wyss. When you come right down to it, if you add up entitle-
ments programs, including medical care, farm program, Social Se-
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curity, defense, interest on the national debt, you have 85 percent
of the budget. I don't think it is possible to cut that other 15 per-
cent enough to balance the budget.

In fact, if you eliminated it completely, you wouldn't balance the
budget. I think there has to be a policy choice. My personal policy
preference would be both some cuts in the remaining 85 percent, as
well as probably a bit of a tax increase.

Representative HAWKINS. That brings up a lot of political deci-
sions that are not going to be made, unfortunately, so we are not
going to get out of the problem.

Mr. Wyss. I think you are right.
Mr. JUSTER. May I comment on that, on the issue that you

raised?
Representative HAWKINS. Mr. Juster, I would be delighted if you

would.
Mr. JUSTER. I don't disagree, I think, with where my colleague

Mr. Wyss is coming out. I am not sure whether I agree with you or
not. I am not quite sure what your own preferences would be.

One way to understand the way outside economists-who are
academics and don't have to make policy choices-think about the
policy problem is to recall what happened shortly after October 19.
There was a lot, of panic in the financial markets. In the real mar-
kets, people were going around saying we really have a lot of prob-
lems of a sort that are major and not minor.

I would have thought, as an academic observer of the political
scene, that that would have been an opportunity for leadership to
come to the fore and say all right, we have been arguing for many
years about what to cut and what not to cut, whether my program
is to be cut or yours, what we do about taxes, and so forth. This
appears to be a time we should put aside these arguments and
make a serious attack upon what everyone recognizes as one of the
major, if not the major, policy problems in the United States; that
is, what to do about a deficit which is $180 billion-either rising or
falling, depending on how you count it and what you think is going
to happen and what you think was special about last year.

That didn't happen. There wasn't any evidence that I could find
as an outsider of what I would call leadership which said "let's get
our collective acts together." My own sense of what happens here
is that the only place you are going to get leadership is out of the
administration, and that didn't happen.

I don't think the Congress can lead on a politically sensitive divi-
sive issue. The Congress is 435 in people the House and 100 in the
Senate, and they all have their own points of view, and I just don't
think it is possible that they can speak with a single voice. In the
administration at least it is possible to speak with a single voice.

But the administration, as far as I am concerned, simply dropped
the ball. There was no evidence, and you would have needed to
have that, of an administration committed to the notion that it had
to go and work with the Congress to solve a serious problem.

Instead, you got a patchwork. You got as much cuts as you would
have had if Gramm-Rudman had been forced on the Congress, but
you didn't get anything more. And you had about 10 billion dollars'
worth of things which are sheer nonsense from the point of view of
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economic policy and content. They are asset sales or the equiva-
lent, and don't solve anything.

The problem basically is-and if you don't have to worry about
the political consequences, it is easy to say it-that we have to do
something about the deficit for a variety of both domestic and for-
eign reasons. That has to involve a tax increase. It isn't true that
most tax increases have serious detrimental incentive effects.
There is not evidence of that at all, although people keep saying
that. There are taxes which you could invent that would be a little
less unpalatable.

Also, if you are going to be serious about it, you simply have to
take a serious swipe at entitlements, including those for groups of
people that are politically very strong, like senior citizens. My
sense of it is that there is a very strong case to be made for the
proposition that the rate of growth in Social Security payments has
outstripped the rate of growth of wages over the last decade.

I don't think that is reasonable. I don't think senior citizens, if
asked to pay-not bear the burden, but to pay a share of it-are
really going to complain. But there are a lot of them, and people
are very sensitive about anything that might affront the senior citi-
zens lobby, and maybe they are right.

I do not think you can solve the policy problem without a cut in
entitlements, a cut in defense, and an increase in taxes. No one is
willing or able to put that package together. And my sense, or the
main part of the reason is, nobody except a President that wants to
do that has any prospect of putting it together, and even then it
might not work.

I don't think that the Congress can be the initiators of that kind
of a policy package, because they have just never had that role and
they speak with too many divided voices among themselves. At
least that is my outsider's sense of it.

Senator SARBANEs. How much has the Social Security Trust
Fund contributed to the deficit?

Mr. JUSTER. That is something I wanted to make sure that you
all understood. My sense of it is that right now, the deficit would
be worse, except for the fact the Social Security Trust Fund is run-
ning a surplus.

Senator SARBANES. That is absolutely correct. That is why I find
it very difficult to understand why you continue to focus on Social
Security when the fact of the matter is that currently the Ameri-
can people are prepared, within the self-contained Social Security,
to pay a level of taxes ahead of the level of benefits, therefore cre-
ating a surplus in the trust fund which, at least for accounting pur-
poses, is used as an offset against the deficit.

Mr. JusTmE. No. The deficit, as you suggest, is much worse than
it actually looks, because it isn't just an accounting issue. What has
to happen-

Senator SARBANEs. If we were doing as well in every other area
as we are doing with the trust fund, we wouldn't have any deficit
at all, would we?

Mr. JusTm. I think that is right. But let me just make this point,
Senator. I am not sure that the trust fund is running as large a
surplus as it needs to, given the demographics. That is, the way
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this thing is going to play out, there are going to be increasing
numbers of claims on that fund.

Senator SARBANES. What the trustees tell us, after the 1983
changes-and they have projected it forward 50 years-is that they
have to keep reexamining it as we move along. On the basis of re-
examination, they may change the tax rate or the amount of tax-
able income or alter the benefit levels.

But I am hard put to understand this constant return to the
Social Security Trust Fund to address the overall deficit question
when, in fact, the trust fund is making a major contribution to off-
setting the deficit that is being run elsewhere.

Senator PROXMIRE. Let me just take 20 seconds to add to that.
The trust fund is $38 billion in surplus this year. It will be $10

trillion by the year 2020 in reserve. And people say we have to cut
the Social Security cost of living increases, which average $500 a
month, with millions of people trying to live on that. It doesn't
make a damn bit of sense to me. None.

Mr. JUSTER. Look, Senator. There are two issues here. One of
them is whether it is good policy and whether it is equitable;
whether, given the contributions people make, given the kind of
problems that the country has to resolve somehow or other, wheth-
er cutting on the entitlements from Social Security, Medicare, wel-
fare-call it what you will-whether that is an equitable thing to
do. I think that is an arguable point and I think that is the
grounds on which one should argue it.

The point that you are making is that there is something called
the trust fund which is solvent, and you shouldn't therefore tamper
with it because it is paying its way and we should make everything
else pay its way. I don't think I agree with that.

What happens is that there are a set of borrowers and lenders
and savers and dissavers, and what we have to do as a society is
increase the savings rate in total, including Social Security as a
piece of it, and including households as a piece of it, and including
everything else as a piece of it. The policy problem is to get that
savings rate, including government saving, high enough to afford to
finance the capital equipment we need to make the country pro-
ductive over the long term.

Whether it is financed technically out of the Social Security
Trust Fund in part, or my savings, or your savings, or State and
local government savings, doesn't seem to me to make as much dif-
ference as what the total amounts do.

So the issues that you raise are equity issues and I don't have
simple answers to them. I would not exclude entitlement program
considerations because there is a compartment called the trust
fund which does make a contribution to the net savings rate.

Senator SARBANES. Mr. Juster, let me make these two points to
you. First of all, because of the committed funding, the American
people have been carrying a tax which in any perspective is regres-
sive, and they have been willing to assume the burden linked to
these benefits.

If you start playing around with it, in my judgment you are
going to undercut the rationale and support for carrying the
tax. You may, in effect, create a bigger problem by taking that
approach.
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The other point is that I would hope you are not one of those
people whose top income tax rate is going to get cut to 28 percent,
and then, when they are asked what ought to be done about the
deficit, their response is to propose going after the Social Security
program.

Mr. JUSTER. Let me make my own position very clear on that. I
said earlier I didn't think income tax cuts had anything like the
incentive effect they were alleged to have.

From my perspective, I would just as soon see a significant tax
increase that takes the form of a tax surcharge. However, my read-
ing of the political winds is that enough people believe that there is
an incentive effect and enough people like the lower rates so that
it is off the board politically. My own preference, frankly, would be
for most of the gap we now have to be filled by tax increases, and
most of that to be income tax increases.

But it doesn't sound as if there is much support for that. Every
time someone suggests that, they get cut off at the knees. So my
assumption is that you can't do that, even though it might be eco-
nomically the best thing to do. What you probably could get away
with politically is some kind of consumption tax. I don't think
there is a big difference on equity grounds frankly, between proper-
ty taxes and sales taxes and income taxes. There are enough loop-
holes in the income taxes and deductions in the sales tax to where
the progressivity is not very different.

Senator SARBANES. Congressman Wylie.
Representative WYLE. Thank you very much, Mr. Chairman.
Those were interesting questions and interesting answers. This,

may I say, is a most impressive panel and I am sorry I came in a
little late, but I came from Columbus, Ohio, this morning and
didn't hear all your testimony or your statements. And if you have
answered my question, you can tell me right away.

It seems to me as if there is a lot of good news on the economic
scene. The real gross national product rose at an annual rate of 4.3
percent. The third quarter employment rose to over 113 million.
The unemployment rate has declined to an all-time low of 5.8 per-
cent, the lowest since at least 1979. The inflation rate has moderat-
ed. Industrial production is up, according to the latest figures. Ex-
ports are expanding.

The sour note seems to be the huge Federal budget deficit. Mr.
Wyss, you talked about another asDect of that which really bothers
me, and that is too much dependence on foreign investment. In
your judgment, has our U.S. national interest been jeopardized by
certain international economic trends such as the increase in for-
eign ownership of U.S. public debt and private securities?

Mr. Wyss. I think it is much better if we don't have to owe
money to foreigners. I think, given that we were running such a
large deficit, it was better to borrow from foreigners than force an
even worse domestic crunch in the United States. But we have to
keep in mind that that money has to be paid back. It is money that
is going to impact our balance of payments for years because it is
going to be an outflow of interest, and eventually probably a princi-
pal as well that has to go out to these foreign investors.

Representative WYLUE. Would any of the rest of the panel like to
comment on that? Is this a concern that we need address?
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Mr. HAVRILESKY. Yes. I think the dependency on foreign savings
has been excessive, especially in light of the policies to resist the
natural course or sequence of events which would have followed
from the budget deficit that were apparent 3 years ago, which was
high real interest rates and a high value of the dollar against for-
eign currencies.

I think they tended to circumvent those things by driving down
the nominal value of the dollar. As a result, flooding the world
with dollars is not going to resolve the budget deficit. If anything,
it is going to generate second and third order consequences that
could be quite dire.

I think that tax cuts got us into this problem and I think tax in-
creases are going to get us out of it. There's no two ways about it.

I am always amazed at allusions to the mysterious incentive ef-
fects of these tax cuts. Where are they? The boom of the 1980's, in
my opinion, was fueled by the decline in imported oil prices, not by
the tax cuts.

Representative WYLIE. So you are concerned about the increase
in foreign ownership. And your answer to getting us out of the dif-
ficulty-and I am going to go back to you, Mr. Wyss, on this-is to
increase taxes?

Mr. HAVRILESKY. Not specifically the increase in foreign owner-
ship, but the dependency on foreign saving. I think one way to
reduce that dependency-the flow of foreign saving, not the stock
of foreign ownership-one way to reduce the dependency on the
flow of foreign saving, of course, is to allow interest rates to go
back up. That would in turn, to some extent, generate more domes-
tic saving, as one of the panelists pointed out earlier, and, of
course, would reduce net domestic investment expenditures. Maybe
that is not a risk you want to take with a possible recession.

But, in the absence of a tax increase, I think the only direction
we can go in is toward higher interest rates to reduce the depend-
ency on the flow of foreign saving.

Representative WYLIE. Mr. Kubarych, you indicated you would
like to answer.

Mr. KUBARYCH. I have a slightly different view. First of all, the
facts are that for the beginning phase of our need for foreign sav-
ings, it was coming in voluntarily, eagerly, by foreign investors
who thought they were getting good buys in buying our securities
and buying our other assets, and they thought that the country of-
fered great yield advantages to them.

I don't think that they were necessarily aware of what was hap-
pening or, in every instance, of what our economy was going to do,
but they bought those securities without their arms being twisted.

In the last year or so, that has changed. The bulk of foreign in-
flows have been from the official sector. They have been the result
of purposeful policies by government agencies and central banks
abroad, largely reflecting coordinated foreign exchange market
intervention.

That is not the same kind of inflow. That is an essentially politi-
cal decision by those countries to participate in a stabilization
effort toward the dollar. It has nothing to do with the yield advan-
tages of the benefits of investing in the United States. And that
type of inflow isn't sustainable indefinitely. It has happened before,



151

and it never has been sustainable. And the markets knew it
wouldn't be sustainable.

The breakdown of that agreement was a major factor unleashing
the problems in October, because it was quite clear that there was
rancor in the relationship.

So the fact is that if we have the right set of economic policies
and the potential here, then we want everybody to feel confident
investing in our assets, Americans and foreigners, because they
think they are a good buy, because they think they give a yield ad-
vantage. And that is true whether they are buying stocks or bonds,
companies, land, or real estate. And they will buy all of those
things willingly if they think that there is an economic advantage
to them, but they haven't been doing that on balance in the last
year because confidence abroad in the U.S. economic outlook has
deteriorated for a lot of reasons.

We want to get the savings rate up here. I think that is impor-
tant. But you can't do that overnight. Anybody who thinks you can
do that overnight is kidding himself.

Representative WYLIE. Well, investment in assets by foreigners
in the United States has increased over the last year-I just saw
an article on that-to double-digit figures.

Mr. KUBARYCH. They are different classes of assets. As a matter
of fact, foreign net purchases of U.S. equities in the stock market
were very strong last year, something like $35 billion at an annual
rate, from the numbers that we have seen.

It continued strong, even in October.
Representative WYLIE. Now, is there a law of diminishing

return on that, so that there is a figure beyond which we ought to
be concerned.

Mr. KUBARYCH. No, I don't think that is a very big number rela-
tive to their initial holdings of our equity assets. There is a lot of
potential for foreign investors, private foreign investors, companies
and individuals to come into our markets. They are not by any
means flooded with dollars of that sort.

Where they are flooded with dollars is in the kinds of money
market instruments and other types of securities that are associat-
ed with official purchases of dollars in these intervention oper-
ations, and that will require some fundamental readjustments in
their policies as well as ours. They have just as much to worry
about in terms of getting their own policies in line as we do Maybe
more so.

I think that from the perspective of the United States, we benefit
from voluntary foreign capital inflows. It makes our interest rates
lower than they otherwise would have been. Therefore, our invest-
ment is going to be stronger and our productivity growth is going
to be stronger. Plus, when they come in here and manage compa-
nies and own plant and equipment and businesses here, and they
do it well, they have a positive demonstration effect on U.S. busi-
ness generally because then U.S. business has to compete that
much harder, and we all benefit from higher productivity.

So that part of the foreign participation is not to be feared. It is
to be welcomed. The only part that you fear is the unsustainable
part, not the part that is based on true economic values.

Representative WYLIE. Do you agree with that, Mr. Wyss?
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Mr. Wyss. I certainly would agree that the part that is based on
true economic values and yields is better than the forced borrowing
that we are doing now. But I still don't like borrowing money. I am
old fashioned. It is like a household. It is not bad for the economy if
I go out and borrow $30,000 and buy a new Cadillac. As long as the
bank is willing to loan me the money and as long as I can reason-
ably pay it back, given my income stream, it is fine. But I don't go
out and do it because I don't want to have that much debt hanging
over my head.

I think that is true for the country as well. When we start bor-
rowing, we have to pay it back. I don't think there is any reason
why the United States needs to be that big an absorber of foreign
capital. I don't think it makes sense, given our economic position in
the world. I don't think it makes sense, given our economic position
as a country.

Representative WYLE. I want to go in a little different direction
here.

The Congressional Budget Office has said that the real gross na-
tional forecast soon to be issued will estimate real growth at about
1.8 percent in 1988, which is slightly lower than the administration
estimate, as you know.

If our estimated real growth is only 1.8 percent, that would
imply an increase in the Federal budget deficit because the esti-
mates on which we just passed a summit and the budget reconcilia-
tion bill were a little higher.

Do you agree with that number, the 1.8 percent number, Mr.
Wyss? And do you see a real growth level sufficient to continue the
deficit reduction without something additional?

Mr. Wyss. Our own estimate for next year is 1.8 percent so I
can't disagree with the CBO.

Representative WYIUE. That is your estimate?
Mr. Wyss. They are right on our number, which obviously proves

that they are great forecasters.
Representative WYLE. So you think more might be needed to

reduce the Federal deficit?
Mr. Wyss. I think, given that kind of number, it does imply you

are going to get an increased Federal deficit during the next fiscal
year.

Senator SARBANEs. Is that your own forecast number as well, 1.8
percent?

Mr. Wyss. Yes.
Senator SARBANES. Was that a revised number? Had you made

an earlier forecast?
Mr. Wyss. Our number before that was, I think, 1.6 so it has

been revised up slightly. We were at 1.8 before the CBO number
came out.

Representative WYIE. None of you predicted a recession for the
next year, did you? Nobody did that. OK.

Mr. HAwIMICHALAKIm. Excuse me. May I disagree? I may not call
it a recession, but I call it a slowdown. If the Federal Reserve does
not pursue a more vigorous monetary policy, I do expect a slow-
down.

Representative WYLIE. I heard you mention the fact that you
think there has been some management, as far as the Federal Re-
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serve is concerned, or some intervention. It hasn't necessarily been
all that bad, I guess.

But I want to get an answer to this question first. Then I will go
to that one.

Mr. KUBARYCH. I think the economy had such a head of steam
going into October that, in the absence of what happened, we
would be looking at 3 or 3½2 percent growth. I think that you shave
about a percent off that, and I think 2 to 2¼4 percent is basically
what we are going to be looking at this year, and my only worry is,
quite frankly, that a lot of business decisionmakers expecting
worse, will take an excessive degree of optimism out of the situa-
tion, build up too many inventories, create too many price pres-
sures, and then 1989 could be very tricky; 1989 is going to be a
more difficult policy year than 1988, for a lot of reasons.

So I think something in the 2 to 2¼4 percent range is the best
likelihood, and I think the real danger is if people get too optimis-
tic and start building too many inventories and pose a potential
problem in 1989 where the inflation rate starts to rise.

Representative WYLIE. Professor Havrilesky has said that we
need a tax increase if we are going to keep the deficit down. Do you
agree with that?

Mr. KUBARYCH. There are two kinds of deficit problems. There is
the highly publicized debate over budget policy that influences the
financial markets a lot. That is a question about political compro-
mises and how people of different attitudes and philosophies come
together to reach reasonable compromises, and whether that is
done in a constructive way or a destructive way.

That says an awful lot more about the process by which these
decisions are made, rather than the content. As far as the content,
from a pure economic point of view, given the economic outlook, I
don't personally believe that beyond last November's compromise
the Congress and the administration have to do anything urgently
right this second, in a major way, to deal with the budget deficit in
1988.

I think that is quite responsible to do relatively small things. I
think that over a period of time, like the next 4 years, there should
be a budget strategy to bring us down to something like a balanced
budget, on average, in the subsequent administration. Speaking
personally, I think that longer term budget policy will require tax
increases. My own view would be to rise ;mcome hoes. It is there,
people pay it, they really believe it, and frankly I don't think they
would like a new tax.

Representative WYLIE. I don't think they believe in raising
income tax.

Mr. KUBARYCH. I think they could be encouraged to think along
those lines. I think that putting on a brand new big tax like a con-
sumption tax would be frightening to a lot of people if the case can
be made that (a) U.S. Government spending is being held to pru-
dent levels and (b) the Government is being well managed; that
productivity increases in the way the Government's spending gets
done are every bit as good as we are now seeing in the private
sector.

There is quite a lot of good productivity growth. If the public has
the perception that the Government is also becoming more effi-
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cient, which I suspect it is, that will give them more confidence
about paying their taxes willingly. So I think that the long-term
budget compromise will require tax increases and I think I would
do it the simplest way.

The short-term budget outlook is that you don't want to do very
much because the economy is going to be growing at a level that
does not require budgetary restraint right now.

Representative HAWKINS. Would you yield on that point?
Representative WYLIE. Yes, of course.
Representative HAWKINS. Are you suggesting that we not follow

the Gramm-Rudman targets? You said that you did not think it
was necessary that the administration or the Congress needed to do
very much.

Mr. KUBARYCH. More than has already been agreed on. What you
have agreed on you should followup on, but I don't think there is
an urgent need to do more than what has been agreed on in the
compromise.

Of course, if it isn't followed up on, if that compromise is not fol-
lowed up on, that will be a lightening rod for the financial mar-
kets, clearly. But if it is followed up on responsibly, I don't think
that anybody is looking for anything of a stunning, sweeping di-
mension over the next 9 or 11 months.

Next year, they are going to be looking for a long-term, 4-year
budget compromise that gets the budget down to about balance by
the end of the next administration.

Representative HAWKINS. Yes, but anticipating that in order to
reach a target, that further cuts may be required merely to reach
that numerical target. Are you saying that we should not do it?

Mr. KUBARYCH. I don't have any strong feelings about the
Gramm-Rudman approach. When it was first announced, it had a
very powerful positive effect on financial market expectations be-
cause it looked like a major step and a consensus that many people
didn't think could be reached.

Historical experience of Gramm-Rudman targets were also posi-
tive. However, I don't think that there is an awful lot of magic in
that particular time horizon of budget cuts. Obviously, if you are
going to get the budget down to about balance over a 4-year period,
you have to start sometime. But there is enough uncertainty about
the economy right now that I don't think that economists general-
ly, in the private sector and academic life, are looking for a major
restrictive fiscal policy at the moment.

That carries with it quite a lot of recessionary risk and I don't
think we are willing to take those risks. But over the longer time
horizon, it would be better to have a compromise that would be less
numerically oriented, which is Gramm-Rudman-it is a numerical
approach-and more structurally oriented, which would involve
some tax increases.

Representative HAWKINS. Thank you.
Senator SARBANEs. I just want to make this observation, given

the reference to gridlock and the inability to come to grips with the
problem.

Once the administration, following the stock market fall in Octo-
ber, was prepared to consider restraint in defense spending and ad-
ditional revenues, instead of focusing exclusively on domestic pro-
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grams in order to address the deficit question-in other words,
once all the elements were put on the table, in roughly 3 short
weeks, an overall understanding was reached between Congress
and the administration on the general outlines. Within another 3
weeks, that general understanding was carried out in detail in leg-
islation passed by the Congress.

I think there are some provisions that are soft, according to the
observation, although not as much as one might have feared or ex-
pected at the time, and I think that was fairly well resisted.

The point I am making is that the gridlock or logjam was
broken. I don't think we moved as far or as resolutely as one might
have wanted, but nevertheless it was broken when the administra-
tion was prepared to move away from a position of absolute resist-
ance and to consider either restraint in defense spending or addi-
tional revenues as an approach to reducing the deficit.

The final package embraced those elements along with restraint
in domestic spending.

Professor Hadjimichalakis, I want to ask you one question. At
the outset, you made a point about velocity growth. Of course, it is
a very important point as you relate it to money growth. But what
is your explanation for the negative velocity growth which all of a
sudden became very positive?

First you are moving the money aggregates around and relating
them to velocity growth. First you had negative velocity growth,
and then the next year it becomes very positive and completely
offset the change made in the money growth.

Maybe I missed it, but I am not sure it is spelled out in your pre-
pared statement.

Mr. HADJIMICHALAKIS. Preceding 1987, I note in my prepared
statement that there was a substantial reduction in velocity. In
fact, I have some numbers here. For 1983 it was minus 2.7 percent,
1985, minus 6.1 percent, 1986, minus 10 percent. To put them in
perspective, in the past the typical one we expected over the long,
long run, as shown by such studies as Professor Friedman's and
Schwartz', was about 3 percent, that is, plus 3 percent. Here we are
talking about minus 10 percent, minus 6 percent, minus 2.7 per-
cent. Of course, I do not expect negative numbers to be permanent.
And, indeed, they were not because we switched this year to posi-
tive ones.

Senator SARBANES. What was it in 1987?
Mr. HADJIMICHALAKIS. Let me look.
Senator SARBANES. Or 1986. I don't know which year. Which year

was it you used for the switch?
Mr. HAmIcHALAmIs. In 1987 it was close to plus 4 percent.
Senator SARBANES. All right. So, that is more or less the histori-

cal figure?
Mr. HADJIMICHALAKIS. Yes.
Senator SARBANES. What is the explanation then for the minus

figures?
Mr. HADnMIcHALAKIs. As I said in my prepared statement, a re-

duction in velocity means an increase in money demand. Anything
that persuades investors to move from other assets into monetary
assets like NOW accounts, or even regular checking accounts, is
going to increase money demand-it's going to decrease velocity.
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And that is what happened in those earlier years. There was a de-
crease in market interest rates on Treasury notes and in all kinds
of market rates because of disinflation. On the other hand, in the
short run, the rates on deposits were not moving quickly because of
the rate-setting behavior of banks. Thus, the opportunity cost, the
difference between the market rates and the deposit rates, was de-
creasing. Therefore, there was an increase in money demand and a
decrease in velocity.

When monetary assets become relatively more attractive to the
public as compared to Treasury bills or other assets, they buy more
of them. The rate-setting behavior of banks and the speed with
which they changed deposit rates helped to make monetary assets
more attractive. For one reason or another, banks did not adjust
their deposit rates quickly. Therefore, asset holders moved into
money, and there was a fall in velocity.

I probably have confused you-even more than I may have in-
tended. Let me sum up. With falling interest rates, there was a
shift of investors away from all other instruments and into mone-
tary instruments; in particular, checking accounts, NOW accounts,
and other similar accounts. That's why we have observed all the
monetary aggregates, Ml, M2, M3, exhibiting decreased velocity.
There was an increase in their demand. The opposite happened last
year-1987. On the other hand, in my prepared statement I predict
that another factor is at work to increase money demand and de-
crease velocity in 1988. That factor is increased uncertainty due to
the stock market crash.

Senator PROXMIRE. Mr. Kubarych, it appears to me that what we
should be looking at as Members of Congress is what we can do to
adopt policies that will make it possible or more attractive for busi-
ness to rely more on equity and less on debt. There is one very
transparent, obvious thing we theoretically can do, but from a
practical standpoint I think we can forget it; and that is, we could
abolish the corporation income tax on the grounds that, as business
has said so often, it's a double tax on dividends. You tax the profits
and then you tax the profits again when they're paid out as divi-
dends.

Frankly, I favored that, although it would tend to be a regressive
action because it's a regressive tax, in my view. But as I say, you
can forget it politically.

Now, there are two things, it seems to me, that we can do. One is
to recognize that the volatility in the stock market tends to dis-
courage firms from raising money through equity. And the Brady
report strikes at that. And the Katzenbach report, which was only
3 weeks before that, strikes at it in a very, very similar way.

I have talked to people in the House-John Dingell and to Ed
Markey, both of whom, of course, are important in this area-and
they favor it. Yet, the press has indicated it doesn't have much
chance.

What do you think of that kind of an approach as recommended
by Senator Brady and Mr. Katzenbach?

Mr. KUBARYCH. And by that you are specifically talking about
the circuit breaker?

Senator PROXMIRE. Well, the circuit breaker is the part that is
probably the least likely to fly. But having a common regulator,
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maybe the Federal Reserve. They don't like it. Maybe the SEC. So
that you could have somewhat more similar margin requirements,
settlements arrangements, and information requirements on both
sides, something of that kind so that you could settle it down a
little bit and hope that you'd get less volatility.

Mr. KUBARYCH. Well, you know, you're going to have my chair-
man on February 5 as part of your hearings on the whole evolution
of that period, and I think it's unfair of me to really go into any
detail.

Senator PROXMIRE. Not unfair. It's probably unwise.
Mr. KUBARYCH. Unwise. [Laughter.] Well, I told him-when I

asked him about coming down here today, he said, you know, do it,
it's a very good thing to do. Stick to economics and don't forget I
will second-guess everything you say.

I think he believes, though, and I think he's said several times,
that there are some intelligent recommendations that deserve a lot
of attention.

Senator PROXMIRE. Well, the Katzenbach report was commis-
sioned by the New York Stock Exchange.

Mr. KUBARYCH. Yes, but quite frankly, we did not-and I can tell
you this completely honestly-he worked independently, he had no
more contact with us than with all of the other people that he got
information from. It's his own point of view, absolutely untar-
nished by that. And that is the honest truth. So, he did reach those
conclusions himself.

Senator PROXMIRE. The other action we can take-the Senate
Banking Committee reported this out 14-6-and that's a new
tender offer approach that would discourage the enormous rate of
corporate takeovers, hostile takeovers particularly. That is legisla-
tion that I think would tend to reduce the enormous increase of
debt because one of the effects, of course, of the raids, whether they
were successful or not, is that they plunge corporations very heavi-
ly into debt. I could cite a whole list of corporations that have gone
way deeply into debt, and some people will claim that it's a very
important element.

Mr. KUBARYCH. You face in the tender offer area the biggest di-
lemmas of almost any of the financial policy matters that you face.
Why is it a dilemma? It's because that you need accountability in
the corporate sector. And you get accountability in several ways.
One of the ways is exposure to the market, and one of those ways
that exposure is governed or bounded is by tender offer legislation
and SEC rules. And so, obviously, there is a tradition that it should
be done on a level playing field where the interests of the economy
at large are protected.

I can remember back to that excellent set of hearings that were
held, I think it would be now 3 years ago, on tender offer legisla-
tion. You were participating in a lot of that. I testified at an SEC
roundtable on this.

The basic dilemma is that if you do too much that discourages
tender offers, you do a disservice from an economic point of view
because you lose some of that accountability.

Senator PROXMIRE. Well, I think that's right.
Senator SARBANES. Yes, but if you don't do enough, you allow

this kind of speculator to prevail over the producers.

85-120 0 - 88 - 6
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Mr. KUBARYCH. Well, what I would emphasize, sir-and I said
before-is the excessive debt component of some of these offers,
and also the lack of, shall we say, clarity.

Senator PROXMIRE. Our legislation gets at that.
Mr. KUBARYCH. Sir.
Senator PROXMIRE. Our legislation gets at that.
Mr. KUBARYCH. Yes, I know.
Senator PROXMIRE. It gets at that issue.
Mr. KUBARYCH. And that is probably the right-I am not going

to comment specifically on that here, but I think that the focal
point on whether or not there is excessive debt involved in an offer
seems to me legitimate.

Senator PROXMIRE. I just have one other question for Mr. Wyss.
Mr. Wyss, you made a very interesting analysis of the outlook for

1988 based on the fact that there are some negative factors. Sav-
ings are up, which may be a good thing, theoretically. But from the
standpoint of the economy, if people are saving more, they're
spending less. Housing is down, and down very sharply, and the
people who are the experts in the housing area seem to feel that
we're in trouble. They think there is going to be a recession be-
cause of it. You know, housing starts were down pretty sharply last
month, and they think they'll be down this coming year.

Now, on the other hand, the positive elements, you seem to stress
very heavily the foreign sector. And I am not so confident about
that. As was pointed out either by you or one of the other wit-
nesses this morning, the stock market drop was a global drop. The
whole free world suffered. And it seems to me that to rely on the
foreign sector to lift this economy, which has been lifting the rest
of the world, really, for the last 3 or 4 years is expecting a great
deal.

Furthermore, as our balance of trade improves-that's a zero-
sum game-their balance of trade worsens and their economies
tend to worsen.

So, should we place this much reliance on the improvement in
the foreign sector?

Mr. Wyss. Reliance on foreign trade is dangerous because it
makes us dependent on what the foreign economies do. You're
right. I think right now there is some evidence that foreign econo-
mies are beginning to do the right thing. You can particularly see
that in Japan, which now appears to have done a pretty good job.

Senator PROXMIRE. Do you say the right thing: do what we do, go
into debt, spend more money?

Mr. Wyss. No, no, no.
Senator PROXMIRE. And save less?
Mr. Wyss. No. Please. [Laughter.]
Senator PROXMIRE. Well, that's what the Secretary of the Treas-

ury seems to be asking them to do.
Mr. Wyss. But you can see a very sharp pickup in domestic

demand in Japan, which is taking some of the heat off the rather
slow export growth that they've seen over the last year. And I
think the Japanese have finally accepted the fact that their export
surplus is going to be shrinking as our trade deficit shrinks. They
have to balance. Not everybody can run a surplus. Somebody in the
world has to have a deficit or everybody has to be even. And Ger-
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many and Japan and the four newly industrialized countries-the
NIC's-in Asia are the ones that are going to have to do most of
the adjusting.

Senator PROXMIRE. As their unemployment goes up, as their
income tends to decline, which is going to happen as they do this, it
seems to me that's a balancing of risk factor.

Mr. Wyss. I am not sure their income has to decline, because if
they follow the Japanese pattern-which is to get the domestic
economy going, increase their own internal investment, increase to
some extent their own internal consumption-then domestic
demand can take over the weak exports, just as in our economy we
expect the strong exports to offset the weak domestic spending.

They have to do the mirror image of what we have to do over the
next 2 years.

Senator SARBANES. What about circulating their surpluses to con-
tribute to Third World growth, which would expand the world
economy and benefit our own trade position markedly, particularly
as they must do, if they do it, on a multilateral, not a bilateral,
basis?

Mr. Wyss. Japan is already starting to do some of that.
Senator SARBANES. It is doing some of it bilaterally, though,

rather than multilaterally.
Mr. Wyss. Mostly bilaterally.
Senator PROXMIRE. I want to ask you gentlemen. I hesitate to in-

terrupt, but I do want to ask one other question. I mentioned the
new Palgrave, which some of you may or may not have paid any
attention to. But that suggests that what we lack now is an eco-
nomic consensus. The economists just can't agree on what to do, ac-
cording to this Palgrave conclusion, whereas right after World War
II there was a marvelous consensus that resulted in the Interna-
tional Monetary Fund, the World Bank, GATT, and an agreement
internationally for progress.

Do any of you want to speak to whether or not the economists
can give us any general leadership now, or are they sort of divided
and we just have to do the best we can?

Mr. Wyss. There's an old line that if you laid all the economists
in the world end to end they still wouldn't reach a conclusion.
[Laughter.] There is probably some truth in that. But I think there
are some elements of strong consensus. One is that the imbalances
in the U.S. ernnnmy have ton h reduced. We have to reduce the
Federal deficit. We have to reduce the foreign deficit.

Another is that we have to maintain a stable monetary policy.
Now, there is a lot of disagreement as to exactly whether it should
be a little looser or a little tighter. But I think there is a clear per-
ception that we cannot risk inflation as a way of getting ourselves
out of the temporary recession risk that we have in 1988.

But if you go much beyond that, I don't think there is a lot of
consensus right now.

Senator PROXMIRE. Thank you.
Thank you, Mr. Chairman.
Representative WYLIE. Just two more questions. I think we are

too dependent-or at least this is my own personal judgment-on
the inflow of foreign capital. And I think you sort of agreed with
that. I am not real sure what we do about it yet, even after listen-
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ing to the panel this morning. And may I say that the panel has
been most impressive and I have enjoyed the discourse.

The hearing this morning has rather appropriately, I think, fo-
cused on the important role of the financial sector and the Federal
Reserve regarding the performance of the U.S. economy in 1988.

I think it was Professor Havrilesky who said that there have
been considerable signaling by the administration to the Fed over
the past several years. Is that a fair statement of what you said?

Mr. HAVRILESKY. Yes. In the early 1980's.
Representative WYLIE. And it must have worked, because the

economy has been fairly strong during that period of time. Certain-
ly, monetary policy and the stability and confidence in the finan-
cial markets are very important.

However, the economy is more than money, and as you pointed
out, productivity growth of American workers was up last year.
Gross domestic private investment was up. Both of these factors,
productivity and investment, have a bearing on economic perform-
ance, too. And your forecast for 1988, as far as the gross national
product growth, takes this into account.

Mr. Wyss, in view of all this and in view of the strong economic
performance that we've had, why have the financial markets been
so pessimistic for the near future-or the near past, I should
say?

Mr. Wyss. Well, I think the financial markets were overly
optimistic.

Representative WYLIE. Pardon me.
Mr. Wyss. I think the financial markets were overly optimistic

back in August and September, July and August particularly,
when they were moving up to that August 25 peak that we saw. I
really believe a lot of what happened, on October 19 particularly,
was a reaction to the overvaluation in the market.

It was a market that perceived that it was overvalued, in part,
because the Federal Reserve was tightening policy very markedly,
with interest rates climbing up to 10.5 percent on the long bond
right before the crash, combined with what appeared to be a break-
down of the economic coordination between the major industrial
countries.

I think the markets got scared of the results of that policy. They
had every right to get scared. I think they probably overreacted.

Representative WYLIE. Anything to be concerned about?
Mr. Wyss. People are still very nervous, and I think one impor-

tant issue right now for the Federal Reserve and the administra-
tion and for Congress is that we have to keep things calm and not
make any too-sudden moves.

Representative WYLIE. Mr. Juster.
Mr. JUSTER. The question being what ought we to worry about on

policy?
Representative WYLIE. Why are the financial markets rather pes-

simistic, given the fact that our economy seems to have been very
strong and rather stable and, as far as your predictions here
this morning generally are concerned, the economic outlook is
satisfactory.

Mr. JUSTER. Well, my answer might be a little different than
what you have just heard. The financial markets basically look at
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the future of the economy. If the financial markets do anything,
they take account of what is likely to be happening 1 year, 2 years,
5 and even 10 years hence.

I think part of the nervousness in the financial markets results
from uneasiness about the long-term implications of the current set
of policy problems which the U.S. economy is not very adequately
coping with. It's not that we are necessarily doing badly at coping
with them, but we're not doing as well as many would like. And I
think that is partly what makes the financial markets nervous.
They visualize problems that are not currently on the horizon of
this year's output growth or even this year's inflation rate.

It's a little hard for me to see why the markets suddenly got so
nervous on October 19. Why was it different than on October 18? I
don't think you can find anything there except some event which
triggered. But I think there was a growing basic uneasiness about
the long-term consequences of the current set of economic policies
in place in the United States, and were some of them going to come
home to bite us in 2 years, 5 years, whatever.

So, I think that is partly what accounts for the nervousness, un-
easiness about the future.

Representative WYLIE. Well, that is back to managing the public
debt and our trade balances as a worry coming up?

Mr. JUSTER. Yes, I think so.
Representative WYLIE. The investment bankers wanted to call it

a market adjustment rather than a crash. So, I have used that ex-
pression now. It wasn't just a market adjustment then?

Mr. JUSTER. I don't think 500 points is just a market adjustment.
Representative WYLIE. You think it was more than that?
Mr. JUSTER. One thing economists would probably all agree on is

that the world is different if the market had neither gone up nor
gone down so sharply than if it did in fact go up and did in fact go
down sharply. That is just a different ballgame, having expanded
in that way and then dropped like a rock.

Senator SARBANES. Which is where the trading practices that the
Brady report pinpoints may be highly relevant?

Mr. JUSTER. Yes.
Senator SARBANES. In other words, without those, you might

have had a downward movement and an adjustment?
Mr. JUSTER. Right.
Senator SARBANES. But the perception of it would have been very

different?
Mr. JUSTER. Right. Right. But that's a hard question to answer, I

think.
Representative WYLIE. Just a followup question. In table 4 of

your prepared statement, Mr. Juster. I want to be able to under-
stand this. The stock market has doubled in value, as far as the
Dow-Jones Industrial is concerned, since 1983 up to now.

Mr. JUsTER. That would be correct.
Representative WYLIE. That's right? So, can we just double those

figures if I want to be able to understand the charts?
Mr. JUSTER. Well, yes and no. My guess is that the doubling

would mean any figure which is there in dollars on the stock price
side you could roughly double. For any figure in percentages, my
guess is it wouldn't change very much, because I think the struc-
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ture of these things is very stable over a long period of time. So, a
dollar figure, yes, where it says average stock price is x, you better
make it about 2x or else it won't be right for the current environ-
ment. Yes.

Senator SARBANES. Yes; but the percentage of it that was held by
the different wealth and income--

Mr. JUSTER. I think that would be very stable.
Senator SARBANES. Yes.
Mr. JUSTER. Yes. Any percentage number there, my guess is that

it would not change a lot.
Representative WYLIE. Thank you.
Thank you for your excellent testimony.
Senator SARBANES. Well, gentlemen, we appreciate it. It was a

most informative and enlightening panel, and we know a lot of
work went into the preparation. We are very grateful to you.

The committee stands recessed.
[Whereupon, at 12:34 p.m., the committee recessed, to reconvene

at 10 a.m., Friday, January 22, 1988.]
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Present: Senators Sarbanes, Proxmire, Melcher, and Bingaman;
and Representative Scheuer.

Also present: William R. Buechner, professional staff member.

OPENING STATEMENT OF SENATOR SARBANES, CHAIRMAN
Senator SARBANES. The committee will come to order.
Today's hearing is the second in a series of hearings which the

Joint Economic Committee is conducting in conjunction with its
review of the President's 1988 Economic Report.

We have with us this morning a distinguished panel of policy an-
alysts who will focus on the economic outook and appropriate eco-
nomic policies for 1988. The hearings will continue in the weeks
ahead, when the committee will actually receive the President's
Economic Report, with testimony from Beryl Sprinkel, Chairman
of the Council of Economic Advisers, and Treasury Secretary
James Baker. We also expect to hear from the new Chairman of
the Federal Reserve, Alan Greenspan.

We are entering a year, I think, of unusual uncertainty with re-
spect to the economic outlook. Largely because economists have no
precedents from which to predict the effects of a decline in the
stock market of the1C magnitude of the October 19 decline, GNP
growth rate predictions vary more widely than usual, ranging from
minus 2 percent to plus 3.7 percent.

Although much of the uncertainty centers around the effect of
the decline in the market, there are a number of other causes of
concern, including the high consumer debt burden and low savings
rate; the prospects for continued slow growth in the rest of the
world; the persistent volatility in the capital markets and uncer-
tainty over the course of interest rates; the spending and revenue
packages in place pursuant to Gramm-Rudman-Hollings; and the
downward trend in new housing permits over the past year.

Most economists expect these factors to mean slower economic
growth in 1988 than in 1987, with most of the predictions falling in

(163)
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the 2 to 2.5 percent range, a percent or more below last year's
growth.

Yesterday's witnesses before the committee generally agreed
with this forecast of an economic slowdown. Much of yesterday's
session was focused on the role of monetary policy in determining
whether even such modest growth can be achieved and, in particu-
lar, on the danger that in the absence of clear signs that the trade
deficit is on a sustained and steady downward path and may prove
difficult to focus monetary policy solely on assuring domestic
growth.

This potential dilemma was recently put in this way by Onno
Ruding, Chairman of the Policymaking Committee of the IMF, who
said that the United States will have to "tailor monetary and inter-
est rate policies more to external considerations." He then went on
to say, "My American friends are not accustomed to the fact that
the U.S. is a highly indebted country."

We look forward to hearing from our panel this morning, which
consists of Nariman Behravesh, senior vice president of the WEFA
Group; Alan Blinder, professor of economics at Princeton; Robert
Eisner, professor of economics at Northwestern; Irwin Kellner,
chief economist of Manufacturers Hanover; and Allen Sinai, chief
economist at the Boston Co. and Economic Advisors, Inc.

Gentlemen, what we will do is, we will hear from all of the
panel. We have your prepared statements and they will be included
in full in the record, and if you can keep your testimony to 8 to 10
minutes, or less if possible, and we will have a member of the staff
slip you a piece of paper when you reach the 8- or 9-minute mark,
and then at the end of that we will question the entire panel and
treat it as one discussion.

Do any of the other members of the committee have any state-
ments?

OPENING STATEMENT OF SENATOR PROXMIRE
Senator PROXMIRE. I would just like to make a brief statement,

Mr. Chairman.
I want to congratulate you on the quality of this panel. The Joint

Economic Committee over the years has had distinguished econo-
mists appear before us. I am really in awe this morning. This is
really a feast. I can't remember a more distinguished panel, or a
panel that is going to be more exciting than this one.

I will just mention one name because Robert Eisner is a man
that I greatly admire, and with whom I disagree strongly on a few
things. Robert Eisner is the new chairman of the American Eco-
nomic Association. And I reminded him earlier that the former
chairman of this committee, Paul Douglas, was the only Senator
who ever served who was president of the American Economic As-
sociation, and who made a tremendous contribution, it seems to
me, to understanding of the Congress as to economic affairs.

Mr. Eisner is kind of a George Bernard Shaw of economics. He
takes the totems that we worship and he shows that they are noth-
ing but totems. I think it is a very constructive, positive contribu-
tion, even though he may be a little wrong here and there. But we
are all human. [Laughter.]
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Senator SARBANES. Senator Bingaman.
Senator BINGAMAN. I have no statement, Mr. Chairman.
Senator SARBANES. Congressman Scheuer.

OPENING STATEMENT OF REPRESENTATIVE SCHEUER
Representative SCHEUER. Mr. Chairman, I wish to congratulate

you and tell you how much I admire your leadership in arranging
these hearings, as well as a great many other things you have
done. It is absolutely essential that the country come to grips with
the perilous economic problems that face us. They say that war is
too important for the generals. And I guess our budget deficit is too
important for politicians. We are going to have to turn into states-
men and really put politics aside.

This is a marvelous panel. These panels and other panels are
going to help us know intellectually what ought to be done for our
country in terms of getting some control over our budget deficit,
our trade deficit, and then it is up to the statesmen among us to
reach across party lines and do what is right for the country.

I think that with the power of these hearings and the surge of
ideas that will come from them, then it is up to us and it is up to
Democrats to give some Republicans some cover on their wish to do
something about the entitlement programs, and it is up to Republi-
cans to give some cover to Democrats on our wish to take a look at
the whole spectrum of possible "revenue enhancements." And it
will mean some judicious, fair, and selective tax increases.

This is the year that will try men's souls, especially in the House
and the Senate, and we couldn't start it off on a better track than
having this flow of intellectual excellence which you have ar-
ranged, Mr. Chairman. I congratulate you again.

Senator SARBANES. Gentlemen, you have heard all the praises
ahead of time, so the burden is really on you now. We look forward
to hearing from you.

Mr. Eisner, I think we will start with you and then move out in
either direction. We will go to Mr. Kellner, and then back to Mr.
Blinder, and then over to Mr. Sinai and, Mr. Behravesh, we will
finish with you.

You go ahead, sir.

STATEMENT OF ROBERT EISNER, PROFESSOR OF ECONOMICS,
NORTHWESTERN UNIVERSITY

Mr. EISNER. Thank you, Mr. Chairman. That will give my col-
leagues an opportunity to shoot me down. But I will proceed happi-
ly.

First, let me respond quickly to some of the questions raised in
the chairman's letter. Answers can be brief on those. On effects of
the stock market crash, I guess I would join the general consensus
that they cannot be good. That suggests that there may be some
falloff in consumption, some falloff in business investment. How
much is hard to tell. I am not going to predict a recession. I am not
a "gloom and doomer." I would accept the general forecast that it
may result in a loss and perhaps a percentage point or so in the
rate of growth, but we have to see.
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Second, on the matter of the dollar, the dollar should in my opin-
ion be allowed to seek its free market economic level. We have no
business holding it up. We have no business encouraging foreign
countries to hold it up. If the dollar does fall further, as I think it
probably will in view of our still continuing trade deficits, that can
have generally favorable consequences for the American economy.
It will, of course, mean higher exports. It will tend eventually to
reduce the trade deficit further, and if accompanied by an appro-
priate Federal Reserve policy, which is the next item, it can go
along with lower interest rates, a stimulus to business investment,
and indeed a reduction in the budget deficit.

That leads me to just say a few further words on the matter of
Federal Reserve policy. It is very important and I think critical
that we do not have a Federal Reserve policy which holds back the
economy with the foolish aim of fighting an inflation which is not
serious, which is not indicated to be seriously in the cards in the
future. The Fed should not follow a policy of trying to hold up the
value of the dollar. That would hurt our economy. The very
method of holding up the value of the dollar, higher interest rates,
shortage of money supply, will hurt the economy.

A Federal Reserve policy should be directed at what should be
the prime goals of our economy: maximum growth, high employ-
ment, and high productivity. And that, I think, is one of the most
critical policy issues facing the Nation.

Now, on the matter of a downturn, if there is a downturn as
seems to be developing, of course there should be an easier mone-
tary policy and there should not be a restrictive fiscal policy.

I will concentrate, then, my remaining remarks on what has ob-
tained me a lot of notoriety in matters relating to what I have indi-
cated in my book of last year, "How Real Is the Federal Deficit"-
it is now 1986-and quite a number of public statements. I hope I
don't offend too many of the audience or the members. There are a
lot of totems around and there is a lot of conventional wisdom
which gets repeated over and over again.

Let me say first that budget deficits do matter. Second, let me
say that you have to know what you are talking about when you
talk about budget deficits. They have to be measured right. We
don't measure them right.

One thing to keep in mind from the very beginning is, if you are
talking about government impact on the economy, you have to look
not only to the Federal Government deficit; you want to look at
State and local government deficits. In fact, State and local govern-
ments are generally in surplus. If you take the combined budget
figures, you find the deficit is much less than we usually talk
about.

The second thing to keep in mind is that the Federal Govern-
ment, in calculating and reporting its deficits and keeping its ac-
counts, does it in a rather unique way, unlike almost any State and
local government, and like no private business. That is, it does not
keep a separate account as between current expenditures and cap-
ital expenditures.

The way the Federal Government runs its budget or reports it,
virtually every private business of any substance would be in defi-
cit, because private businesses, like the Federal Government, have
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their debt growing year after year. They don't call it a deficit; they
don't call it a loss; they are making profits. But the point is that
the expenditures they make for equipment, for buildings, if they
were building roads, for roads or bridges, those expenditures are
put in a separate account, in a capital account. And that, I think, is
lost sight of over and over again in discussion.

The third thing to keep in mind, of course, I think all of us are
aware of, is that our deficit depends very much on that state of the
economy. The economy slumps, the deficits goes up. As tax reve-
nues stop coming in, or come in less, government expenditures for
things like unemployment benefits increase. You cannot allow
yourself to be locked into some particular deficit target in view of a
shifting economy. You have to recognize that that would be utterly
counterproductive. It would mean, when you had a recession, you
would have to raise taxes or cut spending, drag the economy down
all the more. On the other hand, where there is an inflationary
boom, you might find that- because of the boom, you have the defi-
cit down; and at that time you would be working to increase it.

Next, a major correction not made is for inflation. That will lead
me then to my final point and recommendation on all of this, on
the kind of targets you should have on deficits and what would
clarify thinking and enable you to pursue, I think, policies that
would be in the interests of the Nation.

What we should be concerned about is the level of debt of the
Federal Government in relation to its income. In fact, that is what
we would be concerned about if we were private individuals, if we
were business or the like. For the most of us, debt keeps going up.
If we had a debt of $50,000 or $100,000 25 years ago, that would be
considered larger than a debt perhaps twice that amount today.
And that is, of course, for one obvious reason. With inflation, the
debt in constant dollars is less than double what it was 25 years
ago.

The same thing is true for the Federal Government. What is
more, incomes keep growing. Our real incomes keep growing. If
there is concern about a deficit in any economically relevant sense,
it is a deficit that allows the debt to grow faster than your gross
national product, which is the measure of the income of the
Nation.

If you take the Federal debt, then, if you keep adjusting it for
inflationn you find that because of inflatino nf lpt. ssay even 3 per-
cent a year, with a Federal debt of $2,400 billion, about what we
have of total debt, $2,400 billion, 3 percent of that is $72 billion.
What that means is that if you have a deficit of $72 billion, your
debt in real terms is not increasing because the inflation tax, good
or bad, of that 3 percent is knocking $72 billion in real terms off
the assets that the public has in the way of this government debt
and off, therefore, the real value of the debt of the Federal Govern-
ment.

Now, you can concentrate on that as you wish later, if the arith-
metic is puzzling. Let me give you just one other bit of basic arith-
metic, which I think, if I could ever persuade enough of you to
think that way, might change the tone of the debate so you could
get down to really constructive issues of how to have a serious and
effective and optimum budget.
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Balance, I would suggest, is not a zero deficit. I mean that makes
really no economic sense in terms of the way we are accounting for
the deficit, in terms of ignoring inflation, in terms of State and
local governments, and everything else. However, what could make
sense as an initial target is to keep your debt from growing faster
than your income. Think about it. It is a perfectly sensible rule of
thumb for any business. It is a rule of thumb; it is not the bottom
line. It is a rule of thumb for a business, for a private individual.
For the debt to grow no more than the national income, it means
that debt can grow no more than at the rate the national income
or gross national product is growing. They are growing at about 6
percent a year, let's say. That means that debt can grow at 6 per-
cent a year and stay in that same ratio, currently about half of
gross national product, or eight-fifteeths of it.

A 6 percent growth in the debt, if you are starting at $2,400 bil-
lion, is $144 billion a year. That, then, would be a deficit which is,
in a sense, balance; which leaves you in the same place. That can
be an initial target if you wish.

Now, whether that target is desirable or not depends upon what
the budget is directed to. If you are investing in the future, if you
are building roads and bridges, if you are educating people, if you
are investing in your natural resources, if you are investing in the
health of the Nation, just as IBM or General Motors or any other
company, it may pay to go further into debt.

And the second consideration is what the state of the economy is.
The Government has a particular responsibility. When it reduces
its deficit, it reduces the amount of purchasing power of the private
economy. Sometimes that is good; sometimes it is bad. As long as
you have a situation where you have excess capacity, where you
have serious danger of a recession, where you have unemployment
below the minimum, which is all I think should be acceptable, it is
no time to talk about reducing the deficit. Maybe politically it is a
good thing to talk about and maybe it isn't, but in terms of the
sheer economy, your bottom line should be the state of the econo-
my, not the state of the budget, and that bottom line then involves
investing in the future; it involves a high GNP and a high level of
employment.

Thank you.
Senator SARBANES. Thank you very much.
[The prepared statement of Mr. Eisner follows:]
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PREPARED STATEMENT OF ROBERT EISNER

Budget Deficits: Rhetoric and Reality

Whatever the ills of the economy, real or imagined, the news media, most

politicians and a fair amount of the economics profession are quick to point

to the culprit: 'The Budget Deficit.' No matter that few appear to know or

care precisely what deficit they are talking about or how it is measured. No

matter that few bother to explain in terms of a relevant model just how

government deficits may be expected to impact the economy. No matter that few

offer any empirical data to sustain their judgments.

So budget deficits cause inflation. Budget deficits raise interest rates.

Budget deficits bring on the trade deficits. Budget deficits crowd out

investment. Budget deficits are an irresponsible mortgage on the future. And

most recently, budget deficits caused the stock market crash! Is there truth

in any of these assertions? Or does it all depend?

Budget deficits do matter and their effects, contrary to Barro's

fRicardian Equivalence Theorem" can be substantial. Budget deficits can

however be too small as well as too large. To know which, you have to measure

them right. And you have to analyze their role in the world in which we live.

Pure Walrasian and rational-expectation market-clearing models may prove more

useful for academic advancement than for promotion of the economy.

First, well-known I trust but worth repeating, a handier economic tool

than the official "unified" budget is the national income accounts measure.

This at least avoids some of the nonsense of counting sale of real or
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financial assets as 'receipts" and the purchase of financial assets as

'expenditures." The two measures can differ non-trivially. In fiscal 1985 the

deficit on a national income accounts basis was indeed $28 billion less than

the unified budget deficit; the difference was only $7 billion, however, in

fiscal 1986 and estimates for fiscal 1987 and 1988 show larger national income

accounts deficits.

Second, while what goes on within the beltway is important, Washington is

not the only seat of government in the United States. Along with the 1986

federal deficit of $205 billion (on a national income accounts basis) there

was a state and local government surIlus of $57 billion. That knocks the total

government deficit for 1986 down to $158 billion.

Third, the federal accounts make no distinction, in the expenditures

contributing to a "deficit," between current expenses and investment. Most of

the large corporations in the United States would find themselves in deficit

if they had to include capital expenditures rather than depreciation charges

in their profit and loss statements. The Office of Management and Budget

classified $122 billion of projected "investment-type" federal outlays for

fiscal 1987 as expenditures on physical assets and an other $75 billion "for

the conduct of education, training, research, and development and for other

investment-type programs" (Soecial Analyses, p. D-13). If we were to

substitute a reasonable estimate of capital consumption for these $197 billion

of investment expenditures, we would reduce the measure of the federal deficit

by another $70 billion or so. With similar adjustments for state and local

budgets, particularly if we were to capitalize the vast expenditures for

education and include in the national income account budget only the

depreciation of human capital, we might well wipe out the entire government
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budget deficit. And with it would have to go the oft-repeated charge that our

budget deficits mean that we are reckless with our future. Our public policy

may well be mortgaging the next generation, but it is not 'the deficit' that

is doing it.

Indeed, there is only one way in which we can allow today to injure

tomorrow. That is to act today so that tomorrow has less productive capital,

and that includes capital of all kinds -- business plant, equipment, and

inventories ad government, household and nonprofit institution capital and

human and intangible capital in all sectors. The impact of budget deficits--

and budget deficit reduction -- on intertemporal distribution then comes back

smack to their impact on net investment, on all net investment.

But before we can see that impact clearly we have to develop an

economically meaningful measure of the deficit. As Paul Pieper and I have

indicated in a series of papers, and as I have elaborated in How Real Is the

Federal Deficit? and elsewhere, we must look at the reaJ deficit. This means

for many critical purposes a measure of the deficit that corresponds to real

changes in the government's debt, and hence changes in the public's perception

of the value of its holdings of that debt.

For going back to Pigou, Haberler, Lange and Patinkin, increased holdings

of government obligations by the private sector -- money or interest-bearing-

- create an excess demand for goods. This must drive up output or prices or

both. In the somewhat more recent formulation of Modigliani's life cycle

theory of consumption, they generate increases in current and planned future

consumption demand. In terms of portfolio allocation theory, they also

generate a demand for real, income-earning assets. This, along with rational
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business behavior in the face of anticipations of increased future

consumption, generates increased investment demand as well.

Whether this increased demand can be effected in real goods depends upon

whether the economy is capable of increased production. And this comes back to

the issue that provoked modern macroeconomics half a century ago, and which

remains critical to any policy decisions today. That is the issue of

unemployment and unused resources. If there is no involuntary unemployment and

there are no idle resources, increased demand cannot generate more output; it

can only bring higher prices. This is apparently the world of Milton Friedman

and Robert Lucas, although they variously allow for short run real effects as

economic agents are slow or asymmetrical in their assimilation of

information. But if you doubt that somehow our economy has generally been at

its "natural rate' of employment, you may not be shocked to learn that real

structural budget deficits have over the last several decades proved

stimulatory to the economy.

And that is exactly the fact. If I may trot out again findings (which may

be perused in a set of tables and charts accompanying this presentation)

reported last year in my book, inflation-adjusted high employment budget

deficits, at least since 1955, have been associated with greater subsequent

growth in real GNP (table 9.1, equations 9.1 and 9.2). This has not, it should

be added, been a spurious consequence of associated monetary policy. Real

changes in the monetary base have indeed also been associated positively with

changes in real GVP (although actually not correlated with the structural

budget deficits), but multiple regressions involving both variables leave the

deficit parameters robust, and with pride of place (table 9.3). Along with

this relation, as might be expected, we find an inverse one with unemployment
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(table 9.1, equations 9.3 and 9.4). Bigger deficits and larger increases in

the monetary base have been associated with larger decreases (or lesser

increases) in unemployment.

But that is only part of the story. Budget deficits have not only been

related positively to growth of GNP as a whole, but also to growth of its

components of both consumption and investment (table 9.8). The evidence is not

that deficits have crowded out gross private domestic investment. There has

rather been crowding in."

It is true that the deficits have also related negatively to net exports.

Larger deficits have meant more consumption of foreign goods as well as

domestic goods and hence larger imports.

It is widely suggested that structural budget deficits contribute to

inflation. That is presumably implied by the assumption that the economy is

generally at its 'natural' or non-accelerating inflation rate of

unemployment' (NAIRU), unless perverse policy temporarily drives it off that

rate. I have mined the data of the last thirty years shamelessly in an effort

to test that argument and I challenge others to do likewise. I find no support

for the proposition that the federal budget deficit, by any measure,

contributes to inflation. If anything, the opposite appears to be true. The

regression coefficients on the deficit, as reported in an appendix to this

paper (and shown in Table 7), suggest that deficits may contribute to a

lessenjng of inflation!

What has been going on and where do we go from here? First, budget

deficits did not contribute to the inflation of the 1970's, which reached its

peak in 1981. As Pieper and I have pointed out, we did not even have Leal

deficits in the 1970's. The inflation tax converted supposed deficits into
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substantial surpluses until the latter half of 1982 (table 3). It was large

structural surpluses, along with tight money, that brought us the worst

recession since the great depression of the 1930's and unemployment of 10.7

percent by December 1982.

It was then the huge swing to real deficit in the latter half of 1982,

along with the switch to easier money, and the continued deficits thereafter

which sparked our substantial economic recovery. It may of course be noted, as

was probably reflected in our regression results, that the large deficits were

accompanied by a sharp reduction in the rate of inflation as well as interest

rates. The recovery has been long but sluggish in considerable measure because

of large and growing trade deficits. While these may be laid partly at the

door of the deficit-fueled growth of the economy which raised imports, key

responsibility must be attributed to still too restrictive monetary policy.

This has kept interest rates and the value of the dollar too high. With all of

its recent drop, the dollar remains at or above the levels of 1980. The major

surge of productivity among our key international competitors since 1980

clearly called for a considerably lower value of the dollar.

What does that indicate now? To begin, with all of the nonsense in

current calculations of the deficit, 'balance' in the conventional sense makes

no sense. With even a modest inflation rate of three percent per annum, for

example, the inflation tax on holders of our current federal debt of $2,400

billion implies that nominal balance would be a real surplus of $72 billion. A

much better concept of balance, in a growing economy such as ours, with or

without inflation, would be one in which the debt-income ratio were constant.

I offer this not as an iron-clad imperative, regardless of circumstances, but

rather as a rule of thumb which would, one may note, be equally appropriate
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for an individual or a corporation. For the federal government, the balance

then would mean keeping constant the ratio of debt to GNP, now about 8/15

($2,400 billion divided by $4,500). With GNP growing at about 6 percent per

year, that means the debt could grow at 6 percent per year, which comes to a

current deficit of $144 billion (as shown in table 6). It may be noted that

this is only trivially below the official deficit of the fiscal year 1987,

although projected deficits for 1988 are somewhat higher.

I say that this rule of balance should not be engraved in stone -- or in

the constitution. At times by even this measure we should have a deficit, at

times a surplus. It depends on the shape of the economy, on associated

monetary policies and on relative needs for public and private investment. At

least until the just legislated reductions our current federal deficits did

appear large for the long run. They did imply an increasing debt-to-GNP ratio.

Over the long run, it may be argued, they should come down. But even that

judgment should depend on how much of our resources we are devoting, and

should devote, to private versus public investment. If public investment in

the education and health of our people, in our stock of basic scientific and

technological knowledge and in our collective resources and infrastructure are

to be increased, continued large deficits may well be in order.

How rapidly deficits should be reduced right now, in the aftermath of

Wall Street's Black Monday is another matter. Our imperative should be

avoidance of a recession, the danger of which was certainly increased by the

trillion dollar loss in values of financial capital. Projections of at least a

decline in the rate of growth of GNP are widespread, and with that an increase

in our still too high unemployment. (Too many of us, I would insist, have
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allowed our targets of full employment to recede with the political winds and

misguided concern for inflation.)

At this time, therefore, our prime policy instrument should be monetary

policy, and it should be much more stimulatory. Significant and sustained

increases in the monetary base would lower interest rates and encourage a

further decline in the dollar. Both gross private domestic investment and

exports would thus increase. Not only would our trade deficit finally come

down, but the budget deficits themselves would be reduced.' Lower interest

rates would contribute directly, as each percentage point drop would save the

Treasury some 20 or 25 billion dollars in annual interest payments within two

or three years, as the debt is rolled over. And the stimulus to the economy

would further reduce the deficit as tax revenues rise and unemployment benefit

payouts decline.

And what about the stock market? Those that have trumpeted budget

deficits as the cause of the crash would do well to think again. I have been

gleefully passing out copies of charts and regressions from my 1986 book

showing that increases in deficits were strongly correlated with increases in

the Dow. I can of course add that the October crash followed immediately on

-the news that 'the deficit" had declined from $221 billion in fiscal 1986 to

$148 billion in 1987. Further reductions in the structural deficit might make

matters worse!
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Appendix

As shown in Table 7, when annual observations from 1956 to 1985 are used

to regress the rate of inflation on its own lagged value and lagged values of

the inflation-adjusted structural deficit and rate of unemployment (with a

shift variable, as in previous work, for the relatively higher inflation of

the two latter decades of the period), the surplus coefficient is close to

zero, and positive. Taken literally (and ignoring the large standard error) it

suggests that each percentage point of deficit as a ratio of GNP subtracts

0.2 percentage points from the rate of inflation the next year, and 1.6

percentage points in the long run. Omitting the unemployment variable to test

the possibility that the effects of larger deficits have been picked up in

lesser unemployment which they would have brought about, offers no comfort.

The coefficient of the price-adjusted high employment surplus variable is

still positive and suggests that each percentage point of deficit subtracts

0.350 percentage points from the rate of inflation the next year, and 0.9

percentage points in the long run.

And lest one think this is all an artifact of my inflation adjustment to

the deficit, I can report that relations involving the unadjusted high-

employment deficit are similar, as are those with the actual deficit, adjusted

and unadjusted. Adding changes in the monetary base to the regressions does no

good either. There should of course be much more to properly specified

structural relations, including variables measuring supply shocks and

variables reflecting changing expectations, but it may well be argued that the

evidence that structural budget deficits have contributed to inflation has not

been found.
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Table 7 Budget Deficits and Inflation

DGNPDEFt - bOlXl + bO2X2 + bl DCNPDEFt l + b2Ut + b3 PAHESt l

t - 1956 to 1985

Variable
2LoArLatsi

X1 (1956 to 1966)

X2 (1967 to 1985)

DGNPDEFt-I

Ut

PAHEStel

R2

n

D-W

Regression Coefficients
and Standard Errors

2.378 0.248
(1.004) (0.670)

3.694 2.392
(1.060) (1.042)

0.877 0.597
(0.185) (0.168)

-0.469 ---
(0.177)

0.193 0.350
(0.292) (0.318)

.795

30

2.13

Means and
Standard Deviations

4.853*
(2.646)

4.849
(2.648)

5.983
(1.663)

1.004
(1.228)

.747

30

1.74

XI - 1, X2 - 0: 1956 to 1966

X1 - 0, X2 - 1: 1967 to 1985

DGNPDEF - Percent change in GNP price deflator

PARES - Price-adjusted high employment surplus as percent of GNP

U - Unemployment rate as percent of labor force

*Dependent variable
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Senator SARBANES. Mr. Kellner, please proceed.

STATEMENT OF IRWIN L. KELLNER, CHIEF ECONOMIST,
MANUFACTURERS HANOVER

Mr. KELLNER. Thank you very much, Senator.
I guess, in the terminology of my distinguished colleague Bob

Eisner, I would be considered a "doom and gloomer" because I am
looking for a recession this year, with four consecutive quarterly
declines in the gross national product starting in the current quar-
ter.

I don't look for it to be any worse than average in terms of post-
war standards, and not as bad as 1981-82. Furthermore, I don't
think there is very much that can be done to avert this oncoming
recession in 1988, and I believe that any efforts that might be at-
tempted could very well be counterproductive.

Let me tell you very briefly-our prepared statement has been
submitted-the logic behind this forecast. First of all, as Alan
Greenspan said several months ago, we have not repealed the busi-
ness cycle. We have experienced 30 recessions since records were
first kept in the 1850's. The current economic expansion at the end
of November was 60 months, which beat the previous peacetime
record by 2 months and compares with an average peacetime up-
swing of only 27 months.

Second, fiscal policy tightened dramatically in fiscal year 1987,
with the budget deficit shrinking by a third. Monetary policy, by
various measures, has been fairly tight. The money supply has not
grown since March. Short-term interest rates have climbed, start-
ing in October 1986, and long-term interest rates began to rise in
April 1987 as the bond markets reacted to the return of inflation in
1987. With the release of the Consumer Price Index the other day,
we see that inflation for the year 1987, at 4.4 percent, is exactly
four times the rate of 1986, and with most workers concerned about
job security and not about winning wage increases, they have failed
to keep up with inflation, leading to a drop in buying power.

The ongoing decline in borrowing power, because of higher inter-
est rates, combined with the generally low level of savings and
high use of debt, has led people to slow their purchases of the key
big ticket items that drive our economy: automobiles and housing.

For example, in 1987, sales of new domestic cars were off by
about 15 percent, after falling by a sizable amount in 1986. And in
the first 10 days of January, the domestic selling rate dipped fur-
ther to 5.9 million units. The other day we saw that new home con-
struction plunged 16 percent in December, giving us the lowest
annual total since recession year 1982.

I need not tell this committee how many industries depend on
these two for their livelihoods, not only on the construction side,
but in the after-market, when it comes to housing; home furnish-
ings, fixtures, and appliances. And with people less likely to fur-
nish their houses, they are less likely to be traipsing through shop-
ping centers and less likely to buy other items as well.

Let's not forget the drop in the stock market. The decline in the
stock market between August 25 and October 19 was 36 percent. I
would point out to this committee that only once in this century
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has a drop in stock prices of this magnitude not led to a recession.
And that one occasion was during World War II when a 40 percent
drop in stock prices over a longer period of time was obviously
offset by the ongoing military buildup.

The drop in stock prices has clearly had an impact on the con-
sumer, two-thirds of the gross national product. Nominal or cur-
rent dollar retail sales at the end of last year were 2 percent below
levels reached as far back as September 1986. And if you take
autos out of the picture and if you adjust for inflation, you find
that at the end of last year, real non-auto-retail sales were 2 per-
cent lower than in February 1987, a 2-percent decline in a 10-
month period.

With production rising by 5 percent plus last year, the fastest 12-
month rate since the end of 1984, it stands to reason that there are
a lot of goods that are being produced and not sold. Sure enough,
when we look at inventories at all three major levels-manufactur-
ing, wholesale, and retail-we find that inventories are shooting
up. But it is in the retail area where the inventory problem is the
most severe.

Inventory-to-sales ratios in real terms for retailers are now at
their highest levels in 20 years. That spans four previous reces-
sions. Retailers are beginning to cut back their orders to wholesal-
ers because we see that after reaching a 13-year low in the sum-
mertime, the wholesale inventory-to-sales ration has begun to go
up.

Manufacturing inventory-to-sales ratios are still falling because
their sales are obviously going up faster than inventories, but that
will change once wholesalers realize the extent to which goods are
piling up.

To be sure, there are a couple of strong sectors in the economy at
the moment: capital goods and exports. But I would point out to
this committee that, combined, capital goods and exports account
for only 23 percent of the gross national product compared with
two-thirds for the consumer. As far as capital goods are concerned,
while output of these items did go up 6 percent last year in real
terms and, according to the latest government survey may well rise
7 percent or more in 1988, I would point out that most of these ex-
penditures are for equipment as opposed to factories, office build-
ings, warehouses and shopping centers. And the nature of these
types of expenditures suggest that they could very easily be post-
poned and/or canceled. Indeed, the capital spending is considered a
lagging indicator. It turns after the economy turns.

As far as exports are concerned, they did jump 15 percent in the
first 11 months of 1987, following a slight rise in 1986 and a decline
in 1985. But exports are only 11 percent of the gross national prod-
uct. Most companies simply do not export.

For exports to offset just a flattening in consumer spending-and
I maintain consumer spending is not flattening, it is going down-
they would have to rise a third faster this year. Now, the question
becomes: Is this feasible? I say no, for several reasons.

First of all, who is going to buy all of these exports when growth
in Western Europe is relatively sluggish, when Japan doesn't buy
very much from us, and when our neighbors to the south are re-
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stricting their imports in order to try to turn around their balance
of payments and service their debts?

Second, many export industries are now operating at top speed.
Paper materials, 99 percent of capacity; paper in general, 94 per-
cent; textiles, 94 percent; iron and steel in the low 90's; aerospace,
chemicals, rubber and plastics, all in the high 80's.

Now, these high operating rates have led to another development
which is inflation. Notwithstanding the good top-of-the-line figures
at the consumer and at the wholesale level, the committee should
keep in mind that industrial raw materials prices have climbed 40
percent since August 1986 and that at the producer level, taking
out food and energy, prices of intermediate materials have climbed
at an accelerating rate for six quarters in a row. I submitted a
chart with my prepared statement to illustrate that.

If we don't have a recession this year, these inflation pressures
will bubble up and will surface, and instead of rising 4 or 4.5 per-
cent, the Consumer Price Index may go up much faster. Therefore,
instead of interest rates declining, interest rates will go up. And in-
stead of the dollar stabilizing in the wake of a declining trade defi-
cit, which normally occurs in a recession, the dollar instead will
fall further, and that will lead to additional complications.

One final thought regarding a statement I made at the outset:
What can be done about this? I say there are no options. Is the
fiscal option available? Can we deliberately widen the budget defi-
cit by spending more and taxing less at a time when most people
would want to see the deficit shrink? I say no.

Of course, the Federal Reserve could ease monetary policy, but I
don't believe the Fed could do this until it became apparent that
we were in a recession, witness the fact that six of the seven posi-
tions on the Federal Reserve Board, the seventh one being vacant,
where chosen by the administration and it is obviously an election
year.

As far as the foreign exchange option, well, we saw what hap-
pened a few months ago when the administration tried to push the
dollar down, and what happened in the financial markets as a
result.

So my conclusion is we are heading for, if not already in a reces-
sion. It doesn't look bad by historical standards, but it is a reces-
sion nonetheless.

Thank you.
Senator SARBANES. Thank you very much, sir.
[The prepared statement of Mr. Kellner follows:]
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PREPARED STATEMENT OF IRWIN L. KELLNER

Besides shattering many dreams and expectations, the

stock market's crash has fragmented opinions on the outlook

for the U.S. economy and what, if anything, the government

should do about it--not to mention on the future course of

stock prices, interest rates, and the foreign exchange value

of the dollar. For every economist who says that the right

policy prescription is for Washington to slash its budget

deficit, there's another who warns that administering fiscal

restraint at this time would risk a repetition of what

happened in the 1930s. On the other hand, while many

economists now believe that a recession is likely in 1988,

there are more than a few who think that another year of

growth is in store, and that the stock market's plunge will

not prevent the expansion from continuing. Some applaud the

drop in interest rates and the value of the dollar that

occurred in the wake of the market's plunge as cushions

against a possible recession, while others have become

concerned that these developments are harbingers of a higher

rate of inflation.

Here are some of the questions that have arisen in the

wake of the market's crash:

Did the stock market crash because of Washington's

budget deficit?

The reasons for the market's crash are numerous and

complex, and, no doubt, concern over the budget deficit was
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one of them. However, the budget picture was no different

on Monday, October 19 than it was on the previous

Friday--or, for that matter, all during the month. If

anything, Washington's budget deficit in the 12 months

ending September 30, 1987, fell to its lowest annual level

since 1982. Not only that--both stock prices the economy

rose for five years straight, a period that coincided with

rising budget deficits!

Then why all this talk about the need for the President

and the Congress to cut the budget deficit?

The markets have become concerned about the fact that

the United States for a number of years has been consuming

more than it has been producing--and, in effect, borrowing

from foreigners to finance this excess. According to this

line of reasoning, a lower budget deficit will result in

less Federal borrowing, which means less reliance on foreign

funds. Interest rates can then move lower which will push

down the value of the dollar and help reduce our trade

deficit which will cushion us against a recession.

Aren't there risks in this strategy?

Sure, there are! For one thing, the deficit could be

cut too sharply, resulting in more fiscal restraint than the

economy could handle. For another, if the dollar goes down

too rapidly, it will discourage even a reduced inflow of

foreign funds--not to mention causing withdrawals. More
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inflation could arise from the lower-valued dollar as

imported goods go up in price and domestic manufacturers use

this as an opportunity to raise their own selling prices.

By reducing the value of the dollar in foreign exchange

markets, isn't Washington, in effect, trying to export our

recession to our trading partners, similar to the intent of

the Smoot-Hawley Tariff Act of 1930?

First of all, the value of the dollar in foreign

exchange markets is determined by more than Washington's

wishes, so it is not all that clear that this is deliberate

policy on our part. Secondly, if other countries were to

respond by taking steps to counter the falling dollar, they

would undoubtedly employ, among other strategies, a policy

of reducing their interest rates. This would help them by

stimulating their economies, while helping us by providing

better export markets for us and for our trading partners.

Why all this worry about the strength of the U.S.

economy? The latest statistics show that business was

expanding at a pretty good clip before the market's plunge.

Storm clouds were gathering on the horizon well before

the market's plunge in the form of a rise in the rate of

inflation (which cuts into buying power), rising interest

rates (which reduces borrowing power), and declines in auto

sales and homebuilding, which, as you can imagine, affect a

wide variety of industries. Keep in mind also that the
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stock market crash of October 19 did not represent a sudden

reversal in the market's trend; stock prices began to slide

nearly two months earlier. Lower stock prices reinforced

the downward trend in spending by reducing both the wealth

of those who are in the market, and the confidence of the

great majority who are not, but who are aware of market

trends.

But the surge in stock prices that took place between

the beginning of the year and August 25 did not lead to a

similar surge in spending, so why should the decline lead to

a reduction in spending?

Spending levels might have been even lower if the stock

market didn't go up earlier, since personal savings are low

and debt usage is high. Many people looked upon the rising

value of their stocks as a substitute for savings.

The stock market declined by about the same percentage

in 1962, and yet there was no recession for over seven

years, so why can't we avoid a recession this time?

There are many differences today compared with a

quarter of a century ago. For one thing, the economic

recovery then underway was about one year old, meaning that

it was strong enough to withstand such a shock. Last year's

crash occurred when the expansion was a senior citizen by

business cycle standards. Indeed, when October came to an

end, the expansion set a new record for peacetime longevity
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of 59 months--more than twice as long as average.

Additionally, the 1962 stock market decline was spread out

over a period of months, not concentrated in a few hours as

this one was. Thus, it did not make the headlines in the

newspapers, the cover stories of national magazines, nor did

it receive the television treatment that this decline did.

In the wake of the fall in the value of the dollar,

won't the drop in the trade deficit be enough to offset any

softness in domestic spending?

One should not expect too much from a declining trade

deficit for several reasons: First, our trade position

almost always improves when the U.S. economy is in a

recession, since reduced consumption levels in general also

lead to less imports. Second, exports represent only about

11 percent of gross national product, thus are unlikely to

offset massive weaknesses elsewhere. And exports may not

rise much this time because our trading partners are either

growing slowly themselves, or have restricted the inflow of

foreign goods to improve their own balance of payments.

As you know, the stock market crash led to a drop in

interest rates. Why wouldn't this tend to prevent a

recession--especially considering that bonds, whose prices

went up as interest rates fell, are widely held?

Let's take the second part first. Even after the

crash, the value of stocks still exceeded the value of

85-120 0 - 88 - 7
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bonds. In addition, stocks at mid-November were about 28

percent below their August peaks, while bond prices were up

only about eight percent. Households own a greater

percentage of stocks outstanding than they do bonds. Thus,

the drop in the value of household-owned stocks from their

peak in August (over $750 billion) far outweighs the

increase in the value of household-owned bonds (about $75

billion) that occurred in the wake of the drop in interest

rates beginning October 19. As for the decline in interest

rates themselves, while this might make it easier for people

to borrow, it is not all that clear that they will want to

borrow until they see how their financial situation will be

affected by the stock market's crash.

But shouldn't the rise in bond prices, along with the

drop in interest rates--not to mention the reduced concern

over inflation that has followed in the wake of the market's

crash, be considered good news for the economy which should

be factored into the outlook?

There is no doubt that these developments are good

news. However, past experience has shown that bad news

affects the economy before good news does, and that sudden,

unexpected events, such as a stock market crash, can have a

pretty rapid impact. For example, the drop in oil prices

between October 1985 and April 1986 was good news for those

who consume energy but bad news for those who produce
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it--and it was the production side that reacted first by

cutting back output, thus holding down overall economic

growth. In early 1980, the credit controls imposed by the

Federal Reserve were widely misunderstood and led to an

immediate downturn in consumer spending, thus plunging the

economy into recession. And the oil embargo and the

quadrupling of oil prices that took place in October 1973

caused the economy to go into recession barely two months

later.

If we do have a recession in 1988, is it conceivable

that it could turn into something really bad?

We don't anticipate anything like the economic

catastrophe that occurred after the 1929 crash. For one

thing, the government is a much bigger factor today, and

while many complain about the size of government, it helps

stabilize economic activity in times like these. There are

income maintenance programs such as Social Security and

unemployment insurance that keep consumers' purchasing power

from collapsing as it did in the 1930s. There are also many

legal and regulatory safeguards that will keep confidence in

our financial system, besides the fact that the market today

is dominated by big institutional investors who are better

able to deal with steep downturns.

After the experience of the 1930s, we learned that the

government should rely primarily on fiscal policy to
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stimulate the economy, since monetary ease, by itself, did

not seem to be able to do the job. Yet, this time around,

we are faced with the loss of the fiscal tool, since, in

today's environment, the government could not deliberately

increase its budget deficit. That being the case, is there

a risk that we will be unable to come out of recession

relatively soon?

Notwithstanding the lessons of the past, today's

circumstances dictate a reduction in Washington's budget

deficit for reasons noted earlier: Less government

borrowing means lower interest rates, lower interest rates

will let the dollar drift lower and, that, in turn, will

reduce our trade deficit, providing a cushion against a long

recession. However, I would add that it is more important

for elected officials to develop a credible long-range plan

to reduce the deficit than it is to take a big chunk out of

the deficit for the current fiscal year.

Is there anything else we should have learned from the

market's debacle?

Yes. Panic is a condition experienced by many living

creatures. In the case of fishes, birds and animals, panic

can start with a sudden disturbance to the environment. A

herd of animals may be scared into panic by a shotgun blast;

for man, the causes are more complex. We have had many

panics in recorded history, the most famous of which,
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besides the market crash of October 1929, was probably the

rapid rise and then plunge of the price of tulip bulbs in

Holland during the first third of the seventeenth century.

Looking back over the accounts of the stock market's

activity in the months and weeks leading up to the crash,

one factor to consider is the role of the media. In the

days and weeks prior to the crash, it was not uncommon to

find in the financial press a comparison of the pre-crash

declines with past history. It seems to me that this

focused investors' attention on the relative importance of

each major downward move in stock prices until one day,

October 19, most came to the same conclusion that the time

had come to get out. While this kind of reporting sells

newspapers and magazines, unfortunately, it also sells

stocks.

The new year finds the business outlook murkier than

ever. There is widespread disagreement among economists

over where we are today--not to mention regarding where we

are heading over the balance of 1988. The range of

expectations hasn't been this wide since the end of 1982.

Interestingly, the United States economy reached a major

turning point at that time (the end of the 1981-82

recession), and it may well be at another critical juncture

(the onset of a new recession) today.

One aspect of the business outlook seems to unite the
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forecasters. This is the feeling that economic growth will

slow significantly during 1988--especially in the first half

of the year. Some think business will pick up again by the

summer, while others feel the economy will be sluggish all

year. In my opinion, it would be prudent to expect a

recession this year--not a bad one, but clearly a change

from the growth environment of the past five years.

As many may already be aware, my forecast of a

recession in 1988 is not a recently adopted position. It

predates not only the stock market's plunge of last

October--but even the slide that began two months earlier,

in late August, 1987. Indeed, it goes back to last spring.

At that time, we saw a number of signs that in the past have

signaled the onset of recession:

o The ongoing expansion had become twice as long as

the average peacetime upswing, meaning that it was

becoming increasingly susceptible to being derailed;

o Fiscal policy was tightening sharply, since the

government's budget deficit was in the process of

contracting by one-third;

o Monetary policy had turned restrictive, whether one

looked at the money supply, which stopped growing in

the spring, or at short-term interest rates, which

had actually bottomed out in early October, 1986;

o Long-term rates began shooting up in April, 1987, as
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bond buyers became aware that inflation had

returned;

o The rise in the rate of inflation was not matched by

an equivalent increase in wages and salaries,

leading to a drop in people's buying power;

o The combination of reduced buying power and less

borrowing power, along with the generally high level

of debt and low rate of savings caused consumers to

reduce their purchases of autos and housing--two

mainstays of our economy;

o Consumer spending in general began to falter,

although it was for a while offset by stepped-up

production for exports in the wake of the

lower-valued dollar.

Because of this last factor, as well as because the

stock market had not as yet reached a peak, we believed that

the U.S. could avoid a recession in 1987. This appears to

have been the case--at least according to preliminary data

covering last year's gross national product. However, a

closer examination of these statistics, as well as an

assessment of the developments that have taken place in the

stock market since the August peak suggests that the

five-year expansion has just about run out of string.

The signal sent by the stock market's decline should

not be ignored. For one thing, while not every decline in
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stock prices has led to a recession, every recession in the

past half century has been preceded by a drop in the stock

market. What is more, the only time in this century when a

plunge in stock prices the size of the decline between

August 25 and October 19, 36 percent, was not followed by a

recession was during World War II, when the military buildup

kept the economy rising even though the market had fallen by

over 40 percent.

Since we are not on a wartime footing today, it seems

reasonable to expect the negative impact of the market's

fall to spread throughout the economy. Those who own stocks

are clearly less wealthy today than they were last August,

while they, and the vast majority of people in the U.S. who

don't own stocks are surely less confident. The record

shows that these developments lead to reduced outlays--which

can be seen from the statistics describing consumer

spending. Nominal retail sales were about two percent lower

in December 1987 than they were back in September 1986,

while 'real" sales, after adjusting for inflation, were down

by more than twice that much. Taking the volatile auto

sector out of the picture finds real retail sales down by

two percent in the last ten months alone.

On the other hand, production of goods destined for

final consumers has actually sped up since summer 1986.

While real retail sales have been falling, output has
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climbed by five percent. Not surprisingly, inventories are

beginning to pile up. The Commerce Department's latest

tabulation shows a sharp two percent increase in total

business inventories in the past two months. And since

total business sales have actually fallen during this time,

the important ratio of inventories to sales has begun to

rise.

As is usually the case, the backup of unsold goods is

most prominent at the retail level. Not only has the ratio

of inventories to sales adjusted for inflation been climbing

sharply since autumn, 1986, but it is higher now than at

anytime in the past 20 years--a period spanning four

recessions (Chart I)! Merchants must now be in the process

of putting on the brakes, because in the past few months,

wholesalers' inventories have begun to shoot up, causing

their I-S ratios to rise from the 13-year low reached this

past summer.

At the manufacturing level, inventories have been

rising for about a year, but since sales have gone up even

faster, producers' I-S ratios are still falling. However,

once wholesalers decide that their stockpiles are too high

and begin to reduce their orders, factory sales will lose

some of their zip. This will leave producers in

particular--and the economy in general--dependent on capital

goods and exports for continued growth.
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It may not be enough. For one thing, these two sectors

combined amount to less than one-quarter of the gross

national product. This means that output of capital goods

as well as goods destined for export would have to grow even

faster than they did in 1987 to offset the ongoing weakness

in consumer spending, which accounts for two-thirds of the

GNP.

There is no disputing the fact that production of these

goods is in a sharp rise. Output of business equipment

jumped six percent in 1987, responding to a surge of similar

magnitude in business spending for capital goods. And a

recent government survey of business spending plans suggests

that an even greater rise might be in store for 1988.

However, this increase might not come to pass, since most of

it represents spending on equipment, which can easily be

postponed or even cancelled, should economic conditions

warrant it.

Most of the hopes for avoiding a recession are

therefore being pinned on exports. After rising only

slightly in 1986, exports in the first 11 months of 1987

shot up 15 percent. But to offset just a flattening in

consumer spending--which is nearly six times as

large--exports would have to rise about one-third faster

this year than in 1987. Notwithstanding the fact that the

dollar is worth only about half as much today as it was
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three years ago when compared with the major industrial

currencies, it won't be easy for goods producers to achieve

this objective.

For one thing, U.S. industry has already shifted a lot

of its productive capacity overseas, responding to the

earlier strength in the dollar, as well as lower labor and

other costs. Whatever comes out of these offshore

facilities will not benefit the U.S. economy. For another,

while average domestic operating rates remain only around 82

percent, well below peaks reached in earlier cycles,

capacity utilization for a number of industries--especially

those involved in exporting--are much higher. The paper

materials industry, as an example, is operating at 99

percent of capacity, a near record, while other parts of

this industry are operating at rates in the low 90s.

Textile mills are running at better than 94 percent of

capacity, while the iron and steel industry is at 91

percent. Aerospace, chemical materials, rubber and plastics

are all at 88 percent.

Besides putting a lid on export growth, these high

rates of capacity use have led to significant price

pressures. Industrial raw materials have climbed nearly 40

percent from their August, 1986 lows. At the producer, or

wholesale level, this surge has translated into an

accelerating rise in prices of intermediate goods, excluding
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food and energy. Last quarter, for the sixth quarter in a

row, this index rose at a faster pace than it did in the

preceding quarter (Chart II).

With prices of imported goods up at least 10 percent

over the past year, the only thing that has prevented these

pressures from spilling over into the consumer price index

(which still rose four times faster in 1987 than it did in

1986) is the softness in consumer demand. If the economy

manages to avoid a recession this year, these bottled-up

inflation pressures would seem likely to surface.

Another byproduct of continued economic growth this

year would be a renewed decline in the dollar. This is

because, instead of shrinking as might be expected in a

recession year, imports will remain high, owing to the

expansion in buying power that would accompany continued

economic growth. The resulting lack of progress in bringing

down the trade deficit is what could pressure the dollar.

Needless to say, a lower dollar, combined with more

inflation, would boost interest rates and send the stock

market tumbling once again. The net result: an even worse

recession in 1989.

On the other hand, a recession in 1988 would not be

without a silver lining. To be sure, there are people who

will lose their jobs in a recession, while many businesses

will sustain reduced sales and earnings. For these folks,



201

the "benefits" of recession are, understandably, small

consolation. Nonetheless, there are some pluses to be aware

of, one of which will be a continued bottling up of

inflation, since neither business nor labor will be able to

raise prices and wages very much when the economy is soft.

As it becomes evident that inflation pressures are

being vented--the financial markets will become less tense,

and interest rates should begin to fall. This decline

should be aided by an easing of Federal Reserve monetary

policy, as usually happens once a recession is underway and

inflation is perceived as less of a threat. These lower

rates need not push the dollar down, since our foreign trade

deficit would be improving. Thirty percent of the goods we

consume is imported, so it stands to reason that declining

demand will result in fewer imports as well.

As the dollar stabilizes, foreign funds will return to

the U.S. Declining interest rates should encourage both

foreign and domestic funds to flow into the stock market.

Once the stock market gets out of its rut and begins to rise

on a sustained basis, wealth and confidence will return,

laying the groundwork for a new economic recovery.

One final point. Because this is a presidential

election year, you might be wondering what, if anything the

Administration might do to delay the onset of this

recession, since the record shows that bad times in years
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divisible by four tend to lead to a change in the party

occupying the White House. The answer, in my opinion, is

not very much.

For one thing, we may already be in a recession, in

which case it is obviously too late. But even if we are

not, there do not seem to be any options open to the

Administration at this point. Fiscal policy is virtually

powerless. Any efforts to ward off a recession (by either

spending increases or tax reductions) would be difficult to

implement, because they would involve deliberately

increasing Washington's budget deficit at a time when most

everyone wants to see the deficit shrink. Monetary policy

might be used--but only after a recession gets underway. It

does not seem likely that the financial markets will

tolerate lower interest rates and rapid money growth

engineered by a central bank, all of whose members have been

appointed by the party in the White House, until business

conditions require them.

A third policy tool is foreign exchange. Pushing the

dollar lower, thereby making exports cheaper and imports

even more expensive, could ward off a recession. However,

as the Administration learned several months ago, it could

also discourage the inflow of foreign funds needed to

finance our current deficits. In turn, this could lead to

higher--not lower--interest rates by adding to domestic

inflation, and, perhaps, to another plunge in stock prices.
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Senator SARBANES. Mr. Blinder.

STATEMENT OF ALAN S. BLINDER, PROFESSOR OF ECONOMICS,
PRINCETON UNIVERSITY

Mr. BLINDER. Thank you, Mr. Chairman. I am not sure I will live
up to the buildup you gave us all.

Senator SARBANES. In any event, we want to hear you, whether
you deserve the buildup or not. [Laughter.]

Mr. BLINDER. Since several of my colleagues on the panel here do
forecasting for a living, I will not attempt that, and will limit my
remarks to policy issues and hopefully stay within my 8 minutes.

The first thing to say, I think, in thinking about sensible macro-
economic targets, is that it is now time that policymakers start
confronting a question that has been safely left to academics
throughout this decade up to now, which is how high is what
economists call the natural rate of unemployment? Or, in less gib-
berish, how low could we push the unemployment rate safely, with-
out starting to encounter serious capacity restraints and inflationary
pressures?

That was not a burning issue for policymakers for a long time,
with unemployment rates of 8, or even 7, percent. But now, as we
approach what may be the full-employment zone, the question is of
considerable practical significance.

My view is that we still have some room to grow, that is, to push
unemployment down, before we start worrying seriously about re-
kindling inflation. I want to start by explaining why.

During the late 1970's and early 1980's, expert opinion congealed
around the notion that the natural rate of unemployment was
something close to 6 percent. Those who dissented from this view
mostly favored a higher number, like 6.5, even 7 percent. I never
accepted those high numbers, and was a holdout for 5.8 percent,
which was picked only because it was the actual unemployment
rate of the year 1979, which appeared to be a more or less equilibri-
um year in terms of labor market slack.

My view since around 1980 has always been that policy should
strive to push unemployment down aggressively until we got to
around 6 percent, and then should proceed with caution, testing
the waters at each step to see just how much further we could go,
since nobody really could know that in advance.

For a long time, that made me a hawk in the debate about the
natural rate. But, of course, as we sit here today, the actual ob-
served civilian unemployment rate is 5.8 percent, the same rate as
in 1979; and the labor market, outside of a few pockets here and
there, is showing rather few signs of strain. In fact unit labor costs
over the last four quarters rose only 1.6 percent, which is slower
than it had risen in the previous several years.

I interpret this as evidence that the natural rate is probably
lower than 5.8 percent. Well, how much lower?

A start on an answer can be made if we make the same demo-
graphic adjustment that induced economists to increase their esti-
mates of the natural rate in the first place. Just as a higher frac-
tion of teenagers in the labor force raised the natural rate between
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the late 1950's and the late 1970's, so has a lower fraction of teen-
agers lowered it since 1979.

If you make this adjustment, it takes about three-tenths or four-
tenths of a percentage point off the natural rate, which if it was 5.8
percent in 1979, would bring it down to something in the neighbor-
hood of 5.5 percent today.

And other factors suggest that the natural rate might even be
lower than that. Prominently, unemployment benefits are now
reaching a smaller and smaller fraction of the unemployed. I think
that is regrettable, by the way; but, be that as it may, it is some-
thing you would think would lower the natural rate.

In addition, the real minimum wage is now considerably lower
than it was at the beginning of this decade. Also, labor unions are
weaker and account for a smaller share of total employment.

So I am led to conclude that the economy is not likely to enter
the inflationary danger zone until unemployment drops below 5.5
percent. How much below, no one can really say. And I don't pur-
port to know.

However, whether or not we can safely push the unemployment
rate down to, say, 5 percent does seem particularly germane at the
moment, when most forecasts that I read are predicting a 1 or 2
percent real growth rate for next year and some, as you just heard,
are predicting negative growth. Even the 1 or 2 percent real
growth rate would imply a slight upward creep of the unemploy-
ment rate during the next 12 months.

Now, in the abstract, I would favor something in the range of 2.5
to 3 percent as a real growth target for the U.S. economy for the
coming year. That would be enough to keep unemployment on a
gradual downward track. Unfortunately, it is not clear that policy
can do much to achieve that kind of growth right now if private
demand proves inadequate to the task.

Indeed, the more relevant question may be what to do if growth
turns out to be much weaker than the consensus forcast, as Mr.
Kellner suggested. I believe that a sensible macroeconomic policy
for the coming year would reduce the structural deficit some-
what-and I want to stress the word "structural"-though prob-
ably less than the new Gramm-Rudman law calls for, and would
not worry if a weak economy prevents the actual budget deficit
from falling. And, importantly, it would also offset this fiscal con-
traction by monetary expansion.

Remarkably, it seems to me quite possible that business as usual
would produce a policy very much like that. So, while I am accus-
tomed to coming before this committee to urge a change in policy, I
will not do that today. I would like to explain my reasons, begin-
ning with fiscal policy.

Normally I would not recommend cutting the structural deficit
when the forecast for real growth was only 1 or 2 percent, with a
chance of recession. In fact, just the opposite would normally be in-
dicated. But, given the inglorious budget history that has gotten us
to the point where we are today, fiscal stimulus does seem out of
the question. I think the most we can hope for is a fiscal policy
that does not become a destructive force that turns mediocre
growth into recession.
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Now, if I understand the new Gramm-Rudman law correctly-
and I am not 100 percent sure that I do-that is roughly the sort of
fiscal policy we might get. The law calls for a $36 billion deficit re-
duction for fiscal 1989, which, first of all, will be very difficult to
achieve, and second, counts asset sales and other meaningless
transactions toward the $36 billion total. I take that to mean that
the actual economic reduction deficit is likely to be something less
than $36 billion.

More importantly, the mandated cut from the current services
baseline is going to be $36 billion regardless of whether OMB fore-
casts a 3-percent growth rate, a 1-percent growth rate, or a nega-
tive growth rate. That means that the level of the permissible defi-
cit for fiscal 1989 is going to depend on the baseline forecast. If the
forecast is for a weaker economy-and again, I think it is the
August forecast that is relevant, but you can correct me if I am
wrong-then the permissible deficit under the law will be higher.
And that is exactly as it should be.

So for fiscal 1989 only, Gramm-Rudman II will not shortcircuit
the economy's automatic stabilizers, which was one of the greatest
flaws of Gramm-Rudman I.

Turning to monetary policy, there I can see more running room
to combat recession, should the need arise-provided that mone-
tary policy is not hamstrung by international agreements to peg
the value of the dollar. We are used to thinking of monetary policy
as facing a tradeoff between inflation and unemployment. If it
pushes too aggressively, you get inflation; if it pulls back, you get
unemployment. Lately, with unemployment and inflation both rel-
atively quiescent, the Federal Reserve has confronted a different
dilemma-one that you, Mr. Chairman, mentioned in your opening
statement-between internal considerations and the value of the
dollar.

Specifically, maintaining moderate growth of aggregate demand
while we reduce the deficit calls for monetary ease and low interest
rates. But pegging the dollar above its free market level requires
tight money and high interest rates. Now, Chairman Greenspan
may be a very clever person, but he certainly cannot manage both
of those at the same time.

When and if a choice must be made between propping up the
dollar and propping up the economy, I don't hesitate before making
my recommendation, which is that thp Fed shnul gtick wil-th the
economy and abandon the dollar, as it did after the October stock
market crash; not do the reverse, as it was forced to do by the
Louvre agreement.

I would like to conclude by listing briefly some of the reasons for
taking this position. First of all, the dollar may not have that much
further to fall. While no one knows how much more of a decline
awaits us, it will certainly be smaller than what we have already
had.

I think it is odd that we harbor dark fears of a "free fall of the
dollar" when we have already lived through several free falls with
very little trauma.

Second, the yen-dollar exchange rate is on a long-term downward
path, no matter what we do, so long as Japanese productivity re-
mains above ours and Japanese inflation below ours. So the only
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real issue is over timing-whether the dollar should fall more now
and less later, or vice versa. If you think of it that way, a quick
further drop in the dollar does not sound like such a bad alterna-
tive.

Third, and related to this, it isn't a low level of the dollar that
holds American interest rates up where they are but, rather, expec-
tations that the dollar will fall further in the future so that foreign
investors who invest in dollars will lose money. The more of this
eventual drop we get behind us, rather than have in front of us,
the lower American interest rates can be.

Fourth, fears that a falling dollar will (a) cause inflation and (b)
pauperize Americans are greatly overblown. Yes, a cheaper dollar
is inflationary and does lower the American standard of living. But
the magnitudes are quite manageable. The typical American
spends 10 to 12 percent of her budget on foreign goods. So, if the
dollar falls another 20 percent and, in consequence, prices of for-
eign goods rise, say, 14 percent, then the cost of living goes up
about 1.5 percent. That is not good news, but neither is it a cata-
clysm.

Finally, we shouldn't forget about the benefits of a cheaper
dollar. Those benefits are large, visible, and growing. Our export
industries are now expanding at a remarkable pace and many do-
mestic industries that compete heavily with imports are recovering
from the devastation they suffered in the early 1980's due to the
bloated dollar.

Americans need to remember that export-led growth was a prime
ingredient of the German and Japanese postwar economic mir-
acles, and that miracle may now be coming, although in a smaller
degree to be sure, to the United States-where today labor costs no
more, and in many cases actually less, than in Germany and
Japan.

There are those, I know, who argue that a cheap currency is a
painful way to compete, for it reduces the purchasing power of the
dollars that Americans earn. That is absolutely correct. But those
same people should recognize that no method of improving our pro-
ductivity has the slightest chance of doing for American competi-
tiveness what a 50 percent depreciation of the dollar has already
done.

Yes, we should certainly strive for higher productivity, if we
could figure out how to do it, for that is the mainstream of higher
standards of living. But we must realize as we do this that any at-
tainable productivity improvements will enhance our international
competitiveness by, at most, a few percentage points over several
years, if we are lucky. The dollar can accomplish that by falling in
a single day.

Thank you.
Senator SARBANES. Thank you very much, Mr. Blinder.
[The prepared statement of Mr. Blinder follows:]
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PREPARED STATEMENT OF ALAN S. BLINDER

POUCY GIEDMS FUR I

r. hairman. mebers of the coittee. i want to then* you for the
opportunity to testify here today. Since several of my colleagues here on the

-puel da forecasting for a living, I will limt y rerks to policy issues.

The first thing to say is that policyukers *.st no confront a qutian
that has been ostrictly acadic throughout 1980s: Hw high is what
econrolsts call the nturalm rate of unloynt? That Is, How low can w
push the unepoyuent rate before w start to encounter serious capacity

constraints And lnflationary pressures? For yeus. policynakers could afford
to ignore this question because uneployent was so high and spare capacity
so amle. But now we are probably approaching the full-p~lyment zone, so
the question assae s gret practical lq:ertance. y own view is that the
econy still has som roo to grow before wtrries about rekindling Inflation
becom waranted. Let me explain thy.

Orwing the late 1970s and early 1980s, expert opinion congealed around
the notion that the natiral rate of unemloynent was ear 61. Ibst of the
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dissenters from this view favored a hi1*er nmber. like 6.5% or en 7%. 1

never accepted those hig estiates and held out for 5.8 - whch was the

average LmeIlOyuent rate achieved in 199 - as an upe limit. Wy view

since 1980 has been that policy should strive to push uemploymnt down

aggressively until we reached 6Z and then pi cautiously, testing the

waters at each step to see If w could safely go fu e.

For a bIg tima. that aade me a hwk in the deate over the natural rate

of uneloyet. But today we find ourselves back at 5.8% at last, and with a

labor market sloing few signs of strain. In fact. unit labor costs rese just

1.6S during the most recet four quarters, slwer than in the last several

years. I interpret this as evi ee that the natral rate of nployuent Is

below 5.8S. How far below?

A start on an anser can be made by aking the same dmograhic

adjustent that led ecolicists to increase their estimates of the natural

rate in the first place. lust as a higher propo tion of teenagers In the

labor force raised the natural rate between, say, I95 and 1979, so has a

lower proortIon of teenagers reduced it since 1979. This adjustment

stutracts about 0.3 or 0.4 percentage point fr the natural rate, bringing

it dcn to the 5.5S range. Other factors suggest an even lower natural rate:

uneloyment benefits are reaching a sller and smaller fraction of the

unemployed, the real 1n1 wage has fallen considerably Chring the MM.s,

and labor unions are no weaker and account for a smaller share of the labor

force. So I m led to conclude that the econy is not likely to enter the

inflationary danger zone until wployment drops below 5.5S. It rains to

be seen btether we can safely go further.

But Wwther or not we cm push the umployment rate to 5S does not se

particularly goene right now - most forecasters are predicting only
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1-2S real growth and a slight upwrd creep of the oueloyit rate dtring

1988. That is thy I say the ecanxxy still has ro, to grow.

In the bstract. I would favor a 2.5% to 3S growth target for the U.S.

In 1988 - enough to keep the muelayment rate on a gentle domeard track.

UWfortimately. it is not clar that policy can do much to achieve that kind

of growth rigt ow, should privte demsnd prove inadequate. Idieed, the oe

relevant question mny be wiat to do If growth twrs out to be wse than the

forecasts - for exale. if a recession starts in 1968.

I believe that a sensible uacroeconkic policy for 1968 would reduc the

structural deficit sdeiat. though probably less than the he grain-Rudn

law calls for, and not 1ry if a woak econ kept the actual deficit from

falling. It would also offset the fiscal contraction by monetey expansion.

Rrkbly. it is quite possible that business as usual will produce a policy

me or less like this. So, while I a accustomed to coing before this

cittee to wge a change In policy. I will not do so today.

Let me explain wy reasons, begirming with fiscal policy. Nor lly, I

would not rec l cutting the strucbtual deficit then forecasts are for

-21 growth. with a chawe of recession. In fact, Just the opposite would be

indicated. But, given the iaglorious budget history that Mas gotten us to

this point, fiscal stimulus seems out of the question. We should be cnt

with a fiscal policy that does not beco a destructive force tunrnng subpar

growth into recession.

If I undestand the new Grin-4ubn law correctly, that Is about iat

we should get. The law calls for a S36 billion deficit reluction for fiscal

1989, which (a) will be difficult to achieve and (b) alls asset sales and

.other meaningless actions to count. IMe important, the imndated cut from the
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current services baseline Is S36 billion regardless of whether OU forecasts

3% growth, 1% growth, or a recession. Ie, the level of the permissible

deficit for fiscal 1989 will depend on the baseline forecast; if the forecast

is for a waker econowr, the permissible deficit will be higher - which is

just as it shild be. Itnce, for fiscal 19 only, 6raxban I will not

short-circuit the ecnys automtic stabilizers. Tat Is a big 1irovent

over a I.

Ibnetary policy has am running room to cmat recession should the

nd arise - poided it Is rat hamstrung by Intenat:ional agreenents to peg

the value of the dollar. No Illy, moetary policy mist strike a delicate

balance bete inflation and unmloment: too Wuh stimulus my bring on

inflation; too mach restraint my raise unployment. Lately hower, with

both u yoymert and Inflation Wiescent. the Federal Rerve Ms beeR

confronted with a different dlein: that betwen dtic cosideratio and

the exchange rate. Specifically, maintalning moderate growth of agregate

dend in the face of deficit reduction calls for monetary ease and low

intest rates; but pegging the dollar above its free-market level requires

tight money and high interest rates. Chairmm Greenspan may be very clever,

but he cainot manage both of these at once.

Ihen and if a choice mist be nade betieen p ing up the dollar and

propping up the ecorm. y _ recondition Is clear and wuesitating. The Fed

should stick with the econoW and abandon the dollar, as It did after the

stock uerket crash, not sacrifice the econM to the dollar, as the Louvre

agreement forced it to do.

I would like to conclude by listing briefly so of the reasons for
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taking this position.

First, the dollar sy not have that suh further to fall. Ihi1e no one

bkos ho sh 1~ the dollar ust go. Aateve decline wits us will
&I -t certainly be smolle than hat w hav already exeienced. It is odd

that we barbor dark fars of a *free felln of the dollar kbea we haw aready

lived ttugub several free falls with little trma.

Securd, the yea/dollr exchan2 rate is an a long-tkru dcw..wd path,
and will ratn so as long as Jap*ese pkuctiv-ty grwth renmis higie- and

Japanese inflation kw than or awn- So the only real issue is 4wther the
dollar should fall more n and less later. or vice-versa. Phrased that wy,

.a quick bop of the dollar doesn't soun so bad.

Third, and related to this, It is not a Im level of the dollar that

holds Amrican interest rates up. but rather expectatfons that the dollar

will fall In the futire. The more of the eventual drop w get behind us, the
low our interest rates can be-

Fourth. fars that a falling dollar will (a) cause inflation and (b)
pauperize Aericns are greatly obln. Yes, a cheaper dollar Is

inflationary and does 1w the American standard of living. But the
magnitudes ae quite miageble. For example, the typical Aerican spends

10-12% of her budget on foreign goods. If the dollar falls another 20a ad.
as a result, prices of foreign goods rise another 14, the cost of living

-ill rise about 1.SZ. That Is Dot good news. But neither is It a cataclysm.
Finally, we should not forget about the benef its of a cheaper dollar-

thich are large, visible, and groing. r export industries are n
expanding at a rem ble pace, ai ony dstic lnkdstries that compete

heavily with Imports are recovering fr the devastation of the early 1s.

Aoricans need to remer that exprt-led growth s a prime ingredient of
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the Germn and Japanese postwar acnic wiracles; and it my now be coing

to the thited States. bere labo today ;s no me, and 1i ny cases

less, than in Germny and Japan.

Them are those. I bw. %t argue that a cdeap cureny is a painful

WY to c rta. for it redoces the prchasing pc of the dollars Aericum

earn. They are absolutely riot. But they should also recognize that no

mtd of ibprovlng our jvoctivity has even a re dcame of doing for

American A titveness uat a MQ depreciatiai of the dollar does. Yes, we

should strive for h1gwer prodtivity, for that is the mainsping of higher

standards of living. But we mut realize that attainable pwoductlvity

ilrovints will ehance ar interuatioml cn etit~veness by only a few

percentage points over several years - if we are lucky. The dollar can fall

that uch in a day.
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Senator SARBANBs. Mr. Sinai.

STATEMENT OF ALLEN SINAI, CHIEF ECONOMIST, THE BOSTON
CO. AND ECONOMIC ADVISORS, INC.

Mr. SINAI. Thank you, Mr. Chairman.
I look at the cyclical setting as one of winding down of this long

expansion. After 61 months of sustained growth, most likely our
expansion is winding down. Like it or not, we face a major slow-
down or recession. That is increasingly likely. Probably not in 1988,
although possible; most likely in 1989, and no later than 1990.

Despite some very good performance parameters for the econo-
my, the best performance parameters for the economy lately since
mid-1984, signs of financial trouble, excessive private, public sector
and international borrowing, and the reaching of full-employment
zones in labor and product markets, have set the stage.

Why is the expansion winding down? Key to the late stages of
every business expansion always has been the financial factor, usu-
ally the collision of the demand for credit with the supply. Rising
inflation, and higher interest rates, monetary tightening by the
Federal Reserve, and credit restraints by financial institutions that
squeeze spending, first housing, then consumer durables, and final-
ly business capital spending.

This time around, the financial factor has taken on a different
form. It is distinctly international in character and it is new in the
cyclical process, at least as we see it in this country. Huge global
imbalances in the United States and overseas have grown and per-
sisted in recent years in an historical aberration and irregularity
never before seen in modern times.

If I can steal 30 seconds from my allotted time and point you to
charts 1 to 4 in my prepared statement, you can get some idea of
the unusual nature of our budget and merchandise trade deficits.
That is the U.S. side of it.

The other side of it overseas are the huge trade surpluses of Ger-
many, Japan, and the NIC's. The global imbalance problem is not
just a U.S. problem; it is a worldwide problem.

These huge imbalances, for us big budget deficits and seemingly
intractable trade deficits, and for Japan and Germany and increas-
ingly the NIC's, large trade surpluses, have set into motion tremen-
dous yvrations in currency exchange rates, interest rates; and stoek
prices. When the quantities are so large and sticky-that is, these
imbalances-market asset prices must be the mechanism by which
the imbalances are corrected in a deregulated financial environ-
ment and a global financial environment.

In turn, the financial markets affect the U.S. and world econo-
mies perhaps adversely if the dollar falls, interest rates rise, or the
stock market declines.

Although the crash of 1987 has added to the risk of trouble, it
alone, in my view, should not be enough to plunge the United
States into a recession. The stock market decline was too narrow in
its impact to do more than just dent the economy. Some 30 to 40
percent of the drop occurred in indirect holdings of stock. Only a
little over 20 percent of households directly own stock. Those who
do are typically older, in upper income brackets, and have high net
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worth. Only a relatively small proportion of household net worth
resides in stock. Many stockholders lost paper profits and no more.

And if one looks at the situation surrounding our bear markets,
there are always other factors besides the stock market decline
that cascade to create a recession in the aftermath of the beginning
of a bear market in stocks. I don't think it is a stock market de-
cline alone that creates a recession. I think it is problems that are
generic to the economy that underlie the behavior of the stock
market and then show up in other forms-rising interest rates,
rising unemployment, over-exuberant borrowing, boom-bust, that
then brings the economy down.

If nothing worse happens than the stock market crash-and I
doubt that nothing worse than that crash will occur-but if noth-
ing worse were to happen than the crash, the most probable result
for 1988 is growth in the 2 to 2.5 percent range, down from last
year's 3.5 percent, but no real disaster. A weaker first half, 1 per-
cent to 2 percent growth, and a stronger second half is part of this
scenario.

The profile of sectoral spending should be quite different from
previous years. Those sectors previously most strong-consumption
and housing-should be much softer. That is actually normal at
this stage of the business cycle.

The sectors previously weak-trade, the industrial sector, real
net exports, manufacturing, and capital spending-should remain
strong. That also is natural for the late stage of a business cycle.

For consumer spending, which you asked about, my expectation
is that it will rise only at a 1.5 percent to 2 percent rate. That is
relatively low. In fact, it is very low by historical comparison, but
with good strength in services and nondurable goods outlays, resi-
dential construction should be down. There should be a sharp im-
provement in real net exports and in exports during 1988, and the
manufacturing sector will continue to provide a big lift to the econ-
omy.

With utilization rates high, I would expect capital spending to be
up by as much as 4 to 5 percent in real terms in 1988, a reasonably
decent performance.

For inflation, the role of the dollar is very critical. Inflation in
1988 probably will be more moderate than in 1987, thanks to the
round of lower oil prices at the end of 1987 which are going to
ripple through our price structure through the first half of this
year. Also, a softening of consumer spending makes runaway infla-
tion, 5 percent or 6 percent or more, highly unlikely.

But there is an unusual factor present this time in the inflation-
ary process, that is, the lower dollar, that likely will keep inflation
higher than otherwise would occur. The impact of a falling dollar
on inflation can be substantial, operating directly on import goods
prices, commodity prices, and precious metals prices. The dollar
also operates indirectly through an umbrella effect on domestic
goods that substitute for imported goods, indirectly through rising
business costs, and indirectly through oil prices and energy costs.

In work analyzing the effect of the falling dollar on inflation, I
have found that a 10-percent decline in the trade-weighted value of
the dollar can bring about eight-tenths of a percentage point rise in
the Consumer Price Index 1 year later and 1.5 points after 2 years.
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The trade-weighted value of the dollar has gone down 40 percent
since the Plaza agreement, and that would suggest 3 to 5 percent-
age points of higher inflation off the lower dollar.

But we haven't seen that. We haven't seen it because the U.S.
economy has been relatively slack in labor and product markets
until this time. But if and as the economy reaches full employ-
ment-and it is now in the full employment zone-the dollar will
be a sleeping tiger for inflation, threatening to spike inflation rates
much higher.

For 1988, specifically during the first half of the year, 2 percent
inflation is about right. Later on, dollar-related inflation may well
push the rate to 4 percent or more. For 1989, in excess of 4 percent,
perhaps near 5 percent inflation is a reasonable expectation.

Let me turn just for a moment to the crash effects, because that
was in the questions that were asked. A standard analysis of the
crash assumes that so big a decline in stock prices, the loss of
household net worth, and the psychological damage could produce
a recession. That has been a consequence in 8 of 13 bear markets
in the postwar period and indeed the kind of decline, 35 percent or
so between August and October 19, that virtually all of the time
has been followed by recessions in our history.

But I would point you to, in the prepared statement, tables 4 to
6, which provide information on the holdings of stock and the
movements of household net worth between the time of August 25
and October 19. Rather than go through it in detail, I think you
will find that the data corroborate what I indicated: that the effect
of the crash was very localized; the net worth after the crash of
households was actually only a little bit worse than before; and
those who hold stock are very narrowly based in the economy.

The big risk for 1988 and beyond is the potential for spikes up in
interest rates, more financial trouble. And, that has to do with the
budget and trade deficits, which remain intractable.

On budget deficits, we would expect them to rise in fiscal year
1988 and 1989. The deficit compromise plan of late last year will
only, by our estimates, reduce the budget by bona fide savings of
$22.8 billion and then, next year, by $32 billion, rather than the
stated amounts.

With the economic outlook, interest rate outlook, unemployment
rate, and assumptions on current legislation, as well as the budget
compromise plan, deficits in excess of $170 billion and $180 billion
can be expected.

Budget deficits and the trade deficits together, even with a slow
turnaround in the trade deficit, will continue to throw out a huge
supply for dollars in world markets relative to diminishing de-
mands for dollars, tending to drive the dollar down, I think easily
to 115 yen on the dollar by midyear, and 1.50 to 1.55 deutsche
marks on the dollar. The decline in the dollar, whether it should be
fast or slow, controlled or not, does have inflationary impacts, ex-
pected inflation impacts, that tend to hold interest rates up. The
combination of budget deficits, trade deficits, and the expectations
effect are probably worth 2 or 3 points of higher nominal interest
rates, and that can be translated to mortgage rates, for example.

The potential of spikes up in rates off these same deficit-debt-
dollar-inflation worries, interest rate implications, and what that
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all means for the stock market, the potential for financial market
trouble off of that combination of circumstances, remains very
great and will probably characterize 1988.

Is there some way to avoid it? I think there is essentially no way
to avoid it. The Federal Reserve is backed into a corner because it
has no control over the budget or trade deficits. It can only control
monetary policy. It is fighting a losing game in this circumstance.
If it eases, the dollar goes down, inflation worries rise, and long-
term interest rates will be raised in the market. If it tightens, it
risks a recession. All it can do is stand pat and hope that a little
bit of luck will bail the Fed out.

What could bail the Federal Reserve out is a staged series of re-
ductions in structural budget deficits over the next few years, not
cyclically created high deficits but the structural budget deficits, on
the order of $40 billion or so. But that alone cannot be done, any-
more. We would have to accompany that by a massive easing of
Federal Reserve policy at the same time, and even that combina-
tion might not work because the dollar would move lower and our
trading partners would have to pitch in with strong stimulative
policies at the same time.

It is only this kind of three-pronged policy solution that is the
way out of what inevitably is going to be our next recession. It is
just a question of picking the time of that recession, and I will con-
fess to you that none of us are close to perfect at getting turning
points. That is the toughest part of what any forecaster has to do.

Senator SARBANEs. Thank you very much.
[The prepared statement of Mr. Sinai follows:]
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PREPARED STATEMENT OF ALLEN SINAI*

Prospects and Policy options for the U.S.
and World Economies in 1988

After sixty-one months of sustained growth, the U.S. business
expansion most likely is winding down. Like it or not, a major
slowdown or recession is increasingly possible, probably not in
1988, although possible, more likely in 1989, and no later than
1990.

Despite the best performance parameters for the economy since
mid-1984, the cyclical setting for the next year or two suggests
that the string will run out on the expansion. Signs of
financial trouble; excessive private, public sector and
international borrowing; the reaching of the full employment zone
in labor markets; and capacity limits in some manufacturing
industries have set the stage.

The question is less whether a downturn, but when and by how
much. Other issues concern consumer behavior, the federal
budget, trade deficits and the dollar, and the role of the
Federal Reserve over the next year. A final question relates to
whether there is still a way through economic policy to achieve a
non-inflationary, full employment economy through the rest of the
decade.

Briefly summarizing--

o For 1988, the economy can be expected to grow at a 2% to
2-1/2% rate, with no recession although plenty of room for
trouble. In the first half, growth should average 1% or so,
with a pick-up in the second to a 3%+ path. With two
quarters of less-than-potential growth, the first half would
classify as a growth recession.

o Sectorally, the industrial sector should be the driving force
of growth, with consumption spending and housing activity
soft. This would represent a reversal from prior years.
Strong exports, continuing the pace of last year; a lessened
volume of imports; increased capital spending; and production
for inventories at the manufacturing level are expected to
prop economic growth. Weak consumption, soft residential
construction and weak government spending will be a
depressant early. Later on in the year, consumption spending
should pick up as auto outlays rise.

o The risk of recession in 1988 is substantial, with odds
assessed at 3-in-10 or 4-in-10. Sustained weakness in
consumption spending,. off the stock market crash or
otherwise, could produce excessive inventories relative to

* Chief Economist, The Boston Company, Chairman and CEO, Boston
Company Economic Advisors, Inc., and Adjunct Professor of
Economics, Graduate School of Business, New York University,
New York, New York.



220

sales, which then might require substantial cutbacks in
production and employment. So far, whatever weakness exists
in consumption and inventories seems to be narrowly focussed
in autos and at retail, and not yet suggestive of
full-fledged recession.

o How consumers behave represents a big risk for the economy in
1988. At 1.8% in 1987, consumption spending growth was way
down from the boom 4%+ rates of 1983 to 1986. The question
this year is if a similar pace can be expected or whether the
consumer will fizzle out. If nothing worse occurs than last
October's stock market crash. the consumer should keep
spending enough to sustain the expansion. The crash itself
was too narrowly focussed on a relatively small number of
households to be the force that would produce a consumer-led
recession.

o A bigger risk than the consumer lies in the possibility of
continued declines in the dollar, higher inflation, periodic
spikes up on interest rates from whatever the levels, stock
market trouble, and then another jolt to the economy.
Althouah the first half pattern of interest rates should be
down, this risk is ever-present.

o This year's dilemma for the Federal Reserve is not unlike the
ones of previous years. An accommodative stance on policy
seems appropriate, especially with early year softness
presenting itself in the economy. But, a decided turn toward
ease in case of worries over the economy seems unlikely since
the by-product could be another sharp downturn in the
dollar. Any move toward tightening or firming of interest
rates to prop up the dollar risks financial market trouble
and a recession. The role of the Fed should be to provide
enough money and credit at stable to lower interest rates
somewhat in order that the expansion proceed at an acceptable
pace of 2% to 3% growth.

o The winding-down of the expansion is principally a
consequence of the huge global imbalances--deficits in the
United States and surpluses abroad--that have created so much
financial instability in previous months. In the absence of
policies here and abroad to correct these imbalances, the
risk of financial trouble remains great. Also, the pace of
the U.S. economy has to slow so that the external deficit can
be diminished.

Why Is the ExMansion Windina Down?

The main reasons why the expansion is winding down are financial
trouble and fading consumer spending.

The processes of cyclical expansion and decline in the postwar
period were described and characterized by the late Otto Eckstein
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Table I
Stages of Postwar Business Cycles

Recovery/ Precrunch
Fpisowd F.punn Poom PtdestlCruurh Reseusln DeIqueflatlau

1 1945:4 to 1948:4 - - 1948:4 to 1949:4 -

II 1949:4 to 1953:2 1952:4 to 1953:2 - 1953:2 to 1954:2

mI 1954:2 to 1957:3 1955:1 to 1955:4 1955:4 to 1957:4 1957:3 to 1958:2 1958:1 to 1958:2

1V 1958:2 to 1960:2 - 1959:2 to 1960.2 1960:2 to 1961:1 1960.3 to 1964:3

V 1961:1 to 1969:4 1964:1 to 1966:4 1966:1 to 1966:3 - 1966:4 to 1967:3

- - 1969:1 to 1970.1 1969:4 to 1970:4 1970:2 to 1971:2

VI 1970:4 to 1973:4 1972:2 to 1973:4 1973:1 to 1974:3 1973:4 to 1975:1 1974:4 to 1976:2

VIl 1975:1 to 1980:1 1978:3 to 1979:1 1978:2 to 1980:1 1980:1 to 1980:3 1980:2 to 1980:3

Vill 1980:3 to 1981:3 - 1981:1 to 1981:4 1981:3 to 1982:4 1982:1 to 1983:2

IX 1982:4- - - - -

Source: Ono Eckstein and Allen Sinai, 'The Mechanis of the Business Cycle in the Poscar Era.' in Roben J

Gordon. Ed., The Amterican RusBness Ckle: Conthuiri and Change National Bure of Econo-c

Research Studies in Busness Cycles, Vol. 25 (Chicagojllinois: Ulniesity of Chicago Press, 1986).

and Allen Sinai as similar in substance from episyde to episode,
but taking on a different form each time (Table 1).

Stages in the business cycle were identified as a) recovery/
expansion; b) boom; c) financial trouble, the crunch; then
d) recession.

Currently, the U.S. seems to be somewhere near the
boom/financial-trouble stage, with a kind of mini-boom occurring
in the manufacturing sector and numerous signs of financial
trouble, although not a traditional credit crunch.

Key to the late stages of a business expansion always has been
the "financial factor," usually a collision of the demand for
credit with the supply, rising inflation and higher interest
rates, monetary tightening by the Federal Reserve and credit
restraints by financial institutions that squeeze spending--first
housing, then consumer durable outlays and finally business
capital spending.

Once real financial trouble starts, anywhere from three months
(1980 episode, Table 1) to two years (1955-57 and 1978-80
episodes) have elapsed before an economic downturn has begun.

This time around, the financial factor has taken a different
form, distinctly international in character, and new in the
cyclical process.

1 Otto Eckstein and Allen Sinai, "The Mechanisms of the
Business Cycle in the Postwar Era," in Robert J. Gordon, ed.,
The American Business Cycle: Continuity and Chanae, National
Bureau of Economic Research, Chicago, 1986.

85-120 0 - 88 - 8
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Huge global imbalances in the U.S. and abroad have arisen and
persisted, in an historical aberration and irregularity never
before seen in modern times. These huge internal and external
imbalances--for the U.S. continuing large budget deficits and
seemingly intractable trade deficits and for Japan, Germany and
increasingly the newly industrialized countries (NICs) large
trade surpluses--have set into motion tremendous gyrations in
currency exchange rates, interest rates and stock prices. With
such large and sticky "quantities," financial market asset prices
must be the mechanism by which the imbalances are corrected in a
deregulated financial environment. In turn, the financial
markets affect the U.S. and world economies, perhaps adversely,
if the dollar falls, interest rates rise or the stock market
declines.

Together, . the two U.S. deficits, budget and trade (Chart 1) and
the associated debt and interest payments on the outstanding debt
generate huge supplies of dollar-denominated assets in world
markets where holdings of dollar assets already have accumulated
considerable stocks of them.

With considerable losses on dollar investments from a declining
U.S. currency, weak fixed income and weak equity markets, the
rest-of-the-world demand for dollars has diminished even as the
supply has picked up. Portfolios have been shifted from dollars
to other assets, precious metals and stronger currencies. This
is a key factor in the declines of the dollar over past months.

In much of the rest-of-the-world, trade surpluses either have
been high or rising (Chart 2). This is particularly so in Japan,
whose trade surplus with the world has risen to nearly
$90 billion from only $8.6 billion in 1981. In 1987, Japan's
trade surplus with the United States approached $60 billion,
about the same as in 1986. In the period from 1976 to 1980, this
surplus averaged $7.1 billion per annum.

For Germany, its trade surplus with the world is nearing
$60 billion, up from $12.2 billion in 1981. With the United
States, the surplus is estimated to have reached nearly
$13 billion in 1987, up from zero in 1982.

Lately, the trade surpluses of Taiwan, Korea, Hong Kong and
Singapore have grown substantially vis-a-vis the United States.
The combined surplus of these countries with the United States
was $27.8 billion in 1986 and is estimated to be in excess of
$30 billion in 1987. In 1982, there was hardly any surplus.

The trade surpluses generate large demands for currencies such as
the yen and deutschemark, tending to make their value rise.
Against countries where the dollar is not permitted to change
much, e.g., Taiwan, Korea and Hong Kong, trade surpluses with the
United States can increase more rapidly.
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The Global Imbalances: US. Deficits ...

Chart I
US. Budget and Merchandise Trade Deficits
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Chart 2
Trade Balances of Germany, Japan, and the NICs
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The fiscal policies of the major nations also suggest fewer yen
and deutschemarks in world markets, more dollars and thus higher
exchange rates for the currencies of Japan and Germany
(Chart 3). In Japan, budget deficits are far lower as a percent
of GNP than in the United States, with no real expansionary
impulse indicated for coming years. In Germany, budget deficits
are ranging from -1% to -2% of GNP and, along with Japan,
represent one of the lowest ratios of the major industrial
nations.

For the United States, the federal budget did show a
contractionary impulse in fiscal 1987. But with only small
amounts of deficit reduction set in legislation, future deficits
likely will rise and an expansionary thrust can be expected in
1988. This could occur in 1989 as well, depending on the budget
in the last year of the Reagan Administration.

So long as the trade surpluses and fiscal policies of the major
countries change only slowly from current positions, fundamental
downward pressure on the dollar and upward pressure on the
currencies will result (Chart 4). Currency exchange rates are
the mechanism that most reflect global financial markets
imbalances; in turn, also impacting on inflation, interest rates
and growth of each country.

The scenario is by now familiar in the financial markets. Huge
budget and trade deficits and debts spew out a large supply of
dollars relative to demand, tending to produce a lower dollar.
Expected and actual inflation rise. Interest rates are pushed
higher or do not decline as much as would otherwise be the case.
Higher inflation hurts the dollar. The Federal Reserve either is
forced to tighten monetary policy against inflation, not ease, or
keep interest rates higher to support the dollar. If the budget
and trade deficits do not improve, the process continues.

Eventually, if nothing else intervenes or is done, interest rates
must hold to levels high enough to compensate foreign lenders for
dollar and interest rate risks and to reduce economic growth at
home so that enough savings are released domestically to finance
the deficits. The levels of interest rates necessary to do this
are uncharted, since the circumstances of the twin deficits and
twin debt are without precedent. At some point, interest rates
can reach levels that threaten the business expansions of the
United States and abroad, where strong currencies might already
be limiting industrial economic growth. The result then is lower
stock prices in anticipation of a possible recession, as
investors discount the risk of a possible downturn. In turn,
stock market weakness can slow the economy.

Nowhere has this fundamental problem of the financial markets
been more evident than at times of Treasury financing, when a
combination of downward pressure on the dollar and potential
upward pressure on interest rates has caused Treasury security
yields to move sharply higher to attract sufficient funding. The
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And Relatively "Loose" U.S. Fiscal Policy and Tightness Abroad . . .

Chart 3
Budget Deficits for U.S, Japan and Germany
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window for trouble has tended to span the two weeks before, the
week during and the two weeks after refundings. This scenario
has been familiar to fixed income markets since May 1986 and in
every Treasury financing since then, most recently in April-May
and August-September 1987. Starting in September 1986, the
problem spilled over into U.S. equity markets as well, continuing
in April-May 1987 with a sizeable 8% correction, and figuring
prominently in the stock market correction and crash of October
1987.

Last year's financial difficulties--two and at times three
percentage points higher interest rates and the stock market
crash in October--signaled the onset of the financial factor in
the business expansion that ultimately is a key ingredient for
the downturn.

Several paths exist. One is that last year's higher inflation,
higher interest rates and stock market crash were the setting for
a recession in 1988, probably a relatively mild one that would
serve to bring down inflation and interest rates and the trade
deficit. A second is a short pause in growth similar to 1962 and
1966, then renewed growth before more inflation, another round of
financial trouble, then a downturn. A third is yet another round
or two of financial trouble similar to last year, weakened
spending in the U.S. and overseas and, with lags, a recession in
1989 or 1990.

1988 Prospects--Expansion still. But Weaker and With Plenty of
Room for Trouble

The paradox is that the latest economic statistics actually have
been quite good, despite the stock market crash of last October.
Nothing much has happened in the aftermath of the crash that
would not have occurred, anyway!

Consumer spending and housing outlays have softened, but were
headed on such a course due to weak growth in disposable income
and higher interest rates. Orders, production and employment
have been strong, particularly in the manufacturing sector;
indeed, probably stronger than had been expected before the
crash. Even consumer sentiment, depressed for two to six weeks
after the crash, rebounded in December, both in the University of
Michigan Consumer Sentiment Survey and Conference Board Index.

Inflation settled down in the second half of 1987, helped by
lower energy and food prices. And, the civilian unemployment
rate, at 5.8% in December, was the lowest since November 1979,
and now is in the range of full employment.

Although the "Crash of '87" added to the risks for 1988, it alone
should not be enough to plunge the U.S. into a recession. The
stock market decline was too narrow in its impact to do more than
dent the economy. Some 30% to 40% of the drop occurred in
indirect holdings of stock. Only a little over 20% of households
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directly own stock. Those who do are typically older, in
upper-income brackets and have high net worth. Only a relatively
small proportion of household net worth resides in stock. Many
stockholders lost paper profits and no more.

If there is no worse financial trouble than the crash, the most
probable result for 1988 is real economic growth in the 2% to
2-1/2% range, down from last year's 3.5%, but no real disaster.
A weaker first half (1% to 2% growth) and stronger second half
(3% to 4%) is expected.

The projected growth of real GNP is near 2-1/2%, led by improved
foreign trade, rising real net exports, and increased capital
spending. The weaker growth this year is a consequence of
reduced consumer spending and soft residential construction as
households turn more cautious, save more, and borrow less.

The profile of sectoral spending should be quite different from
previous years. Those sectors previously the strongest,
consumption and housing, should be much softer. The sectors
previously weakest--trade, the industrial sector, real net
exports, manufacturing and capital spending--should be strong.

Consumer spending is forecast to rise at only a 1-1/2% to 2%
rate, although with good strength in services and nondurable
goods outlays. Residential construction is forecast to be down
2% to 3%. A sharp improvement for real net exports ($25 billion
to $30 billion) and strength in the manufacturing sector should
lift the economy. With utilization rates rising, capital
spending should pick up nicely, at a 4% to 5% rate. Increased
exports and higher capital spending will provide the greatest
impetus to growth.

As in 1987, the manufacturing sector, launched onto a
self-reinforcing pattern of growth, should lead the economy
upward. The lever for manufacturing has been the lower dollar,
which finally has made exports competitive. In 1987, nominal
U.S. exports rose 29.3%, pretty much across-the-board. In
inflation-adjusted or volume terms, the performance has been even
better, estimated at well above 30%, and for longer, stretching
from 1985:4 to the present. Improved exports boosted business
sales, raised orders, necessitating increased production,
inventory building, employment, and now additional spending for
capital goods. Once the expansion process begins in
manufacturing, it can easily last for twelve to eighteen months.

The pattern of activity across regions is likely to reflect the
increased trade, stronger manufacturing and capital spending and
the weakness in retail trade, finance, insurance, real estate and
housing. The Mid-Atlantic states are expected to show a
softening of activity; also New England, and the Southeast. The
so-called "Rust Belt" will be no more, with the Midwest and basic
industrial states to show a good revival. The balancing of
regional imbalances in economic activity is a consequence of the
economy shifting from a consumer-led expansion to
manufacturing-led growth.
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Inflation is likely to be more moderate in 1988 than 1987, but
still trending higher over a longer time span.

For 1988, especially the first half, recently lower oil and
energy prices weak consumer spending make runaway inflation (5%,
6% or more) highly unlikely.

But there is an unusual factor present this time--the lower
dollar--that can keep inflation higher than normally would
occur. The impact of a falling dollar on inflation can be
substantial, operating directly on import goods prices,
commodities prices, and precious metals prices. The dollar also
operates indirectly through an "umbrella" effect on prices of
domestic goods that are substitutes for imported goods,
indirectly through business costs, and indirectly through oil
prices and energy costs.

In work with the Boston Co. Quarterly Econometric Model of the
United States, a 10% decline in the trade-weighted value of the
dollar is responsible for a 0.8 percentage point higher CPI-U
inflation rate after one year and 1-1/2 percentage points more
inflation after two years. With a 40% drop in the dollar since
September 1985, these results suggest three to five percentage
points higher inflation. So far, slack in the U.S. economy has
prevented a bulge from dollar-related inflation. But, if and as
the economy reaches full employment, the dollar will be a
sleeping tiger for inflation, threatening to spike inflation
rates much higher.

For 1988, lower oil and energy prices and price discounting on
consumer goods should keep inflation at about 2% in the first
half. Later on, inflation rates may well rise to 4% or more.

Demand-pull is not likely to be a major source of inflation
pressure this year, except in some areas of manufacturing where
high utilization rates and delivery delays may force prices
higher. This is already happening in paper, chemicals, textiles
and the primary metals.

Wages and unit labor costs should exhibit some catchup in 1988,
but not much because of continuing good manufacturing
productivity growth of 3% or so. However, wage compensation
rises of some 3-1/2% to 4% will put upward pressure on retail
price inflation.

For 1989, a 4% to 5% inflation rate is projected as the dollar,
costs associated with rising utilization, demand-pull, and wage
pressures pick up.

Unemployment rates should remain relatively low, although rising
somewhat during the next year. With the unemployment rate in a
5.8% to 6.3% range, the zone of full employment has been reached,
although not generally across the country. Nineteen states can
be currently classified with full employment, i.e., unemployment
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rates of 5-1/2% or less. Labor shortages, especially in
services, are common in these areas and are a source of services
price inflation.

Employment should keep growing nicely, but the unemployment rate
probably has bottomed out. Cutbacks in some services activities
can be expected, e.g., retail trade and finance. Manufacturing
employment should continue to rise, reflecting good exports,
relatively strong sales, and a reasonably solid pace of capital
goods spending.

Somehow, the unemployment rate moved down from 6.9% to 5.8% over
the past year on weaker economic growth than normally would
produce such a result. This is a puzzle. Possibly, it is a
consequence of higher aftertax incentives to work effort under
the new tax system.

Business profits were nothing short of sensational in 1987, but
are unlikely to maintain anywhere near a similar pace in 1988.
Improved exports, better sales, cost-cutting and numerous
efficiencies, restructuring and earnings translation effects from
a lower dollar all helped push aftertax corporate profits
substantially higher and the S&P 500 earnings per share up about
26%. For 1988, a more modest increase is expected, between 6%
and 7% on the S&P 500 earnings per share and similarly for
aftertax corporate profits. The worst effects of higher
corporate taxes should be over, with lower profits tax rates
contributing nicely to cash flow.

Capital spending should be one of the stronger areas of activity
in 1988, forecast to be up by 4% to 5% after adjustment for
inflation. The weakness in business capital spending in 1986 and
1987 was to a large extent the consequence of the investment boom
of 1984 when capital spending rose at near an 18% annual rate, in
effect borrowing from the future.

With capacity utilization rates moving higher and the business
sector strong, outlays on both equipment and plant should do
considerably better.

For the rest-of-the-world economies, modest expansion should
continue with somewhat faster growth in Western Europe but weaker
growth in the Far East.

In Europe, economic growth should be a little stronger, overall
up by 2.6% in 1988 vs. 2.3% in 1987. The economies of the United
Kingdom, Germany and France should contribute most to growth in
Western Europe. Lower interest rates and tax stimulus in Germany
should raise growth in that country, forecast at 2.3% from 1.7%
this past year.

In the Far East, some slowdown in growth can be expected with
less exports, particularly to the United States. But activity
still will be relatively robust. For this area of the world, a
3.8% growth rate is expected in 1988 vs. 4.6% in 1987.
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Inflation in Europe is forecast at 3-1/2%, up from 2.7% in 1987.
The U.K. and Germany are expected to show the most worsening of
inflation. There are downside possibilities here, however, off
the strong currencies and effects of lower oil prices.

Unemployment rates throughout the rest-of-the-world will remain
high, falling to just under 10%, on average, in Europe, from
10.4% in 1987. Double-digit unemployment rates will remain in
Italy and France. Unemployment rates around the world remain
extraordinarily high.

Problems and Risks: Plenty of Room for Trouble

There are two big wild cards in the outlook: 1) consumer
behavior and 2) the possibility of more financial trouble.

Consumer spending is forecast to remain soft in 1988. A sharp
rise in saving and cutbacks in spending could propel the economy
into a downturn. Whether and how much consumers react to the
stock market crash also is at issue.

Consumer spending and borrowing have been extraordinarily strong
for much of the business expansion, rising at 4%+ rates for 1983
to 1986 before showing a 1.8% rise last year. Over the past two
years, big-ticket item buying has been sporadic, depending on
price discounting to stimulate the consumer. A big unknown is
the personal savings rate, which has remained unusually low.

Regardless of the crash, consumer spending would have weakened in
the fourth and first quarters. Strong spending on autos last
summer borrowed from the future, as dealers cleaned out 1987
models. This has been the pattern of the last few years.

With outlays on big-ticket items essentially satisfied, net worth
no longer rising so much, increased caution, and greater tax
incentives for saving as against spending, consumer expenditures
should be weaker in 1988 and 1989.

But, no collapse in consumer outlays is foreseen. American
consumers try to maintain consumption patterns as long as
possible, typically until rising unemployment or greatly
diminished income forces a retrenchment. With so much consumer
spending now on services and some nondurable goods, aggregate
consumer spending can be sustained even if big-ticket item
outlays stay soft.

With 1988 a year of net tax reductions for households, real
disposable income rising by 2-1/2% to 3% and considerable work
effort generating more jobs, consumer spending should not drag
the economy down into a recession.

Nevertheless, should more financial trouble arise, in the form of
rising interest rates, more declines in stock prices or the
economy weaken and unemployment rise, consumer spending could
tail off enough to produce a downturn. History does not suggest
a fizzling-out of household spending without some other causes.
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Crash Effects--Little Impact Yet

The "Crash of '87" certainly seems to have ushered in bear stock
markets, in the U.S. and abroad.

The standard analysis of the crash assumed that so big a decline
in stock prices, the ensuing loss of household net worth, and
resulting psychological damage could produce a recession. Eight
of thirteen bear markets in the postwar period have been followed
by recession.

In analysis done after the crash by the Economics Group of
Shearson Lehman Brothers, now at Boston Co. and Economic
Advisors, Inc. ("Economic Impacts, Financial Consequences, and
Policy Prescriptions from the "Crash of '87," Economic Outlook
and Issues, October 29, 1987; also in Challenge, January/February
1988, pp. 11-21), a potential large decline in consumer spending
was indicated, with lags of three to five quarters, principally
in durable goods outlays. Business capital spending also was
projected to be lower. A considerable offset was estimated from
reductions in imports and higher real net exports, assuming
modest growth continued in the rest-of-the-world.

As a result, if nothing worse than the crash occurred, real
economic growth was estimated to decline by one to two percentage
points from what otherwise would have been the case, but with no
full-fledged recession.

Since the crash, few discernible signs of negative impacts have
yet appeared that might not otherwise have occurred.

Upon examination of data relating to households, the potential
negative impact of the crash has come increasingly into
question. Tables 2 to 6 provide evidence that suggests the crash
effects could be very small.

Table 2 shows that the decline in household equity off the crash,
from the August 25 peak to October 19, was approximately
$1 trillion. But about one-third of the holdings are indirect,
residing in pension and mutual funds (Tables 2 and 3). Table 4
indicates that in 1984 only 20% of households directly held
stock, a small proportion of families. Table 5 shows some
demographic characteristics of stock-holdings: by-and-large,
high-income families, of older age, and with high net worth hold
stock. Families with net worth of S100,000 or 5250,000 and more
hold most stock. But, stock-holdings constitute no more than
7.6% of total net worth.

The data thus show that the crash did not have so large a direct
effect on net worth as might have been thought Some 30%- to 40%
of stock is indirectly held in pension and mutual funds.
Stock-holding is narrowly concentrated in higher income, older,
and high net worth families. Even for those who hold stock, only
a small proportion of net worth was affected.
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Table 2
Household Net Worth Breakdown

(Trillions of Dollars)

End-of. Peak-- PWt-Crash--
1986 (8/25/87) (10/19/87) Change

Household Net Worth 13.7 15.0 14.1 -0.9
Cash and Bank Deposits 2.8 3.0 3.0 0.0
Stock (Direct Plus Pension)- 2.3 3.1 2.1 -1.0

Direct Holdings 1.5 2.1 1.4 -0.7
Through Pension Funds 0.6 0.7 0.5 -0.2
Mutual Funds 0.2 0.3 0.2 -0.1

Bonds (Includes Mutual Funds) 1.3 1.3 1.4 0.1
Direct Holdings 0.8 0.8 0.9 0.1
Pension Funds 0.3 0.3 0.3 0.0

Land and Real Estate 3.8 4.1 4.1 0.0
Other' 3.5 3.5 3.5 0.0
* Indudes pension hndhokings ofcommon stck. which reprsnent 35% oftotal

penswon und assets.
Indudes equityin non-poreabtusinesssand nets skotconsumordurabhs.

Sources: Federal Resr Board Flow of Fund, Boston Co. Econo.ic Advisos.
Table 3

Distribution of Equity Holdings Before and After the Crash
(Billions of Doears)

End-of. Peak- Post-Crash-n
1986 (8/25/187) (10/19/87) Change

Total 2,948 4,101 2,739 -1.362

Households* 1,642 2,284 1,526 -728
Pension Funds 616 857 572 -285
Nonprofit Institutions 346 481 321 -160
Foreign Investors 173 241 161 -80
Life Insurance Companies 86 120 80 40
Other Insurance Companies 68 95 63 -32
Brokers & Dealers 10 14 9 -5
Mutual Savings Banks 7 10 7 -3

*Wf.tual hnd holdings ofequibes araalocatdhoacKtW/investos.
Peakand Post-Crash netses ealmatdbased on changais iSP 5OOstockindx.

Sources: Federal Rese Board Flo. of Funds. Boston Co.Economic Atdisors

Table 4
Ownership of Common Stock by Income Group, 1984

Percent of Total
Percent of Common StockAnual Households that Outstanding Held by

Houbold Income Own Common Stock Income Groups
Less than SI 1,000 6.4 4.4
$S 1,000 to $24,000 13.5 8.0
S24,000 to $48,000 26.1 24.3
Greater than $48,000 49.1 63.4

All Households 20.0 100

Source: Census Burreu. P-70 Publicasson -Household Weabh and Asset Ownership:
19S44
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Table 5
Survey of Stock Ownership by Households, 1984

Equity Holdings as Percent of Households
Percent or Net Worth Osning Stock

Income Group
Less than $1 1,000 3.1 6.4
$i1,000toS24.000 2.6 13.5
$24,000 to $48,000 5.2 26.1
Greater than $48,000 11.4 49.2

Overall 6.8 20.0
Age Group

Less than 35 years 5.2 13.1
35 to 44 years 5.3 22.9
45 to 54 years 4.7 23.1
55 to 64 years 8.9 25.5
65 years & over 8.6 21.1

Net Worth Group
Negative - 2.6
Less than $5,000 2.0 3.5
$5,000 to $10,SO 2.5 9.9
$10,000 to $25,000 2.0 11.9
$25,000 to $50,000 1.6 16.6
$50,000 to $100,000 2.4 25.2
$100,000 to$250,000 4.5 41.8
$250,000 to $500,000 7.6 54.9

Source: CensW Bureau. P-70 Pblicawo.'t "Household Wealth and Asset
Ownershp: 1984"

Table 6
Aftermath of Stock Market Declines Since 1953

Change In Key Financial Variables
During Six Months After Stock Market Peak

Months Percent U.S. 30-Year Federal Trade-Weighted Univ. of Mich.
of Dow Jones Decline In T-Bond Yield Funds Rate Dollar Consumer Confidence
Ru..- Maret Dlow tones iaci PLo.t)s (lRaci Pointos lP-Me)t IP-eM)
1/53 -9/53 -13.0 27 8 -0.1 NA
4/56 -10/57 -19.4 12 34 0.2 NA
1/60 -9/60 -16.7 -51 -76 0.9 NA
1261 -6v62 -23.4 -11 35 0.9 -5.1
2166 -10/66 -21.3 24 93 0.2 -9.2
12/68 -5/70 -32.1 40 288 0.1 0.2
4/71 -11/71 -11.8 -8 105 -4.5 -0.2
1/73 - 12/74 41.9 51 446 -6.1 -11.1
9/76 -2/78 -23.2 -5 -56 1.0 -1.1
2180 -4/80 -10.5 147 -452 -3.3 0.6
4/81 -8/82 -17.2 167 -64 2.0 -2.9
8/87 -12/87 -28.1 -8(F) 7(F) -10.8(F) -11.6(F)

Change In Key Reai Variables
During Twelve Months After Stock Market Peak

Months Percent Unemployment Real Consumer Real Consumer
of Dow Jones Decline in Ra't Real GXP Spending Durables Spending
floor Market flown lor (Pcrentoe. Polntcl iPrrenm IPercent (Percent
1/53 -9/53 -13.0 2.0 -1.7 0.9 -2.1
4/56 - 10/57 -19.4 -0.1 1.9 2.2 -0.4
1/60 -9/60 -16.7 1.4 0.0 1.2 -5.9
12/61 -6/62 -23.4 -0.5 3.1 4.2 11.0
2166- 10/66 -21.3 0.0 2.4 2.5 -5.2
IZ"Q.5/70 -32.! 0.1 !.? 2.9 4.2
4/71 - 11/71 -11.8 -0.2 4.7 4.7 11.3
13 - 1274 41.9 0.2 0.5 -0.8 -5.5
9/76 -2v78 -23.2 -0.8 6.1 4.2 11.2
2180 -4/80 -10.5 1.1 0.9 0.3 0.0
4/81 -8/82 -17.2 2.1 -2.2 1.0 -2.3
8/87 12/87 -28.1 +0.4(F) 2.2(F) 1.l(F) -5.6(F)

F. Forecast.
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If an "easy come, easy go" psychology applied--certainly possible
given the roller coaster stock market of 1987--then it is
reasonable to expect little impact from the crash.

Table 6 shows that more than a decline in the stock market has
been necessary for trouble to come later in the economy. Other
factors, including higher interest rates, excessive spending and
borrowing or rising unemployment have accompanied most of the
bear markets in stocks that have led to recession.

Thus, the jury is still out on how much the "Crash of '87" will
hurt the economy. Certainly, retail trade and finance will be
damaged. Consumers are bound to be more cautious now. But odds
on a recession from just the crash remain about 3-in-10 to
4-in-10.

For the Boston Co. forecast the Crash translates into about a one
percentage point reduction in real economic growth in 1988 from
1987 and a higher risk of recession, but nothing more.

Fundamental Problem of the Financial Markets

A much bigger risk has to do with the possibility of more
financial trouble, similar to 1987.

The generic fundamental problem that caused the Crash remains and
is summarized in Charts 5 to 7: the twin deficits, associated
debt, and rising interest payments on the debt. Little progress
has been made on either deficit since the Crash.

Chart 5 shows the federal budget and trade deficits, separately
and summed together, expressed as a percent of GNP.

As a proportion of GNP, the deficits have been rising sharply,
but now promise to improve over the next few years.

However, improving deficits, while welcome, will not solve the
problem of the financial markets. As Chart 6 shows, the deficits
give rise to more debt, both outstanding public debt and
indebtedness on international account. The ratio of outstanding
federal debt and international debt to GNP is expected to reach a
record 57% by 1990, on the current estimates.

Debt burdens can be more of a problem, whether to individuals or
complete economies, than the deficits. So long as deficits
exist, debt will accumulate. The burden rises when the
accumulation of debt exceeds the growth of national income. This
is the case shown in the forecasts of Chart 6.

Yet another problem is increasing interest payments on
outstanding debt, both government and international, in future
years. The interest claims against debt will keep rising,
reaching about 3% of GNP or $159 billion by 1990. The figure
exceeds the deficits as a proportion of GNP over most of the
postwar period.
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"Twin Deficits." the Dollar, Inflation, the Fed, Interest Rates and the Stock
Market-Fundamental Problem of the U.S. Financial Markets and
Eventually the Economy, A Major Risk and Worry

Budget and trade deficit outlook ... better but still historically high ...

Chart 5
Federal Budget Deficit Plus Merchandise Trade Balance

(Percent of GNP, 1970 to 1990)

0 -. .PR .A ... . . . . . . . .l
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3 Federal Budget Balance N Merchandise Trade Balance - Total, Merchandise and
Federal Budget Balance

So-tces: B-eau of Economic Analysis. Boston Co. Economic Advisors

* U.S. debt and debtor status overseas continuing to grow with the
deficits... Chart 6

Federal Debt Held by the Public Plus US. Net Foreign Debt '
(Percent of GNP, 1970 to 1990)

1970 1972 1974 1976 1978 1980 1982 1984 1986 1988F 1990F

0 Federal Debt * U.S. Net Foreign Debt - Total. Federal and U.S.
Net Foreign Debt"

* U.S net lreignd ebtol srlmeignasues.n eUS.minusUS assetsmad
"Toavoiddoub-reunng, loegnholongso US1S Treauryd sasoubted Va stdmm tdmft

Sourca: Bareas of Ecooniuc Analysis. US. Traewy Deparmnent, Bosmo Co. Ecornmic Adoisors
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* Interest charges on debt to keep rising-a claim against growth and the
standard-of-living, and a disturbing trend.

Chart 7
Payments on Federal Debt Plus US. Net Foreign Debt *

(Percent of GNP, 1970 to 1990)
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El Interest Payments on * Payments on U.S. Net - Total, Payments on

Federal Debt Foreign Debt Federal and U.S. Net
Foreign Debt"

* PaymentsonUS netforindebtequalpaymentsontorinassesSeUs. mius rsceiptsSomnUS
assets abroad.

*-To avoideuble-countng, interetpayments on foreign hoings oU.S. Tesury debts ae subystedfronm
netinterestpayments on Federedebt.

Sources: Bwreau of Economsic Analysis. US. Treasy Dqeotment. Boston Co. Economic Advisors

The figures in Charts S to 7 reflect the expectations--based on
the latest budget and trade deficit information and not far from
"consensus"--that drive financial market decisions.

What does all this mean for the financial markets?

The role of the budget and trade deficits in financial markets is
principally through expectations--the discounting of future
events in the very fast-moving currency, fixed income and equity
markets. The "twin deficits"--large budget and huge trade
deficits--generate a large supply of U.S. Government and foreign
indebtedness and a big supply of dollars relative to demand.

Large deficits--outlays exceeding receipts in the case of the
federal budget and imports greater than exports--beget increased
debt and require borrowing, for a country just as for an
individual or a company. If the borrowing continues, outstanding
debt keeps rising and so do interest payments on the debt.

The continuing huge budget and worsening trade deficits generate
a large supply of dollar-denominated debt relative to demand, and
tend to depreciate the U.S. dollar. A lower dollar raises actual
and expected inflation through numerous channels, including
rising exports, a stronger industrial sector, higher prices of
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imported goods and rising commodities prices, including precious
metals prices. But, higher actual and expected inflation tend to
further depress the dollar. The increased inflation and lower
dollar raise market interest rates through inflation expectations
premia in long-term interest rates, but also through the demand
and supply of funds, taking account of foreign flows-of-funds,
especially on longer-term fixed income securities. Foreign
lenders demand higher nominal rates of return to compensate for
risks of currency loss, principal loss on fixed income or equity
securities, and diminished purchasing power in dollars. A lower
dollar and the inflation associated with it can push the central
bank to tighten or not ease monetary policy in order to prevent
unacceptable inflation and to support the dollar.

If the trade and current account deficits do not improve, whether
because of lags in adjustment or through structural impediments,
then the dollar will keep falling. By midyear or summer. 115 yen
to 120 yen can be expected and 1.50 DM to 1.55 DM. Another 5% to
10% drop is Possible in 1989.

In such a situation, interest rates must reach levels that
compensate lenders for the risks of a falling dollar and
potential principal losses from higher interest rates (lower bond
prices). As the "Crash of '87" showed, now stock prices are part
of the adjustment of the deficits as well, needing to fall low
enough to reduce spending in the United States and abroad so that
the deficits can continue to be financed, here and overseas.

Unfortunately, the budget and trade deficits do not show signs of
any large or significant improvement. The Budget Compromise Plan
only dented the deficits, with $22.8 billion of bona fide savings
in FY1988 and an estimated $32.1 billion in FY1989 (Appendix
Table A.1).

Given the economic assumptions presented in Tables A.2 and A.3,
the Budget Compromise Plan, more spending on agriculture than the
Administration has indicated, and somewhat higher military
spending, the Boston Co. projection of the unified budget
deficits is $175.3 billion in FY1988 and $184.5 billion in FY1989
(Appendix Table A.3).

As Appendix Table A.3 indicates, the corresponding structural
budget deficits range from $150 billion to $120 billion, and show
a stimulative effect in 1988. Thus, the deficit reduction plan
of 1987 will not be overly restrictive this year

The outlook for the trade deficit is better, with considerable
improvement in 1988. Rising exports and weaker imports as
consumer spending remains soft account for the improvement, to
-$133.3 billion in 1988 from the estimated -$171.5 billion of
1987. Because of net losses on factor income payments, the
current account deficit will not improve so much, rising to
-$133.3 billion from -$169.3 billion in 1987.
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The status of the twin deficits does not suggest an end to the
financial trouble that has cropped up in the currency, interest
rate and equity markets during the past two years.

Problems similar to the ones experienced in 1987 could occur at
any time. with downward pressure on the dollar. spikes up in
interest rates. and another mini-dose of trouble in the stock
market. If nothing much is done on the deficits, ultimately
financial trouble will be a major source of economy-wide trouble,
and a key precipitating factor in the next downturn.

The Dollar--Improvement Only Transitory?

The fundamental pressure on the dollar remains down, a

consequence still of huge federal budget and trade deficits, the

growing associated debt and the large supply of dollars vis-a-vis
the demand for dollars around the world.

The improvement in the trade balance for November, to

-$13.2 billion from -$17.6 billion, was suspect, in part
seasonal, due to a large $1.4 billion export carryover and also

to a reversal of the aberrant October figure.

The nominal merchandise trade deficit, while set to improve in

coming months, still will remain high. Even with several months

of a -$11 billion to -$13 billion range--the most probable

prospect in coming months--the trade and current account and

foreign indebtedness can keep rising. It is the debt and its

financing that have become more-and-more significant.

Foreign investors have become increasingly leery of taking on

dollar assets, particularly U.S. paper, given large losses and

uncertainty over the course of the dollar. Where lending is

occurring to the United States, it has been more in direct

foreign investment where the lenders increasingly insist on a

kind of "equity kicker:" ownership of hard physical assets such

as real estate, land, portions of businesses, and the building of

productive facilities. This reflects a natural tendency for

lenders when the borrower is increasingly a credit risk.

The negatives for the dollar include: 1) the "twin deficits,"

associated debt and expectations of an increasing debtor status

for the United States; 2) slow U.S. economic growth; and 3) a

steadily rising underlying U.S. inflation rate. The pluses for

the dollar should be 1) improving U.S. trade and current account

deficits in 1988; 2) the coordinated intervention on the part of

the major countries; 3) new commitments to stabilizing the

currencies by the major trading nations, including the U.S.,

Japan and Germany; and 4) softer interest rates abroad.

The ammunition of the major trading partners to support the

dollar largely has run out, however. Japan already has provided

considerable fiscal stimulus, which showed clearly in the 8.4%

annual rate of increase in real GNP during the third quarter. No
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further fiscal stimulus nor substantial monetary easing can be
applied with such a strong performance. Germany has eased
monetary policy twice. Although economic growth remains weak,
even the monetary growth targets have been relaxed. Tax cuts are
in place for 1988. Germany will have to wait awhile before
attempting any further stimulus. Western European countries and
the U.K. also have eased monetary policy significantly. In the
case of the U.K., strong economic growth and potentially higher
inflation mean that further easing is difficult.

On further market attacks on the dollar, not much more can be
done other than coordinated intervention and the firming of
short-term interest rates in the United States. The major
trading partners have urged the United States to raise interest
rates. If the dollar comes under pressure, such action may be
impossible to stave off.

What can be said is that any further dollar decline should be
more gentle, with the dollar resting in a range of 120 yen to 130
yen for now, then down to 115 yen later. Against the
deutschemark, 1.60 DM to 1.70 DM seems to be the range for now,
with the dollar headed to 1.50 DM by the third quarter.

Policy Options and the Federal Reserve

Is there a way to avoid the winding-down of the expansion and a
downturn?

To some extent, the stock market crash served to forestall the
kind of boom period that typically has preceded a credit crunch
and a recession. The crash likely will dent consumer spending to
some extent, impose caution on investors, weaken worldwide
growth, and limit or delay an acceleration of inflation. Also,
monetary policy in the U.S. and abroad has been eased, reducing
short-term interest rates which, in turn, can help sustain the
expansion for awhile longer. These are the plusses of the crash
for the economy.

But any positive effects from the crash have only bought time, if
nothing is done in the U.S. and abroad on fundamental policies to
correct the huge internal and external imbalances.

After initially pumping in a massive amount of liquidity to the
banking system in the aftermath of the crash, the Federal Reserve
now finds itself having to somehow unwind the easing without
contributing to another big problem in the stock market and a
greater risk of recession.

With the dollar still under pressure and potential inflationary
impacts possible, the central bank has been pushed into a corner
on monetary policy. The initial massive easing off the stock
market crash no longer seems sustainable, given a still resilient
economy and few effects from the crash. Indeed, the central bank
has become more stringent on reserves and monetary growth has
weakened considerably.
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But even if the dollar comes under more pressure, the central
bank will remain adamantly against raising interest rates in its
defense, given the risks to the financial markets and the economy
of such action. Eventually the declining dollar could produce
enough inflation or strength in the economy to force the Fed to
tighten. The levers to support the dollar, here and abroad, have
pretty much run out, leaving only the Federal Reserve and higher
U.S. interest rates as a defense if currency market conditions
warrant action.

For the Federal Reserve, the dilemma remains the same as in
previous years in the face of such large deficits. Raising
interest rates to defend the dollar as a preventative on
inflation risks recession. Holding interest rates down to
prevent recession risks higher inflation. The Federal Reserve
cannot win in this situation.

The Federal Reserve has three choices--

1) do nothing, letting the dollar fall if market forces dictate
and taking the inflationary risks of such a result. This
seems to be the lesser of the evils, since inflation may not
necessarily flare up and the trade deficit could always
improve enough to keep the dollar stable. This is the
current course.

2) raise short-term interest rates to defend the dollar and take
some steam out of strong economic activity in the
manufacturing sector, thereby forestalling future inflation
problems. The risk here is to the markets and the economy,
still generally thought to be fragile and recession-prone.
This possibility is hard in an election year, so if it were
to occur would have to be earlier rather than later. This is
a last resort option.

3) to temporize, letting short-term interest rates firm just a
little to help the dollar and buying time without taking a
big risk on the markets and the economy. This is the line of
defense likely if the dollar comes under severe attack again.

But to sustain noninflationary expansion through 1990, the
Federal Reserve can do little. Instead, a radical policy
approach would need to be applied.

A curative approach would involve a massive reduction in the
budget deficits, up to $50 billion, with further reductions of
lesser magnitude in each of the next two years to remove the
structural budget deficits; a massive offsetting monetary ease in
the U.S.; and stimulative monetary policy abroad to limit any
drop in the dollar.

The budget tightening should contain $25 billion of tax
increases, but none on personal income tax rates or corporate
profits tax rates so as to preserve the incentives of lower
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rates. A myriad of possibilities exists. Hiking cigarette
excise taxes, increasing the tax on distilled spirits, beer and
wine, and extending the current telephone tax can raise
$7.6 billion in FY1988 and S63.2 billion over the next five
years. Energy taxes, which would serve to reduce consumption and
conserve on energy use, could be imposed. An increase in the
motor fuel tax of 10 cents per gallon would add $6.6 billion in
1989 and $43 billion over the next five years. A broad-based tax
on domestic energy consumption would raise $20.1 billion in
FY1989. Cutting back on energy consumption would have many
positive benefits.

On the expenditure side, a $25 billion reduction should be split
approximately $12.5 billion for defense and also for
non-defense. A partial freeze on non-defense, non-interest,
non-social security outlays could save $11 billion to
$12 billion.

But, alone, this reduction in the budget deficit could be
devastating to the economy, lopping off anywhere from one to two
percentage points of growth in an already weakened economy.

Therefore, in this situation, the Federal Reserve must be asked
to offset the budaet restraint in order to prevent the economies
of the world from tompling into recession. Fiscal policy has a
quicker, sharper impact on the economy than monetary policy, thus
necessitating an early and offsetting massive ease by the Federal
Reserve in order to prevent the $50 billion reduction of the
budget deficit from having unwanted economic effects. Such
action could well reguire interest rate declines of two to three
percentaae points.

A major benefit to the Federal Reserve easing, besides restoring
growth and offsetting the negative effects of the budget
restraint, would lie in the reduction of net interest outlays in
government spending, a bonus in terms of deficit reduction. LDC
debt problems could also be easier.

The high premia in nominal interest rates over the years from the
twin deficits have been a major source of continuing high budget
deficits, as interest outlays in the budget have soared. A two
percentage point decline for interest rates over three years can
reduce the budget deficit by $5 billion, $17 billion and
$25 billion, respectively.

Unfortunately, such a twist in the policy mix still would not be
enough. The combination of fiscal restraint and monetary ease
would drive interest rates lower in the United States, but the
initial weakness in the economy before the Fed ease might prove
to be offsetting, along with lower interest rates, could bring
large and rapid declines in the dollar, a possibly destabilizing
and counterproductive result.

To offset the problems of a weaker dollar. stronger currencies
overseas and the slack created by massive cuts in U.S. budget
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deficits. Japan and Germany would have to provide more stimulus
to their economies. This should be done through a combination of
lower interest rates and fiscal stimulus in order to offset the
potential worldwide slack from the U.S. budget deficit
reduction. The lower interest rates overseas would tend to
offset some of the negative effects on the dollar from lower
interest rates in the United States, working to help the Japanese
and German economies as well.

The policy prescription of budget deficit reductions, easier
monetary policy and lower interest rates overseas would
essentially provide a curative backdrop for growth. Expansion in
the U.S. and abroad could be sustained, interest rates be lower,
and inflation probably would be no higher than at present.

Computer simulations with the Boston Co. Economic Advisors (BCEA)
Quarterly Model of the U.S. Economy show that such an approach
can prove beneficial, sacrificing somewhat lower economic growth
early but sustaining the expansion for later.

Tables 7 and 8 and Charts 8 to 11 below summarize and compare the
effects on the economy, inflation, the unemployment rate and
long-term U.S. Government bond rate of a tighter budget and
simultaneous easing of monetary policy with other less helpful
measures. Stimulative policy abroad, especially through lower
interest rates, would show additional growth as a consequence.

Conclusions

For 1988, the best prospect is that the U.S. economy can expand
for yet another year, although not without considerable risks.
Huge imbalances, internal and external, are calling the tune on a
winding down of the current business expansion. The question is
when a major slowdown or recession, not whether, as current
prospects now stand.

In 1988, real GNP growth is forecast at 2% to 2-1/2%, dented by
the crash in the stock market by about one percentage point from
what otherwise might have occurred. Consumer spending and
housing activity are expected to fade, although household outlays
ought not to fizzle out. The manufacturing sector should drive
the economy forward through rising exports, increased production,
and a significant pickup of business capital spending. With so

little accomplished on deficit reduction last year, the Budget
Compromise Plan hardly will restrict the economy; indeed, the

full employment or structural budget deficit should show a small
swing toward fiscal stimulus during the year.

The "twin deficits" and associated debt are the main risk factor,
with little prospect of a big improvement. Unified budget
deficits are expected to rise in FY1988 and FY1989 to

$170 billion and up, but the trade deficit should improve.
However, total public debt and U.S. indebtedness to foreigners
will continue to accumulate, supplying the global markets with a
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huge volume of dollars in the context of diminishing demands fordollars by foreign investors.

The result is a fundamental negative backdrop for the dollar andrisks to the financial markets that a lower dollar can generate.Though the course of interest rates should be lower during the
first half under conditions of weak growth, lower inflation for atime, and accommodative Federal Reserve policy. the risk ofinterest rate soikes at any time is quite high. especially at
times of Treasury financing. Interest rate spikes, should theyoccur, could well bring them to levels that would cause anotherdose of stock market trouble, similar to last year.

So long as little or no action is taken on the global imbalances,particularly the budget and trade deficits in the United States,gyrations in financial markets will be considerable. It is thisvolatility and the possibility of sharp declines in the dollar,much higher interest rates, and more trouble in the stock marketthat constitute the biggest risk of recession in 1988,approximately 35% to 40%. If nothing is done on the deficits,
the risk of recession in 1989 will be even greater, easily 50%.

For the Federal Reserve, the dilemma remains the same as inprevious years in the face of such large deficits. Raisinginterest rates to defend the dollar as a preventative oninflation risks recession. Holding 'interest rates down toprevent recession risks higher inflation. The Federal Reservecannot win in this situation. Most likely, the central bank willstand pat as long as possible.

Should the American economy experience a downturn in 1988 or1989, the policy solution will be the same as the one that couldsustain a noninflationary expansion to 1990--elimination of thestructural budget deficits in a multi-year program, asimultaneous massive easing of Federal Reserve policy, and morestimulative monetary and fiscal policies abroad.

This "three-legged" approach can work now or even in a recession
environment. Sooner or later, the structural budget deficits ofthe Reagan years will have to be removed. If not, the U.S.
economy will not only be threatened with the short-run problemsof a cyclical downturn, but with longer-run problems on growthand an increasingly lower standard-of-living for many Americans.
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Table 7
"Crash of '87" Impacts: If Nothing Worse or Better Happns*

Simulations with the Boston Co. Economic Advisors Model of the US. Economy"
(Differences from Baseline)

1987:4 to 1988:4 to 1989:4 to
1988:3 1989:3 199n:3

Gross National Product (Bils. Ss) -72.7 -172.6 -186.9
(Percentage Points) -1.5 -2.0 -0.1

Real Gross National Product (Bils. 82 Ss) -50.6 -107.1 -87.7
(Percentage Points) -1.3 -1.5 0.6

Consumption (Bils. 82 $s) -38.8 -91.3 -91.2
(Percentage Points) -1.9 -2.5 -0.4

Business Fixed Investment (Bils. 82 $'s) -7.2 -23.1 -19.0
Residendal Investment (Bils. 82 Ss) -19.8 -12.3 -7.7
Change in Inventories (Bils. 82 S's) -4.9 -10.5 0.7
Net Exports (Bis. 82 Ss) 19.4 43.1 34.4

Exports (Bils. 82 Ss) -1.8 3.5 3.0
Imports (Bils. 82 Ss) -21.1 -39.1 -31.2

Auto Sales (Mils. Units) -0.346 -0.579 -0.653
Housing Starts (Mils. Units) -0.209 -0.128 -0.096

Unemployment Rate (Percentage Points) 0.3 0.9 0.7
Employment (Thous. Persons) -356 -1085 -856

Implicit GNP Price Deflator (Percentage Points) -0.2 -0.5 -0.7
CPI-U (Percentage Points) -0.3 -0.3 -0.5
Trade-Weighted Exchange Rate (Percentage Points) -0.9 -6.5 -1.1

Prime Rate (Basis Points) -104 -241 -266
Federal Funds Rate (Basis Points) -130 -280 -291
3-Month Treasury Bill Rate (Basis Points) -96 -205 -213
30-Year Treasury Bond Rate (Basis Points) -66 -60 -127
Mortgage Rate, Conventional Fixed Rate (Basis Points) -70 -69 -124

S&P 500 Earnings Per Share (Percentage Points) -8.2 -2.3 4.3

Federal Budget Deficit. Unified (Bils. Ss, IY) -13.6 -27.9 -30.1

1. The 35% decline In the stock market between August 25 and October 19 remains,
resulting in a $950 billion drop in household net worth. A small $25 billion improvement in net worth
from higher bond prices is a partial offseL A 10% drop in home pricus dents net worth by $165 billion.

2. Consumer confidence is shaken, falling 15% initially, then 10% thereafter.

3. Oil and agriculture prices drop from expectations effccu, by SI to S2 a barrel for oil and by 5% for
agriculture pricea.

4. Because the distribution of nct worth losses is assumed to be concentrated at the high end of the income
scale, big-ticket items can tud homes, ar cut back sharply.

5. The Fed accomnidates the decline in interest rawe.

6. About S23 billion in budget deficit riductions, $12 billion in taxes and $13 billion in spending.

7. No other majtr finascial calastmphes occur.

8. The rest-of-the-world continues to grow at a modest pace.

*Wi~thFwderl ResW ecOinO~ ol the eint natre ne

Computer simulation mlth the Boston Co. Economic Adusons Mdl of Uto US. Economy. Results of
computer simulations wth economeov models sould be regarded as aproimmate, refiecling one of a large
distriuboio of outcomes fom th simulated changes. The mom athisstcal the simulated change, the more
unwcrtain the resus

Although the Boston Co. Economic Adisnon Abdeil kncorporates considerable finandal detail and
le atona effects compared with other models, in this situaton the estimates are even more suqect to

imptet sion. 7hedatused tofi thtemodr onlyniectteposnl'mwpeodald athe t9Xs.
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Table 8
"Crash of '87" Impacts:

If Nothing Worse Happens, the Federal Deficit Is Cut, and the Fed Eases*
Simulations with the Boston Co. Economic Advisors Model of the US. Economy**

(Differences from Baseline)

Gross National Product (Bits. S's)
(Percentage Points)

Real Gross National Product (Bils. 82 V's)
(Percentage Points)

Consumption (Bils. 82 S's)
(Percentage Points)

Business Fixed Investment (Bits. 82 Ss)
Residential Investment (Bils. 82 Vs)
Change in Inventories (Bils. 82 S's)
Net Exports (Bits. 82 S's)

Exports (Bils. 82 S's)
Imports (Bits. 82 S's)

Auto Sales (Mils. Units)
Housing Starts (Mils. Units)

Unemployment Rate (Percentage Points)
Employment (Thous. Persons)

Implicit GNP Price Deflator (Percentage Points)
CtM-U (Percentage Points)
Trade-Weighted Exchange Rate (Percentage Points)
Prime Rate (Basis Points)
Federal Funds Rate (Basis Points)
3-Month Treasury Bill Rate (Basis Points)
30-Year Treasury Bond Rate (Basis Points)
Mortgage Rate Conventional Fixed Rate (Basis Points)

S&P 500 Earnings Per Share (Percentage Points)
Federal Budget Deficit, Unified (Bils. S's. FY)

IA67:4 to 1998:4 to
19t8t3 1989 3

-77.3 -104.9
-1.5 -0.3

-60.7 -63A
-1.3 -0.1

-30.4 -81.2
-1.2 -2.1
-6.8 -14.3

-10.8 2.3
-6.8 -3.2
26.0 83.3
-0.5 13.5

-25.4 -69.8

-.234 -.323
-.101 .121

0.5 0.7
-548 -854

-0.2 -0.2
-0.2 0.2
-7.6 -12.8

-354 481
-385 -561
-320 434
-169 -169
-121 -161

-8.5 3.9

43.7 50.6

* Fedatk ert d cuto by$SO speryewbowbbin, bndc F Rcli 9 gras sivems.
* CorrrPut "frniaon with Nt 6bisn Co. Eondovc AdWsor, Abdo/ of ft U.S. Economy. Results ofenmpura amnulatione with econometri mods hdoW be trpegrd id as wm rmatu. ntaiang one of a aredoribuaon of outcoes trom Mre imudtated ctenpse. The mone ahistcnmt tet rimuUred change. Me more

Although Me BAston Co. Economic Adomonr tc hkxotpoi'ass t ottideable t6nancial detail andeaOAeatons effects comoared with offor models in ie isituation Mte estimats ae ewn momr subject to
inipeoaxn. Thettiaatausedtofthtet model on rrerMeoaowpenodarnd toSe t9J0a.

1989:4 to
1990 .3

-64.9
1.1

47.5
0.7

-86.4
-0.2
-6.3
6.2
6.4

76.5
12.3

-64.2

-.275
.140

0.3
-389

0.4
0.6

-3.9

-501
-585
450
-254
-193

6.3

69.3

A~sumntions

I. The 35% decline tI the stock market between August 25 and October 19 remains.from higher bond prices is a patmal offset. A 10% drop in home prices denus act vworth by 6v5 billion.
2. Consumer confidence is shaken, falling 15% initially, then 10% thereafter.

3. Oil and agriculture prices drop from expecttions effects, by SI to S2 a burrel for oil and by 5% foragriculbare Prices.

4. Because the distribution of net wonrh losses is assumed to be concentrated at the high end of the income
scale, big-ticket items, can and homae ar cut back.

S. The Fed pushes down Interest rata, with a 200 bais point drop In the federal funds
rae

6. Instead of S23 billin hin deficIt reducslons $50 bUtton Is cut-S2S bIllion In higher
taxs, $25 bilion In spending cut.

7. No oiler ma financial catastrophes occur.

S. The rest-of-the-wvnxd continues to grow, but does no maIch US. interest rate cuts.



246

"Crash of '87" Impacts on Real Growth, Inflation, Unemployment and Interest Rates
Summary Results of Four Simulations

of the Economic Effects of the Stock Market Declines with
the Boston Co. Economic Advisors Model of the U.S. Economy-

I) If Nothing Better or Worse Happens Beyond the Stock Market Shock
2) If the Federal Reserve Aggressively Eases

3) If the Federal Budget Deficit Is Cut More Substantially
4) If the Federal Budget Deficit Is Cut and the Fed Eases

Chart 8
Real GNP

2j (Percent Change)

Cl:35

Chart 10
Civilian Unemployment Rate

I r (Percent)

Chart 9
Implicit GNP Price Deflator

(Percent Change)

Igo lo

Chart 11
Yield on 30-Year Treasury Bond

(Percent)

4 5 $
U I I I9l

M Nothing Better or Worse Happens E With Deficit Cut

= With Fed Easing E With Deficit Cut and Fed Easing
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Issues: Budget Deficit-Bipartisan Summit Agreement Only Makes a Dent;
Deficits to Remain High.

Table A.1
Compromise Budget Deficit Reduction Plan

(Savings from Current Services Baseline, Billions of Dollars)
Item FY198 FY1929 Item FY 1988 FYlI9
Revenue Increasc Adjustments of
Tax receipts 9.1 14.1 Boston Co. Economic Advisors:
User fees 0.7 0.4 One-Time Savings
IRS enforcement 1.6 2.9 Loan Asset Sales -7.7 -3.5
Subtotal, Revenues 11.4 17.3 Overstated Savings

Outlay Reducttonsr IRS enforcement (Halt) -0.8 -1.5
Defense 5.1 8.2 Debt service (Hall) -0.6 -1.8
Nondefense discretionary (1) 2.6 3.4 Other outlay reductions -1.5 -7.0
Entitlement programs (2) 4.1 6.0 Subtotal, Adjustments -7.4 -13.8
Federal employee pay reforms 0.0 2.4 - -

-_ Actual Deflclt Reduction: 22.8 32.1Subtotal, Outlays 11.7 20.0
Other. (1) PRgram&satre eanuualappmpdadtons.

PBGC premiums, (2) Pegarsasso itsacurmandetar nae
VA housing loan fees IA 1.6 wateodays aedetewmiedbyprogram ules

REA Loan Asset Sales 7.7 3.5 owSTra uity otaenualapmutbofs
Debt service 1.2 3.5
Subtotal. Other 10.3 8.6 S 987; BCsto. Co. &ocmomic A s0.

Stated DeficIt Reduction: 33A 45.9

Deficits I
(Bi1l

Current Services:
High Growth, Pre-Crash
Low Growth, Post-Crash

Differences
Receipts
Oudays:

Interest
Transfers

Bona Fide Reductions-Compromise Plan

Baseline Deficic Pre-Crash
Post-Crash

Economic Assumpions:
Real GNP Gmwth (%) Pre-Crash

Post-Crash
GNP Deflator (% Chg.) Pre-Crash

Post-Crash
3-Month TrezSwy Bill (%) Pr-Crzsh

Post-Crash
10-Year Treasury Bond (%) Pre-Crash

Post-Crash
Unemployment Rate (%) Pr-Crash

Post-Crash

Sources: Cogreuionral Fact Slees, Novber I

Table Al
Under Alternative Assumptions
ions of Dollars, Fiscal Years)

1987 198S

148 184
148 198

NA 14
NA 13
NA I
NA -I
NA 2

NA 23

148 161
148 175

2.4 2.9
2.5 2.9
2.7 4A
2.7 3.0
5.6 7.0
5.6 5.8
7.9 9.2
7.9 8.6
6.4 5.6
6.4 6.u

20. 1987: Bost Co. Ecomm ;.ivorm

l9R9

189
217

28
32
4
-2
-2

32

157
185

1.4
1.7
5.0
4.1
7.4
6.3
9.4
8.9
5.7
6.4

1990

215
243

28
36
-8
-6
-2

1.2
1.1
4.7
4.4
7.1
5.9
9.1
8.3
6.0
6.8

-
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Still High Unified and Structural Budget Deficits

Budse
Receipt
Outlays

Nond
Defer

Ape

Deficit
Petcer

Stnuctur
P-er

Table A.3
Budget Summary Post-Budget Compromise Plan-Boston Co. Economic Advisors

(Billions of Dollars, Fiscal Years)

1986 1987 1988 1989 1990

ts 769.1 854.1 896.0 950.0 1018.0
989.8 1002.1 1071.3 1135.4 1216.0

defnse 716.4 720.1 785.0 838.2 908.0
ise 273.4 282.0 286.0 296.8 308.0
propriations 286.8 293.0 297.0 307.8 320.0

220.7 148.0 175.3 185.4 198.0
it of GNP 5.3 3.4 3.8 3.8 3.9

ral Budget Deficit 194.5 146.0 150.0 126.0 121.0
t of G.NP 4.6 3.3 3.2 2.6 2.4

Treasun Financing

Deficit 22
Cash Adjustments and Other Means of Finance I
Total Treasury Financing 23
Debt Held by the Public (End of Year) 174

Percent of GNP 4
Net Interest Cost 13

Percent of GNP

Current Sernices
Receipts
Outlays

Nondefense
Defense

Appropriations

Deficit
Percent of GNP

Structural Budget Deficit
Percent of GNP

Economic AMwmndcs
(Calendar Years, Except Where Noted)

Real GNP
(% Chg. 4th QtrJ4th Qtr.)

GNP Deflator
(% Chg. 4th QtrJ4th Qtr.)

Real GNP (% Chg.)
GNP Deflator (% Chg.)
Unemployment Rate (%)
91-Day Treasury Bill Rate (%)
10-Year Treasury Note (%)

I

.0.7 148.0 175.3 185.4
5.6 2.1 1.0 1.0
6.2 150.1 176.0 186.0
46.1 1896.2 2072.2 2258.2
11.7 43.0 44.5 46.6
35.3 138.5 150.0 160.0
3.2 3.1 3.2 3.3

- - 886.0 935.0
- - 1084.0 1152.0

793.0 847.0
- - 291.0 305.0
- - 302.0 316.0

- - 198.0 217.0
- - 4.3 4.5

94.5 146.0 173.0 158.0
4.6 3.3 3.7 3.3

1986 1987 1988 1999

2.2

2.2
2.9
2.6
7.0
6.0
7.7

3.8

3.3
2.9
3.0
6.2
5.8
8.6

2.3

3.5
2.5
3.0
6.1
5.8
8.7

0.7

4.4
1.3
4.3
6.5
6.3
9.2

198.0
1.0

199.0
2457.2

47.9
175.0

3.4

998.0
1241.0
923.0
318.0
330.0

243.0
4.7

166.0
3.2

1990

0.6

3.0
0.3
3.3
6.8
5.5
8.1
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Senator SARBANmS. We will now hear from Mr. Behravesh. Am I
pronouncing that correctly? I wanted to get that straight as one
who has to contend with the problem himself. We want to do you
justice.

Mr. Behravesh from Wharton Econometric Forecasting Associ-
ates. Mr. Behravesh, we are pleased to have you here.

STATEMENT OF NARIMAN BEHRAVESH, SENIOR VICE
PRESIDENT, WEFA GROUP

Mr. BEHRAVESH. Thank you. I would like to take a slightly broad-
er view than the other speakers and discuss what is happening in
the world economy as well.

According to our estimates, the stock market crash will reduce
growth in the United States in 1988 from about 3.5 percent to
about 2.5 percent. This will reduce world growth from about 3 per-
cent to about 2.5 percent. However, it is going to substantially
reduce the growth potential for many of the developing nations,
which means that they are going to make very slow progress in re-
ducing their debt burdens.

The good news is it will also reduce inflation in the developed
nations, including the United States, from about 4.5 percent to
about 4 percent.

In our base case, we are not projecting a recession in 1988, al-
though early this year we are looking at weak growth, which
means that the U.S. economy will be vulnerable to another shock.
If we make it through the beginning of the year, we do see growth
picking up in the second half of 1988.

Looking at the impact of the stock market crash on the con-
sumer, we have estimated that household wealth will be reduced
by $500 to $600 billion, which in turn affects consumer spending tothe tune of $20 to $25 billion in 1988. If you look at the total
amount of consumer spending, which is about $2.5 trillion, con-
sumer spending will be reduced by about 1 percent in 1988 as a
result of this event. This is quite a small number.

Of course, the crash has also shaken consumer confidence, al-
though we have seen a rebound in confidence during the past
month. Based on the history of consumer confidence surveys, the
decline in the aftermath of the crash is not enough to bring on a
recession. Nonetheless, consumers still feel quite uncertain about
what is happening in the economy. However, they feel good about
their own finances and about their own prospects. So there seems
to be a split in how consumers feel about themselves versus the
economy.

The bottom line is that consumers are going to be fairly cautious
this year, but there is not going to be a major entrenchment in con-
sumer spending. The Christmas sales numbers seem to confirm this
kind of a trend.

The effect of the crash on business spending is even smaller-
about $10 billion in 1982 dollars for 1988. Surveys suggest that
about 75 percent of U.S. businesses don't think the crash has af-
fected them. There is a good reason for this. Many U.S. industries
are being affected very positively by the export boom that is going
on. Many of the manufacturing sectors are operating at or very
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close to full capacity, so many of these businesses are feeling quite
good about what is going on in the economy right now.

Because the proportion of the population in Japan and Europe
holding stock is much lower than it is in the United States, the
impact of the crash will be correspondingly lower. We project only
small decreases in growth in Japan and Germany and the rest of
Europe as a result of the stock market crash.

The effect on the developing nations, on the other hand, is quite
a bit larger. As the United States and other developed nations slow
down, the developing nations' export markets will start to shrink,
as will their export earnings. Also, the increases in commodity
prices are going to be less as a result of the shock. Here again
earnings from that source will be reduced. The only offsetting
change is that interest rates will be lower, because of the stock
market crash; therefore, debt servicing costs could be correspond-
ingly lower.

As for the dollar, it is clear that the crash had a couple of direct
impacts on the foreign exchange markets. It dealt a coup de grace
to the Louvre accord, and accelerated the decline in the dollar in
the immediate postcrash environment. The lesson to be learned
here is that by trying to hold exchange rates fixed through most of
1987, all that happened was the volatility in foreign exchange mar-
kets was pushed off into the bond and the stock markets. The sta-
bility in the dollar was attained at the expense of higher interest
rates in the United States.

Foreign central banks and foreign governments have come to the
realization that the dollar has to come down some more. They
would like to see the dollar come down in an orderly fashion to
allow their businesses, businesses in Japan and Germany, to make
the adjustments necessary to this new environment.

To this end we have seen massive intervention by the central
b'anks in the foreign exchange market. We also have seen interest
rate reductions in Germany, and a commitment by Prime Minister
Takeshita to keep interest rates low in Japan.

I might add, however, that it is as much their own interests as
altruism that is motivating this cooperation. Businesses in Europe
and Japan are getting hurt by the weakness in the dollar and the
strength in their own currencies, so the foreign central banks have
their own self-interests in mind when they interfere in foreign ex-
change markets and lower their interest rates.

The good news, as a number of people here have mentioned, is
that as a result of the decline in the dollar U.S. goods are very
competitive in world markets. This has brought about a dramatic
turnaround in the volume of trade, so much so that we do expect
the current account balance in the United States to stabilize and
come down a little bit during this year as well.

Of course, the risk here is that inflation could be higher, al-
though we haven't seen much so far.

Just a few words about the dilemma that the Fed is in. I think
the Fed should get very high marks for what it did in the postcrash
environment. It pumped a lot of liquidity into the banking system,
which was the right thing to do, and a few weeks after that, it
started to take some of this out, which was also the right thing to
do. The Fed is now taking what you might call a "wait and see"
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attitude. In the short run, it is very concerned about a recession,
which is the largest risk in the near term. In the long run, the Fedis concerned about inflation because of the dollar, and because of
the capacity pressures that some U.S. industries are experiencing.

The dollar became a lower priority target for the Fed in the
wake of the crash, but the priority has moved up now because of
the very rapid decline in the dollar that we saw in December. We
have seen a greater willingness by the Fed to intervene in the for-
eign exchange markets in recent weeks.

As we see it, the Fed is very unlikely to tighten this year in any
significant way because it is an election year. If inflation does
begin to rise this year, or if the dollar does indeed crash, the Fed
will come under extreme pressures to raise interest rates. But, as Isaid, we don't think it is likely to do that in any big way this year.
Instead it will wait until after the elections, late this year or next
year before it tightens, if it has to.

Finally, a few words on fiscal policy. The recently passed deficit
reduction package is really not large enough to have a very big
impact on the U.S. economy. By our estimates, only $15 to $20 bil-
lion of that package really affect the spending stream in the econo-
my. This amounts to about half a percent of GNP.

Also the package is not really big enough to make a big dent in
the deficit. We do see the deficit going back up in this fiscal year to
about $170 billion and remaining in that range in fiscal 1989 as
well.

In the short run, there probably isn't much that fiscal policy can
do to prevent a recession. A couple options that might be consid-
ered are postponing some of the spending and tax cuts and easing
some of the Gramm-Rudman targets. I want to emphasize that the
No. 1 priority and the real challenge for U.S. fiscal policy is a long-run one.

Over the next 10 years, we need to produce more than we con-
sume in order to bring about the adjustment on the external ac-
counts. This means that we must reorient the composition of GNP
away from consumption, away from government spending, away
from imports, toward investment spending, capital spending, and
exports. This is the No. 1 priority as far as U.S. fiscal policy is con-
cerned.

Let me summarize very quickly. As I mentioned, we expect very
slow growth this year, but no recession. Early in the year we doexpect that the economy will be vulnerable. If there is another
shock, then we could get a recession but, barring that, we don't see
a recession.

I think the lessons to be learned from this experience are first
that we cannot fix exchange rates without making another market
more volatile. We saw that volatility with a vengeance in the bond
and the stock markets in October.

Also, the second lesson is that, as a nation, we haven't made any-
where near enough progress in reducing our dependence on foreign
capital.

Thank you, Mr. Chairman.
Senator SARBA1E8. Thank you very much.
[The executive summaries attached to Mr. Behravesh's statement

follow:]
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The slowdown In consumer spending that began neary a year ago has continued In recent months -
thus far, it does not appear the stock market collapse In October has caused spending to fall more
sharply, although the figures after the Christmas season must be watched carefully.

While the outlook for the trade deficit Is still not highly favorable, much smaller trade deficits are
likely in the next several months than the record October Imbalance because of favorable seasonal
factors and because Inventories of Imported goods appear to have risen dramatically during the last
six months.

About three-fourths of the 5.4% rise In Industrial production during 1987 was accounted for by the
sharp Increase in exports - the remainder Is largely attributable to the upsurge in the production of
capital goods and to Inventory building. Despite expected continued strong growth in exports and
capital goods next year, Industrial production growth will fall to approximately 3.3%, reflecting the
absence of additional Inventory acceleration and a further slowdown In the demand for consumer
goods.

In our view, the probability of a recession sometime during the next three years Is near 50%.
However, because It Is less than 50% for any one of those years Individually, our standard forecast
does not Include a recession - rather, It continues to project relatively slow growth (slightly more
than 2% on average) for this period. A sharp consumer retrenchment after Christmas and/or a
plunge in the dollar during the next several months are the major recession risks for 1988; higher
Inflation and Interest rates during 1988, followed by some tightening by the Fed, could produce a
1989 recession; and a combination of relatively tight monetary and fiscal policies to be put In place
by a new administratIon Is the major recession risk for 1990.

The uncertainty about the petroleum sector is greater than It has been since 1986. The inability of
OPEC to hold the line on production has resulted In a recent drop In oil prices. Unless OPEC can
slow production, prices will drift down through much of 1988, possibly below $14 a barrel.

Major Economic Trends
The widespread interest In the causes and potential

*effects of the stock market crash, and the highly
volatile economic statistics in recent months, have
overshadowed the significance of the major trends
that are now in place. These trends are consistent
with our view that 1987 is essentially a transition
year. with the beginning of a major shift in the
sectoral mix that is likely to continue for several
more years. These trends include the following:

1. After four years of nearly 4.5% average growth in
real terms, consumer spending has grown far more

J slowly during the course of 1987. For example, real
consumption expenditures have risen just 1.3% over
the 12-month period ending in October - even

excluding purchases of motor vehicles and parts,
real spending has advanced only 1.7% over this
period. This slowdown has taken place on a gradual
basis throughout the year - well in advance of the
stock market crash - and reflects: (a) the stagna-
tion in real wages that has developed in response to
continued wage restraint and the acceleration of
inflation since mid-1986: (b) the extremely high
household debt burden, reflecting the enormous
increase in consumer borrowing in recent years (the
percentage of spending financed by borrowing in
1985 and 1986 was by far the highest in history): (c)
The record low saving rate of recent years: and (d)
a winding down of the housing and consumer
durables cycle, which is reducing replacement de-
mand for many of those goods. Even though Christ-
mas sales are reported to be mediocre, it does not
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appear that consumer spending has thus far fallen
significantly below the trend that was previously in
place.

2. The decline in the real trade deficit which began
in mid-1986 is continuing despite the massive nomi-
nal merchandise trade deficit reported for October.
Most interestingly, virtually all of the improvement is
on the export side - imports have continued to
trend upward. This disparity primarily reflects the
differences in the types of goods being exported and
imported, as well as in the geographic destination or
origin. The increase in exports has been primarily in
industrial commodities, which have become much
more price competitive with the drop in the dollar,
and equipment for which the United States has
maintained technological leadership or parity with
other countries and which competes primarily
against European producers. The growth in imports
has been confined to petroleum and to capital
goods. The improvement in net exports should pro-
ceed through 1988. The United States will continue
to experience an increased share of worldwide ex-
ports, and sluggish consumer spending, coupled
with the rapid growth in inventories of imported
goods in recent months (which partly accounted for
the enormous but unsustainable October trade defi-
cit). will cause a greater slowdown in real imports
than has occurred thus far.

3. An upsurge in domestic capital spending has
occurred during 1987 - most of this is for machin-
ery and equipment rather than for new facilities. This
increase in capital spending primarily reflects: (a)
increased utilization rates In export-oriented indus-
tries, many of which had relatively limited amounts
of excess capacity even before the upturn in ex-
ports; and (b) a significant Increase in replacement
demand for many capital goods for the first time in
many years, reflecting the aging of existing equip-
ment and the increased capability to finance new
expenditures because of the dollar-related upturn in
manufacturing profits.

4. After almost complete stagnation during the prior
three years, industrial production has risen 5.4%
over the past 12 months. This mini-boom in manu-
facturing primarily reflects factors 2. and 3. dis-
cussed above, as well as a modest increase in
inventories of autos and other manufactured goods
this year (much of it at the retail level). We estimate
that approximately four percentage points of the rise
in manufacturing output is export related (exports
account for nearly 30% of total U.S. manufacturing
output). An additional one percentage point reflects
the acceleration in capital spending, while much of
the remaining half percentage point is inventory-re-
lated.

2

These shifts represent a major reversal of the pat-
terns which took place in the United States during
the prior several years and they will continue during
1988 and beyond. The rise in industrial production
will slow down next year because: (a) output of
defense goods is beginning to rise less rapidly: (b)
the weakness in domestic consumption of goods,
and in construction, will further slow the output of
consumer and construction-related manufactured
products: and (c) the increase in inventories thus far
this year wil! not continue.

When Will The Next
Recession Occur?
While a credible scenario for a recession in any of
the next three years can be developed, and while
the probability of a recession occurring sometime
during the period is at least 50%, our baseline
forecast does not include a classic recession be-
cause we believe that the recession risk for each of
the years individually is less than 50%. Thus, we
continue to project average growth of only 2% for
the next three years, with very little change from the
forecast of last month. Nonetheless, the recession
scenarios described below should be considered in
the planning and policymaking process:

1988 Recession Scenario

While the decline in oil prices, the uptrend in ex-
ports. modest tax increases early in the year, and
recent declines in long-term interest rates, all sug-
gest that a 1988 recession probably will be avoided,
there are two main downside risks which should be
watched carefully. First, a more sizable consumer
retrenchment aher the Christmas season, reflecting
a delayed reaction to the stock market crash, can-
not be ruled out, especially since at least some of
the consumer attitude surveys are showing that
consumer confidence remains significantly below
earlier levels. Layoffs on Wall Street and in other
industries may cause a further decline in the willing-
ness and ability of households to spend over and
above the forces already in place. Second. further
declines in the dollar, which would likely be transmit-
ted into sharper increases in import prices than
those which have taken place in response to previ-
ous dollar declines, coupled with additional upward
pressure on long-term interest rates, are possible in
the months ahead, especially if foreign lenders
begin to doubt the effectiveness of the budget
compromse. of if the trade deficit in the next
several months remains disappointingly high.
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TABLE 1: SELECTED ECONOMIC INDICATORS - QUARTERLY FORECAST

000 I I 11 I00 IV I 11 III IV 1987 196 1909 1990
87 87 88 Be 8s 86 89 89 89 89
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TABLE 2: MONTHLY ECONOMIC INDICATORS - SUMMARY
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1989 Recession Scenario

In the absence of weaker domestic demands in
1988, inflation and interest rates are likely to move
higher during the second-half of 1988, as the ex-
pected increase in exports would further strain ca-
pacity in many materials and other goods industries.
Furthermore, at least a modest acceleration in
wages would likely develop as labor markets be-
come somewhat tighter. The added inflation, cou-
pled with some likely tightening by the Fed, would
cause enough upward pressure on interest rates to
significantly increase the risk of recession in 1989.

1990 Recession Scenario

By 1990, the major recession risk may well be that
sizable actions will be implemented by the new
administration to deal with the structural budget
deficit, especially since steps now being taken will
not reduce the deficit below the $160 to $190 billion
range. We suspect deficit-cutting actions may be
adopted early in the next administration in order to
'take the medicine' as early as possible so that
some economic recovery can take place prior to the
following election. Thus, it is possible that much
more sizable deficit cuts than the two-year $40
billion tax increase package included in our forecast
may be implemented during the budgeting process
of 1989 - this, coupled with still high real interest
rates and continued sluggish real income growth,
represents the combination of factors which could
produce a recession in 1990 if one does not occur
earlier.

Oil Prices: Down In The Near Term
OPEC is in trouble. The meeting in Vienna is over.
ending weeks of speculation about the Inherent
cohesion of the cartel when it comes to production
quotas and crude prices. The organization seems to
be unable to maneuver around obstacles ranging
from the lack of a cohesive strategy on market
shares to heightened tensions about the state of war
in the Persian Gulf. As a result, oil prices are headed
down - just how far depends on the following:

1. If OPEC members adhere strictly to their quotas,
reducing production to the 18 MMBD (million barrels
a day) range along with continued cooperation from
several non-OPEC producers (e.g., Norway, Mex-
ico), the market will muddle through the near term.
This would leave prices in the $18 range. Otherwise,
oil prices in the first half of 1988 would fall to the
$14-$17 range as the market waits for demand to
catch up with OPEC production. Increased OPEC
output next summer could cause a renewed slide in
prices then, since inventories would remain at very
high levels.

2. The market may rally in January even without a
formal meeting. If OPEC's neutral bloc (Venezuela.
Nigeria, Indonesia) ministers start another around-
the-canel series of meetings, the market may take
that as an informal effort to do something about
production and cause prices to rise.

3. Obviously a price free-for-all would eventually
create the environment for an emergency session of
OPEC. The trigger for the timing of that meeting
would be a dramatic price decline toward the $13 or
$14/Bbl range within the next month.

The lower oil price scenario we have adopted for
1988 will have a marginally favorable effect on the
economy. In particular: (a) it will reduce inflation as
measured by the CPI by 0.6 percentage points
during 1988, (b) consumer spending will grow by an
added 0.3 percentage points as a result of higher
real incomes, although that will be partially offset by
reduced drilling activity and by higher oil imports.
Thus, the net effect on GNP growth in real terms will
be only about 0.2 percentage points.

Major Forecast Assumptions
Oil Prices. Oil prices dropped to near $15 per barrel
in December following OPEC's failure in Vienna to
reach a new production limitation agreement. We
have revised downward our projection for the aver-
age refiners' acquisition cost (RAC) in 1988 and
1989. A downward adjustment of about $2.50 was
made to the RAC in 1988, with the first quarter price
cut from $18 to $15.50 per barrel. A modest price
recovery is expected as 1988 proceeds, with the
RAC moving back to $17.50 per barrel by the end of
the year. The 1989 average for the RAC is $18.30
this month, compared to last month averages of
$19.15. The forecast for the RAC in 1990 remains at
$18.75.

The Dollar. The dollar continued to slide in Decem-
ber following the pattern set after the October stock
market crash and the drop in U.S. interest rates
which made dollar assets less attractive. We con-
tinue with our view that further declines in the dollar
will occur over the next two years. given the ongoing
large foreign borrowing requirements of the United
States. Our forecast assumes that the trade-
weighted value of the dollar as calculated by the
Federal Reserve will drop an additional 10.8% be-
tween the fourth quarter of 1987 and the fourth
quarter of 1989. A moderate upward correction in
the value of the dollar is expected to occur in 1990.

Taxes. Tax assumptions have not changed this
month. We continue with a $12 billion tax increase
beginning in 1988.1 consisting of $3 billion in per-
sonal income taxes, $4 billion in corporate profits
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taxes, and $5 billion in excise taxes. This assumption
will be fine-tuned next month after we have studied
the package just signed by the President. We also
continue to assume that a $40 billion tax increase
package will be implemented after the general elec-
tion. regardless of which party wins the election.
This package will be phased in over two years.

Government Spending. Federal expenditures (NIPA
basis) are projected to be $1106 billion, $1172
billion, and $1243 billion in fiscal years 1988-1990,
respectively, virtually no change from last month's
forecast. Federal revenues for these years are pro-
jected to be $934 billion, $988 billion, and $1067
billion, Implying deficits of $172 billion. $183 billion,
and $176 billion for fiscal years 1988-90.

Monetary Policy. The trading range for the federal
funds in December has continued to be 6.5% to 7%.
The bulge in the October trade deficit has been
interpreted by the Fed as an aberration, so tighten-
ing moves are not yet planned. We continue to
expect the federal funds rate to remain in the 6.5%
to 7% range in the first half of 1968. There will be a
downward blip in the inflation statistics early next
year as a result of the drop In oil prices, but we
believe that the Fed will choose not to lower rates,
given continuing fears of second half inflation as well
as dollar pressures. In the second half of next year
these forces are assumed to lead to a policy shift by
the Fed toward credit tightening. The funds rate is
expected to move up to 7.5% by 1988.4 and then
average 8.4% in 1989 and 7.6% In 1990, a year of
slow growth.

Forecast Highlights
Real GNP will rise 3.0% in 1987.4 after advancing
4.3% in 1987.3. Real output is expected to grow
2.8% In 1987, 2.3% in 1968, 2.3% In 1989. and 1.6%
in 1990.

Consumer spending will advance 1.9% in 1987.
followed by advances of 2.0% in 1988, 2.1% in
1989, and 1.5% in 1990.

Automobile sales will average 10.2 million units in
1987, 10 million units in 1988. 10.2 million units in
1989, and 9.75 million units in 1990.

Business fixed Investment will increase 1.5% in
1987, followed by increases of 7.7%, 5.7%, and
0.3% in 1988. 198., and 1990.

Housing starts will average 1.65 million units in 1987
and 1.56 million units. 1.45 million units, and 1.53
million units in 1988. 1989, and 1990, respectively.

Industrial production will rise 3.6% in 1987. 3.3% in
1968, 2.4% in 1989, and 1.0% in 1990.

Unemployment will average 6.2% in 1987, 6.1% in
1988, 6.2% in 1989, and 6.6% in 1990.

Consumer prier Inflation will average 3.6% in 1987,
3.8% in 1988. 4.7% in 1989. and 4.3% In 1990.

Critical Forecast Risks
Positive

Stronger Exports. The forecast assumes that the
moderate export boom will continue next year.
Either faster growth abroad or more dollar deprecia-
tion would provide an additional boost to exports,
offsetting more of the drop in domestic demand
generated by the stock market crash. Too much of
an export expansion, however, would strain capacity
in many companies before their recent capital ex-
pansion projects become operational.

Smaller Stock Market Crash Effect. Consumer and
business spending may retrench less than expected
($25 billion and $10 billion, respectively). Stronger
domestic demand would push up real growth in
1988. But wage inflation pressures would be
stronger, increasing the chance of recession in 1989
Induced by monetary tightening.

Negative

Larger Retrenchment In Private Domestic De-
mand. Our new forecast assumes that domestic
demand will be directly reduced by $35 billion in
1988 as a result of the stock market crash. A much
larger contraction In demand would increase the
odds of a recession next year.

More Imported Price Inflation. The recent major
declines in the dollar may lead to more pressure on
import prices, import-competing prices, and export
prices than is assumed In the baseline. Higher
externally generated inflation may force the Fed to
tighten sooner and more strongly, increasing the
odds of a downturn in late 1988 or 1989.

Mixed

OIl Price Plunge. Oil prices could retreat to $12 per
barrel early next year as they did In 1986. Consum-
ers would temporarily benefit from the saving on
their energy bills, but tha oil patch would once again
suffer, with drilling activity declining. The nominal
trade deficit would improve, but the effect on the
dollar of lower oil prices is uncertain.
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December 1987 WOrld OUtlook
Nariman Behravesh and John H. Green

While It is still too early to assess the full impact of the stock market crash on the world economy,
the Implications for growth and policy are becoming clearer.

World growth In 1988 wIll be lower by about half a percentage point as a result of the crash. The
Impact on the United States will be twice as large because of the larger household sector exposure
to the stock market. Growth In Europe and Japan will be cut by 0.3% and 0.4%, respectively, due to
more cautious Investment spending and a weaker world trade picture. The Impact on the developing
nations will be twice as large as the Impact on the developed countries because of the loss in export
markets. Particularly hard hit will be Latin America and the Middle East. Lower growth also means
lower inflation. The developed countries Inflation will remain In the 4.0% to 4.5% range for the next
five years.

The Aftermath of the Crash
- The crash also intensified pressures on the United
States to reduce its budget deficit. After a month of
deliberation, Congress and the president finally pro-
duced a modest package of savings. While the ratio
of public borrowing to GDP in the United States is not
out of line with the other developed nations -
Japan's borrowing requirement as a share of GDP is
actually higher - the very low U.S. savings rate
means that the United States has no choice but to
keep cutting its deficit.

- Monetary authorities around the world moved
quickly to avert a liquidity crisis. The Bank of Japan
and the Bundesbank were pressured to keep their
interest rates down. Additional monetary easing in
Europe began following the announcement of the
U.S. budget accord. As a result, key interest rates
in international capital markets will be one-half point
lower in 1988 and a full point lower in 1989 than
predictions made before the crash.

- There is widespread recognition now that the
Louvre accord needs to be scrapped or at least
overhauled. Monetary authorities in the Summit
Seven nations realize that by trying to hold exchange
rates within a narrow band they increased volatility in
the bond and stock markets. The challenge for the
next G-7 meeting is how to bring the dollar down to

a new sustainable level without triggering another
crisis.

- The impact of the crash on the debtor nations will
be largely negative. Lower OECD growth and lower
growth in commodity prices will mean lower export
earnings. Partially offsetting this, however, will be
lower interest rates and, therefore, potentially lower
debt servicing costs.

Not all the implications of the crash are bad. If it
brings about lower consumer spending growth,
higher savings, and lower deficits in the United
States, then one can argue that the markets did
what the U.S. policymakers could not. However, the
question still remains, Who will pick up the slack
created by slower growth in the United States?
While Japanese growth has picked up, realistically.
Japan alone cannot take up all the slack. Thus,
pressures on Germany intensified and the Bonn
government, along with the Bundesbank, announced
a package of stimulative measures. Key provisions
include a 0.5% discount rate reduction and DM21
billion in below market rate lending to local govern-
ments and small businesses. While it is still too early
to judge the impacts of these moves, they are likely
to be small. The measures do, however, signal the
government's willingness to do its part in interna-
tional policy coordination. Whether the leaders of
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the G-3 countries can bring about an orderly growth
transition without bringing the world economy to a
standstill remains to be seen.

The U.S. Deficit Reduction
Package: Too Little, Too Late?
In almost everyorie's eyes a speedy and meaningful
resolution of the deficit discussions in Washington
was a necessary first step in the renewed attempts
at policy coordination. In light of this, the budget
accord that finally emerged was a disappointment.
To begin with, it took the negotiators a month to
agree to the broad outlines of a two-year deficit
reduction. This is symptomatic of the leadership
vacuum that exists today in Washington with a lame-
duck president and a deeply divided Congress.

The negotiations also failed to take advantage of the
opportunity provided by the stock market crash to
make significant reductions in the deficit. With the
1988 elections approaching, politicians from both
parties were reluctant to take risks that would hurt
them politically. Specifically, the Republicans shied
away from cuts in social security, and the Demo-
crats were unwilling to push for a large tax increase
without much stronger leadership from the presi-
dent.

The budget proposal that was agreed to contains the
following provisions:

- A two-year $76 billion package with $30.2 billion
in cuts for the current fiscal year.

- Spending cuts of $11.6 billion for this fiscal year,
including a $5 billion cut in the military budget.

- Tax increases of $9 billion, the burden of which
would fall heavily on corporations.

- The most disappointing element of the budget
accord is that $9.6 billion, or roughly a third of the
deficit cuts in fiscal year 1988 come from one-time
savings, including asset sales, new government
fees, and interest savings on the national debt.

Despite serious misgivings about the budget accord,
Congress is likely to pass it because the alternatives
are even less palatable. Most congressmen do not

like the automatic cuts implied by the Gramm-Rud-
man law. Nor do they relish the prospects of another
financial crisis and a voter backlash if they do
nothing.

Finally, the budget cuts will not be large enough to
prevent the U.S. budget deficit from rising over the
next two years. The reported savings are calculated
on a current services basis rather than savings over
the previous fiscal year. The large drop in the 1987
budget - from $220 in 1986 to $149 in 1987 - was
due to one-time savings that will be reversed this
year. Nevertheless, the long-term trend for the U.S.
deficit in absolute terms and as a percent of GDP is
downward.

The Dollar and Renewed
Attempts at Policy Coordination
The dollar problems can be viewed simply in the
following way. The United States has $150 billion in
external borrowing needs. It can meet these needs
in at least three ways. First, it can reduce its
borrowing needs by cutting the deficit or increasing
private savings. Both of these take time. Second, it
can make U.S. assets cheaper, and more attrac-
tive, by depreciating the dollar. Third, it can raise
the relative rate of return on U.S. assets. Finally, if
these measures fall short, central banks can inter-
vene and buy up any excess supply of dollars.

Before October 19. the United States raised interest
rates with disastrous results. Now. it is in effect
trying to follow both the first and second options.
However, given the higher risks of recession in the
United States now. the dollar can only be supported
if interest rates in the other summit seven countries
are lowered. For precisely this reason, both immedi-
ately before and after the crash, the United States
focused its efforts on getting more monetary, rather
than fiscal, stimulus from Germany and Japan.

Within the next few weeks there will be a G-7
meeting that will attempt to rationalize the changes
in exchange markets and to coordinate future policy
actions. The stock market volatility at the end of
November has added a sense of urgency to this
meeting. Each side will come to the meeting with its
own set of demands.
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EXECUTIVE SUMMARY

TABLE 1.1 WORLD FORECAST SUMMARY
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The United States wanted to delay the meeting in an

attempt to first implement the budget accord. From
the U.S. point of view, further delays would also help
the United States by putting additional pressures on
the other countries from a weaker dollar. Mr. Baker
and the U.S. team will insist on stronger coordination
of macro policies, and they will reserve the right to
resist increases in U.S. interest rates in an attempt
to avert a recession.

European and Japanese Policy
Shifts Reflect External Pressures
The European and Japanese in turn will ask that the

United States once again help in supporting the
dollar. The support they will seek will be not so much
to peg the dollar but to bring it down smoothly to a
new equilibrium level. In the wake of the crash, the
Fed has allowed the dollar to drop and has done little
to support it. In an attempt to support the dollar,
German and Japanese interest rates will likely drift
down, and at a minimum, will not rise for a while.
However, neither country is likely to apply significant
further fiscal stimulus. Japan feels it has done a lot
already and that economy is now supported by
domestic expansion. The German government, with
the newly announced plan for below-market loans
and the discount rate cut, again showed its prefer-
ence for credit market measures. Therefore, any
stimulus in these countries will come from modest
monetary easing. The monetary stimulus from
Europe and Japan will be modest, however, since
there are lingering concerns about overheating and
a perception that these countries will not be hurt
much by the crash.

Viewed from outside the United States, the stock
market crisis rose fundamentally out of a market
conviction that world imbalances had to be cor-
rected more quickly. That conviction remains and
will color European and Japanese government, mar-
ket, and central bank attitudes to the deficit ques-
tion. If the United States fails to deliver significant
budget cuts and continues to behave as if no decel-
cration in growth is possible. the world economy is
likely to lurch from one crisis to another. Indeed, the
end-of-November dollar slide has been blamed on
market fears that the U.S. budget compromise will

be hung up in Congress.

If, however, confidence is maintained, then while
U.S. growth is revised down, other developed na-
tions will be much less affected. Share ownership is
not so widespread and portfolio size is smaller, so
consumers will be affected very little. This would at
present be the predominant reaction if it were not
for the privatization processes that have widened
share ownership. In France, in particular, where
most issues are recent, losses are being suffered by
those who held the stock.

Business is more likely to experience difficulties, at
least in the short term. Many major European busi-
nesses either export to the United States, or have
recently bought companies there. In either case,
some cash flow problems are likely, reducing the
potential for investment in 1988. This, combined with
slower growth in world trade, will be sufficient to
reduce growth by about half a percent in most
European countries and Japan.

Can The U.S. Trade
Deficit Be Sustained?
The shock provided by the stock market crash has
done little to accelerate the unwinding of the major
imbalances in the world economy. Despite the
downward revision in the U.S. outlook for 1988, the
forecast shows only a minor - roughly $10 billion -
adjustment in the U.S. current account deficit. The
medium-term outlook is for a string of $140 to $150
deficits. How can this go on? First, the baseline
forecast does include a continuing dollar deprecia-
tion over the next few years. In this sense, the
structural U.S. trade deficit does influence the out-
look. Second, the forecast maintains U.S. interest
rate differentials vis-a-vis other major currency

rates.

Measured in relation to world savings, the U.S.
deficit may be smaller than it first appears. While in
both absolute and relative to GDP terms, the U.S.
current account deficit is without equal, the share of
world savings necessary to finance the U.S. current

account is actually declining.

In 1985 investors outside of the United States com-
mitted 10.6% of their new capital to U.S. assets. By
1987 this figure dropped to 9% and is expected to

4 THE WEF. GROUP DECEMBER 1987 WORID ECONOMC OUTLOOK



262

decline to just over 5% by 1992. Thus, while the U.S.
trade deficit remains large in absolute terms. the
share of net new world savings to be invested in
dollar denominated assets will shrink over time.

The U.S. foreign sector actually performs better
than the current account forecast suggests. Over
the next five years, the merchandise trade deficit is
expected to improve by some $40 billion, despite a
$50 billion increase in the oil import bill. The real
trade accounts improve sharply, from a $170 billion
deficit in 1987 (GDP basis. 1980 prices) to $75 billion
in five years. This stimulus from the foreign sector
provides roughly 25% of GNP growth over the me-
dium term.

Asian NIC Currencies Appreciate
After the stock market crash and the fall in the value
of the dollar against other major currencies in the
days that followed, the United States has applied
renewed pressure on the four Asian NICs to let their
currencies appreciate further against the U.S. dol-
lar. This has particularly been the case with Korea
and Taiwan, whose trade surpluses against the
United States have continued to swell as their ex-
ports reap the benefits of a higher-valued yen.

Thus the objective circumstances that each of the
NICs finds itself in has largely conditioned its re-
sponse to U.S. demands. Taiwan is the most vulner-
able in this respect, sitting on top of $72 billion in
reserves and with no debt to speak of. Meanwhile its
bilateral trade surplus with the United States
amounted to $9.4 billion over the first seven months
of this year, 25% larger than in the corresponding
period of 1986. Thus it has had little choice but to
revalue: the New Taiwan dollar has appreciated by
20% against the U.S. dollar since its low point in
August 1986, three-quarters of this coming in 1987.
Nevertheless, over the same period, it has depreci-
ated by 3% against the yen, as the latter has risen
more strongly against the U.S. dollar. Starting in
February 1985, the NT dollar has fallen by 46%
against the yen, making it clear that there is still
considerable room for revaluation. We are project-
ing an 8% year-over-year appreciation in 1988, an
estimate that may be on the conservative side.

Korea, the other large NIC, had long argued that its
huge debt burden, which had reached $48 billion by
end-1985, merited special consideration from the
United States. Now that debt is no longer a problem,
with the country generating continued current ac-
count surpluses, it has shifted its stance and has
been claiming that its precarious political situation
and the damage caused by the labor unrest earlier
this year does not allow a more significant apprecia-
tion of the won. In retrospect the labor strikes
appear to have done no lasting damage to the
economy, while the trade surplus with the United
States has continued to grow to $6.8 billion over the
first nine months of 1987, 28% larger than in the
corresponding period of last year. The won has
appreciated by about 10% against the U.S. dollar
since its low point in July of last year. again with
most of this coming in 1987. The won/yen cross-
rate today stands an impressive 83% below its value
in February 1985. We are projecting an 8% year-
over-year appreciation of the won against the U.S.
dollar in 1988.

Hong Kong has unexpectedly found itself targeted,
along with Taiwan and Korea. by the United States in
the last few months as one of the economies that
should revalue its currency. This has been motivated
by the colony's growing trade surplus with the United
States. The bilateral trade surplus over the January-
July period amounted to $5.2 billion, 25% larger than
a year earlier. However, Hong Kong has no trade
restrictions to speak of that could limit U.S. imports.
Rather, the growing surplus has been a product of
the HK dollar being pegged at 7.8 to the U.S. dollar
since October 1983, making Hong Kong the biggest
gainer among all the NICs from the currency realign-
ments. Currently we do not expect that the govern-
ment will yield to U.S. pressure to unhitch the HK
dollar from the peg.

Singapore has so far been subject to the least
amount of U.S. pressure. On the one hand, its
economy, like that of Hong Kong. thrives on free
trade. On the other, unlike the other NICs, it has not
been running large trade surpluses against the
United States. While the bilateral trade surplus has
expanded because the S$. like the other NIC curren-
cies, has fallen a cumulative 74% against the yen
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since February 1985. this still amounted to only S1.5
billion over the first nine months of 1987. As the
overall current account moved into surplus last year.
the SS has appreciated against the U.S. dollar. rising
9.4% since February 1985. We project that the
currency will appreciate more slowly in 1987. at a

4.6% annualized rate, as inflationary pressures are
likely to mount more rapidly than in the past.

Latin America Learns
The Lessons of The Baker Plan
The solution to growing problems in poor debtor
nations proposed by U.S. Treasury Secretary Baker
implied contributions by both creditors and debtors.
Banks were to increase lending. Governments in
industrial nations were to avoid protectionist meas-
ures and keep national GNP growing at a healthy
rate. Debtor nations were to make structural reforms
designed to increase the efficiency and competitive-
ness of their economies.

It is now obvious that the creditors are not complying
with the plan. Banks have not increased long-term
lending by anything like the target of the Baker Plan.
While the U.S. economy grew 6.4% in 1984, growth
rates have declined subsequently. The October
stock market crash has led us to revise our 1988
GNP estimates further downward from the anemic
rates previously forecast for OECD countries. The
United States is on the verge of imposing trade
sanctions against Brazil. where Finance Minister
Bresser Pereira risked recession and hyperinflation
to generate trade surpluses. Neither Japan nor
Europe has gone far in stimulating its own economic
growth or in dismantling trade barriers.

For the debtors. two lessons appear/to have
emerged from the Baker Plan. First, those debtors
that complained about or threatened to interrupt
service of their foreign debts suffered little in the
way of retaliation. Rollovers of existing debt became
progressively more difficult, and new long-term
lending by commercial banks disappeared. Short-
term trade-related financing continued uninter-
rupted. hoaever. Second. the private sector re-
acted positively in those debtor economies that
provided more incentive to export. Nontraditional
exports grew rapidly, and governments suffered few
political setbacks as a result of their reforms.

Banks with large Latin American portfolios can take
little comfort from this trend, however. as the appar-
ent impunity for those debtors who bargained hard in
1987 will probably generate more payment problems
in 1988. In those countries where the lesson of the
advantages of trade liberalization was learned, how-
ever, the coming year could be a good one for
shipping, trade. finance, and export activity.

Oil Exporter Assets Eroded
In Stock Market Crash
The recent collapse of world equity markets may
have had a minimal direct impact on the economies
of the Middle East, but the indirect impact is none-
theless considerable. Certain Middle Eastern gov-
ernments, like those of Kuwait and Saudi Arabia, are
known to have suffered capital losses on their siz-
able equity investments in international markets. Of
greater consequence is the loss suffered by the
GCC governments as a result of the decline in
financial yields in the aftermath of the New York
stock exchange collapse, and also the significant fall
in the value of the dollar that has occurred since
then. Lower yields imply lower investment income
for countries like Saudi Arabia, Kuwait, and the UAE,
which had built up international portfolios in more
prosperous times, and hence their greater depend-
ence on their doubtful oil income. The weaker dollar
implies a further deterioration of their terms of
trade, and the erosion of their purchasing power -

unless, of course. oil prices (which are denominated
in dollars) are revised upward.

The likelihood of higher oil prices would seem to
have been diminished by the shock the world experi-
enced on October 19. There is less reason to be
optimistic about the growth in world oil demand.
and, as OPEC seems singularly unable to maintain
production or pricing discipline, the market cannot
be expected to support higher prices for long, even
if we are talking about nominal dollar prices. The
Saudis have already indicated their firm opposition
to raising official prices at the December meeting,
insisting, for one, that they have no intention of
contributing to economic uncertainty by raising oil
prices.
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Senator SARBANES. Gentlemen, we thank all of you very much
for, I think, some very helpful presentations.

We will take 10-minute rounds among the committee members.
Let me put this question to all of you. I have a series of questions

I would like to put very quickly and get, I hope, a quick response.
Do you all subscribe to the concept that there is a natural rate of

unemployment? In other words, that there is a point at which
labor and product markets becomes increasingly tight and there-
fore continuing to push hard on the unemployment front, getting
unemployment down, will provoke major costs on the inflation
front? Is that a concept that everyone accepts?

Mr. Kellner.
Mr. KELLNER. Senator, this concept had gained much acceptance

in the profession, but I would submit, as several of my colleagues
have indicated, with the unemployment rate down at what had
been considered to be in the full-employment zone, it is interesting
to note that labor was very quiescent in 1987, suggesting that, tight
labor markets notwithstanding, wage pressures need not necessari-
ly result from any particular unemployment number.

External factors such as foreign competition, internal factors
such as corporate restructuring, plus the continuing change in the
nature of jobs in the economy away from services in this particular
instance and back to manufacturing, and previous to that away
from manufacturing and back to services, are keeping labor from
taking advantage, if you would, of what seems at the macrolevel to
be relatively tight labor markets.

Senator SARBANES. You are mixing, in a sense, into my next
question: If the concept is accepted, what is the level?

So let me just put that question and let members respond, in
effect, by answering both, since I can see that you can't separate
the second from the first altogether. But is the notion of this con-
cept valid and, if so, what is the level?

And let me just ask my third question, to put it all out on the
table. This unemployment level used to be much lower. At one
point, we talked about 2 or 3 percent, and we said we can push
toward 3 percent before hitting major inflationary repercussions. It
has constantly been moved upwards, I am concerned whether it
has moved upwards because of an underlying analysis of the fac-
tors, or whether it is simply because we haven't done very well,
and we keep having these higher unemployment levels, and then
finally someone comes along and says that this higher level is
really the normal level. So you define yourself into a normal situa-
tion simply by changing your definition of the concept.

Mr. KELLNER. If I may follow up?
Senator SARBANES. You will all get a chance. Yes.
Mr. KELLNER. Well, if I could just finish, one should not lose

sight of the fact that employment has continued to grow and, for
most of the last few years, has been at a record level. In other
words, the economy continues to create jobs, but not to the extent
where everybody who is looking for a job is able to find one.

I think this is largely due to changing demographics, the change
in the proportion of women and teenagers in the labor force today
compared with, let's say, 20 years ago. That has been a factor that
has raised the so-called natural level of unemployment.
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So that would be my answer to the third question.
Mr. EISNER. I am delighted at your questions, Mr. Chairman. I

have argued for some time that the natural rate is not natural. I
think the whole concept has been one of the more pernicious things
that has affected the profession. It probably goes back largely to
the distinguished Professor Milton Friedman's presidential address
of some 20 years ago.

We used to think of a full-employment rate as a rate of unem-
ployment at which everybody who wants to work can work. I think
that is the essential sound concept. That got tremendously con-
fused with the natural rate, which I say is not natural. Whatever
the full-employment rate is may well depend upon all kinds of in-
stitutional arrangements, including day care centers for women
and everything else.

The natural rate become associated in people's minds somehow
with a nonaccelerating inflation rate, the notion that the economy
would spring to inflation when you got below that rate of unem-
ployment. And that became very convenient then, as you point out.
As the unemployment rate rose, I think frequently because of mis-
taken government policies, as it was allowed to rise, as a kind of
trend developed in political thinking that unemployment wasn't so
bad and inflation was a terrible thing, people accepted more and
more unemployment, and I must say that too many of my col-
leagues in the profession, as I suppose anywhere, go along with
popular thinking and political wisdom, conventional wisdom.

As you pointed out, the unemployment rate has been even as low
as 3 percent for a month or two back during the Vietnam war. At
that time we had inflation rates of 3 and 4 percent and people were
screaming, that's terrible; we now talk of 4 percent for this current
year, and there was therefore no more then.

The fact is that unemployment is a very great loss, a real loss.
Inflation people talk about. Modest inflation means prices of what
you buy are going up; prices of what you sell are going up. Econo-
mists really can give you no unequivocal answer, as Professor
Blinder has pointed out, as to what the natural rate is at some
point, one point or another, what the so-called natural rate is, what
will kindle inflation; and yet they are willing frequently to tell the
Federal Reserve or give you advice and say, don't do this, don't do
that; you might cause inflation.

I would say, don't do this, don't do that; you might wreck the
economy. You might cause excess unemployment. I differ, gently
perhaps, with Professor Blinder, when he says, cautiously edge
down on the unemployment because you might perhaps be hitting
that trigger point.

If we don't know where that trigger point is, and there is a great
loss from unemployment, let's ride the unemployment rate down.
To the extent there is danger of inflation, there are many ways of
combating inflation other than trying to slow down the economy.

I am always just astonished by people who say, well, we have to
raise interest rates or slow the economy to stop inflation, and they
come out for protection, they come out for interference in the
economy in one place or another, every place that holds prices up,
that prevents inflation from going down. That kind of thing that
they don't talk about but they do talk about slowing the economy,



266

raising interest rates, because somehow unemployment is maybe
getting so low that it might cause inflation.

Senator SARBANES. Mr. Blinder.
Mr. BLINDER. Let me take your three questions one at a time and

very briefly.
Is there a natural rate? I think the vast majority of economists

would say there is. After all, all we mean by a natural rate is a
level of unemployment at which the labor market is getting so
tight that there gets to be severe upward wage pressures.

There is some recent scholarly research, but I think it has much
greater support for Europe than it does for the United States, argu-
ing that there is no such thing as a natural rate; that is to say, by
achieving low unemployment, we could reduce the natural rate of
unemployment. The evidence looks pretty favorable to this uncon-
ventional view for some European countries, but not so good for
the United States.

So, if I were a betting man, which I am in small amounts, I
would say you probably have about an 80-percent chance that there
is a natural rate and a 20-percent chance that there is not. And, if
I was sitting in the Congress, I would pick the 80-percent chance-
although, since I'm not, I might sometimes pick the other. [Laugh-
ter.]

What is the level of the natural rate? I tried to address that in
my prepared statement, and I think the answer is that it is prob-
ably something below 5.5 percent, and we can't really tell how
much below.

As far as the previous experience you mentioned goes, I don't
think you could have gotten even 5 percent of the American eco-
nomics profession to sign on to 2 or 3 percent as an estimate of full
employment. When the Humphrey-Hawkins legislation was passed
in 1978-is that right?-almost all economists said that 3 percent
was an unattainable goal. It didn't matter whether they were liber-
als, conservatives, hawks, or doves on unemployment; it just looked
like an unattainable number.

During the Kennedy administration, 4 percent was the conven-
tional number for full employment. I would like to see us back at 4
percent now. But I am not sure we can get there.

I think much research that has taken place on the 1950's and
1960's, that is, research that has been done in the 1970's and 1980's
looking back at that period, suggests that we were not correct in
the early 1960's when we said that 4 percent was the natural rate.
It might have been more like 4.5 or 5 percent at that time. If you
think of it 4.5 or 5 then, and factor in some of the things that have
changed since then, something in the 5 to 5.5 percent range seems
a believable number.

Senator SARBANES. Isn't one danger, though, this concept of the
natural rate, that as you reach that level, you give up on trying to
lower the unemployment rate instead of continuing to try to lower
it, but recognizing that you have got to take other policies in con-
junction with it to address the tightening markets and to ease the
pressure that exists there?

Mr. BLINDER. That is exactly right. Let me clarify.
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When we speak of a natural rate, it is a rate which you can push
down by aggregate or macropolicies only at your peril, at the peril
of higher inflation.

There are, however, structural labor market policies. Unfortu-
nately, they are easier to enunciate than to make work. But if we
could do a better job than we do of training, retraining, education,
achieving greater fluidity in the labor markets, et cetera, then the
natural rate could certainly be reduced.

Senator SARBANES. Mr. Sinai.
Mr. SINAI. On the three parts of your question, the concept, the

word "natural" is to me somewhat semantic. If by that you think
of an unemployment rate that is associated with rising inflation,
you could call it natural, you could call it the full employment un-
employment rate, you could call it almost anything. So the concept
is OK, but I don't think that the word "natural" has any special
significance, nor should it have.

As far as the level goes, it is not identifiable except ex post. It
has changed over history because the work that has been done gen-
erally associates and looks at inflation acceleration at times of dif-
ferent unemployment rates and comes up with a figure. Why can't
it be ever lower? It could be lower. It could be higher. It can be
lower or higher. It depends on the historical data and the associa-
tion between the unemployment rate and inflation.

I will give you an example. In the 1970's, the exogenous oil price
shocks, the fourfold and then doubling of oil prices raised price in-
flation. It also drove up wage inflation as wages responded to price
inflation. And, there was an association of, at higher unemploy-
ment rates, higher inflation rates and the natural unemployment
rate was raised.

I think one could just reverse that now. We have had some disin-
flationary oil price shocks. And on that alone, the natural unem-
ployment rate could be reduced. On that alone, because it helps the
productive potential of our economy, just the opposite of what it
did in the 1970's, the oil price factor helps our productivity and can
lower the natural rate of unemployment.

Another way would be on the policies that Professor Blinder
mentioned. So I don't think there is anything unnatural about 2 or
3 percent. My own preference would be to try to see policies de-
vised and thought about that would aim for a much lower "natural
unemployment rate" working on the inflation side of it and the
labor market side of it, the structural side of it, so that we could
have a lower unemployment rate along with lower inflation, at the
same time. It is doable if people think about it.

Senator SARBANES. Mr. Behravesh.
Mr. BEHRAVESH. My position is close to Professor Blinder's. I

accept the concept. I think it is a reasonably good concept. It is dif-
ficult to figure out what the number is. Reasonable estimates sug-
gest that the range is 5 to 6 percent right now.

We have seen it trend upward in the 1960's and 1970's, and we
will see it trend downwards in the 1980's and the 1990's.

Because we are within the full-employment range, all we can
hope for in terms of a noninflationary policy is to see the actual
unemployment rate ease a little bit more. I don't think we have
the luxury of pushing it down very fast, given the current set of
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policies. If we were to have policies to reduce structural unemploy-
ment then we could push the unemployment rate down more.

Senator SARBANES. All right, Mr. Kellner.
Mr. KELLNER. May I make one general observation, Senator?
The emphasis on the so-called natural rate of unemployment sug-

gests that labor is the only or, at the very least, the primary cause
of inflation. In reality, there are many, many different causes of
inflation. And in this regard, I would like to agree with my distin-
guished colleague, the chairman of our profession, Bob Eisner, who
says we should try to get the unemployment rate down as low as
possible.

You know, depending upon where you are in the economy and
what stage you are, you could have inflation coming from, as Allen
Sinai said, such factors as oil prices. It could arise because of bad
weather. It could arise because of military action. Certainly it
could be a result of the lower value of the dollar. It could be due to
a lack of productivity. There are many, many factors involved in
inflation.

And I would suggest that we should, as a matter of policy, try to
get the unemployment rate as low as possible and not be overly
concerned that this alone is going to generate inflation.

Senator SARBANES. Thank you.
Mr. BEHRAVESH. Could I just respond to that point very briefly?
I don't have a big disagreement in terms of getting the unem-

ployment rate down. I guess the risk here is while inflation may
start anywhere, it tends to get built in and build up momentum if
you have very tight labor markets. And that is the issue here. Are
we going to get ourselves into a situation where labor markets are
very tight and an inflationary shock starts to snowball on itself?

Senator SARBANES. Gentleman, I am going to have to pass the
baton along to my colleagues. I think I have used up all of my time
in this one set of questions.

Before I do that, I want to put one very quick question to you,
Mr. Behravesh, because you may leave and I might not get another
chance.

You talked about the need to reorient the nature of our spending
away from consumption. You also said away from government
spending, toward investment in capital spending. Is that correct?

Mr. BEHRAVESH. That is correct.
Senator SARBANES. The question I have: Is not certain parts of

government spending in fact spending on investment in capital,
and wouldn't it be more accurate to state that we should reorient
the nature of government expenditures rather than to say flatly,
move away from government expenditure?

Mr. BEHRAVESH. I accept that.
Senator SARBANES. In other words, education, research and devel-

opment, training programs, physical infrastructure-the road net-
work, the port network and so forth-represent investments and
are actually very important for the strength and viability of the
economy, are they not?

Mr. BEHRAVESH. I couldn't agree with you more, Senator.
Senator SARBANES. Senator Proxmire.
Representative SCHEUER. Mr. Chairman, just before Mr. Behra-

vesh goes--
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Senator SARBANES. He is not going quite yet, but go ahead.
Representative SCHEUER. Just a quick footnote on your footnote

to his remarks.
We are talking about getting employment down, can we reach

the 3 percent standard in the Unemployment Act? A major, if not
a critical barrier to moving unemployment down is the question of
structural unemployment in America and the question of illiteracy.

We have just had a set of hearings of 8 or 10 days, and it is a
desperate problem. We found out that maybe 25 percent of our
labor force is either illiterate or functionally illiterate, as jobs re-
quirements become more and more sophisticated, and as overcom-
ing illiteracy is a critical factor in moving unemployment down.

Unless we increase the level of literacy and massively improve
our education system, particularly in areas like New York City
which truly need to be restructured, I don't think we are going to
be able to do much about structural unemployment. And that is
the key to moving unemployment down.

Senator SARBANES. Let me observe that Congressman Scheuer
has just concluded chairing a series of hearings on education, re-
training, and illiteracy. It was a very fine set of hearings.

Mr. BEHRAVESH. To clarify the record, I completely agree with
you that there are a lot of structural policies we can enact to
reduce the structural unemployment rate, and we should do them
as a society. I do not mean in any way to minimize that need.

Senator SARBANES. Senator Proxmire.
Senator PROXMIRE. Mr. Eisner, your presentation was excellent.

But I want to read the first two paragraphs in 30 seconds, what
you wrote, because I think that is even more devastating than
what you said.

You said, "Whatever the ills of the economy," I mean as far as
getting rid of an illusion we have, whatever the ills of the econo-
my, real or imagined, the news media, most politicians, and a fair
amount of the economics profession are quick to point to the cul-
prit: The Budget Deficit." No matter that few appear to know or
care precisely what deficit they are talking about or how it is meas-
ured. No matter that few bother to explain in terms of a relevant
model just how government deficits may be expected to impact the
economy. No matter that few offer any empirical data to sustain
their judgments.

So budget deficits cause inflation. Budg-et deficits rage interest rates. Budget defi-
cits bring on the trade deficits. Budget deficits crowd out investment. Budget deficits
are an irresponsible mortgage on the future. And, most recently, budget deficits
caused the stock market crash. Is there truth in any of these assertions?

Well, I would agree with most of what you say, but there is some-
thing that you left out here that I would like to ask you about. I
agree that we don't measure the deficits properly, although it is ex-
traordinarily hard to get a fair measure. What do we do about air-
craft carriers and submarines? Are they an investment? They cer-
tainly don't bring in any cash. They cost throughout their life.
They cost enormous sums, far more than the cost to produce them.

And then when we get something like education, education is
fine, vo-tech education, overcoming illiteracy and so forth, but edu-
cation again is very hard to measure. Nobody that I know of has
ever tried to measure it in an effective way.
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I agree wholeheartedly with your argument that the stock
market goes up with deficits, not down. And as you said so well, it
went down at the time when we had a one-third cut in the deficit.
Then it almost went through the floor.

But the one area that concerns me about all this is the enormous
interest burden that has been built up. When I came to this body,
the cost of interest on the national debt was $5 billion a year, net.
The net interest cost today is $145 billion, about 29 times as big.
Now, that is a cost we can't avoid, we can't stretch out, we can t
cut, we have to pay it, pay it on time, and pay every penny of it.
And it is getting bigger all the time.

I seems to me that this is something that we have to be deeply
concerned about. I don't know how we can feel that the deficit can
go on, as you say. You would project it on at 6 percent of the nomi-
nal gross national product, and that would build up a fantastic na-
tional debt over time, and a huge interest burden that would be a
great burden on our children and grandchildren, wouldn't it?

Mr. EISNER. No, sir. I appreciate the points on which you agree
with me, and I think you made some of these points very well.

Let me answer the last point first, on the matter of interest pay-
ments and the debt. Remember if the debt is growing at 6 percent
and national income is growing at 6 percent, the interest payments
will be a no larger portion of the national income 20 years from
now, 50 years from now, than they are now. So there is no extra
burden by having the debt growing at this constant rate.

The interest payments, while they loom large in the deficit,
again are critical in the matter of measurement. The interest pay-
ments are so large in part because we are counting nominal inter-
est payments. We are not recognizing that a lot of those interest
payments are simply repayment for loss of capital; that is, they are
repayment to the holder of the debt for the amount that his bonds
are going down because of inflation.

So that an economist looking at the real interest cost, which
would go into a proper measurement of the deficit, would knock
down that $130, $150 billion by-oh, would probably knock it down
by about $60 or $70 billion.

But the next thing to remember is that with all the talk about
the interest payments, they are not really critical. I think what
you would have to worry about as to whether the Government
budget is too large is what impact it is having on the economy. In-
terest payments mean money going out; money comes in then
either in taxes or it comes in through an inflationary tax. What
you want to wonder about is the Government's command over re-
sources, what it is spending on roads, what it is spending on de-
fense. That is where it is having a direct impact on the economy.

The interest payments are to a very considerable extent like a
transfer payment. They are something of a wash.

Now, on the whole matter of capital budgeting, on the matter of
expenditures, I suppose not as an economist, but as a human being
and a citizen, I think we are spending vast amounts of money in
the Pentagon in aircraft carriers and other things which are a
waste, which may jeopardize our security. But, as an economist, I
would have to say that anything like an aircraft carrier or Star
Wars, much as I may oppose it, if they are anything, they are an
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investment in the future. It makes no sense to charge that as a
current expense, anymore than any business would do it.

That is not to say I approve of those things. But in terms of
proper accounting, education, any hardware that is going to pay off
in the future, research and development, are investment-type ex-
penditures.

Senator PROXMIRE. Let me just interrupt you to say that there is
no payoff in the future in any kind of an accounting sense. We
don t get any income at all. It costs money, and there is some dif-
ferent judgment as to whether or not it contributes to our national
defense. I don't think they do, but some people do.

But to say that whatever it is, as long as we build it and hope to
use it in the future, there is a return, and therefore we shouldn't
charge it off, doesn't make any sense to me.

Mr. EISNER. No. You have to recognize that the Government,
unlike a private business, is in the business of essentially giving
away its services free. It gives away defense services to all of us, if
they are worth anything. It gives away educational services and
the like.

You, therefore, have to measure the payoff for the Government
in terms of the national income of the economy. If you don't do
that, then none of these expenditures is justified. Each expenditure
has to be justified on the basis of whether it is worthwhile: the Star
Wars, the aircraft carrier, the education.

In an accounting sense, though, a meaningful accounting sense,
they have to be recognized as investments. That doesn't justify
them necessarily, but they are not then of the same dimension as
something which is handing food to people currently or providing
the current services, whatever.

Senator PROXMIRE. Now let me ask Mr. Kellner if he will com-
ment on the first part of the answer that Mr. Eisner gave me with
respect to the notion that we don't really have to worry about the
increase in interest cost because it will go up proportionately with
the GNP, with the nominal GNP at least.

Mr. KELLNER. Senator, you have read my mind as I have been
scurrying around writing notes here.

I think what is significant from the point of view of congression-
al policy is that the interest cost has gone up as a percentage of the
budget deficit. As you pointed out, last year the Government paid
out nearly $145 billion in interest at a time when the budget deficit
was $148 billion. You are rapidly approaching the point where the
interest cost will exceed the budget deficit. And at today's relative-
ly high level of interest rates and 12-digit deficits, we become-in-
creasingly constrained as to how you can get the deficit down if
more andmore of what is the deficit represents interest costs.

Second, because we are not only a domestic debtor, but a foreign
debtor, we can no longer say let s not worry about it, it is money
we owe to ourselves, because we don't owe it all to ourselves any-
more. We are beginning to owe it more and more to foreigners, and
that represents money that is, of course, leaving the country.

So I think one should look at it in those two contexts, Senator.
Senator PROXMIRE. Mr. Kellner, I would like you and Mr. Sinai

to follow up on one other question. I only have time for one other
question. This relates to the fact that you flatly predicted, as I un-
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derstand it-correct me if I am wrong-that we would probably
have a recession this year. Mr. Sinai said probably not this year,
but probably in 1989.

My question is this. We have had, as somebody said, 35 reces-
sions over our history and certainly since World War II we have
had recessions periodically. Mr. Eisner indicated that he thought
our top priority should be preventing recessions, and he speaks for
many, many people who say that.

It seems to me that recessions are part of a free economic
system. You have to expect them; we are going to get them. We
should try certainly to minimize the pain that they impose, which
is terrible on people, particularly low-income people and people
whose jobs are marginal. But we have to face the fact that this is
part of a free enterprise system, it seems to me.

Now, what is the answer?
Mr. KELLNER. I couldn't agree with you more, Senator. It is a

cost that we have to pay for having a free enterprise system. Per-
haps in Russia or in other centrally planned economies, they don't
have recessions, but they don't have very high standards of living
either.

I would also agree that if we see a recession coming, we should
try to minimize it, although from the macro or top-down level, it
would appear, given the present circumstances, that any attempt
to minimize the recession, such as widening the budget deficit or
an easing by the Federal Reserve before it becomes apparent to the
markets that we are in a recession situation, might turn out to be
counterproductive.

But, following up on what Congressman Scheuer and several
other people have said here, I believe at the micro, or beneath the
surface level, there are ways, there are steps that can be taken to
minimize the pain of recession on those least able to bear it.

Senator PROXMIRE. Mr. Sinai.
Mr. SINAI. Well, recessions have periodically always been part of

our business cycle landscape in this country. It is only in Japan
that there is never, or hardly ever, a recession. Somehow they
manage to do it; why can't we? So I would not subscribe to the in-
evitability of it, and again and again offer my own prescription of
how to avoid it this time.

I do have one other comment, which is on the deficit. I think the
two deficits, the budget deficit and the trade deficit, at these levels,
which you will see if you look at the charts in my prepared state-
ment, are really very ahistorical. They are very new in our eco-
nomic history. You will not find this combination of deficits, bor-
rowing by the Federal Government and borrowing abroad, in the
history of our country.

You will find it on the indebtedness side before 1916 when we
were developing and building infrastructure, capital structure, but
you will not find it in the sense that we have been borrowing to
support current spending. And it has extraordinary implications
for our economy and our people, which go far beyond what it does
on a short-term basis to interest rates and the stock market and
whether it creates a crash or not.

I happen to think it was a generic part of what determined the
crash, and I am one of the few people, as Mr. Eisner knows, who
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has done a good deal of empirical work, model work, theoretical
work on the subject.

The problem for our country is, if you look at the dollar, the
dollar now is very important for our markets and for our economy,
its decline does change the economic and political landscape of the
world. We are the world's greatest debtor. Japan is the world's
greatest creditor.

As a lender to us, we are the borrower, and we are increasingly
credit risky, and foreigners are increasingly skeptical of what goes
on in Washington and our ability to deal with this problem. The
lenders demand more in return for lending us money, as any
lender will do. And when they get fearful of the losses on paper
debt that they hold, they then move into direct foreign invest-
ment-this is exactly the way the flows of funds are going-and
buy land, real estate, parts of businesses, set up production shop in
this country. That is all part of the economic reaction. In fact, it
will help our trade deficit, our trade statistics. But I am not sure in
the longer run it will work for this country.

There is no country ever a debtor that has been an economic and
world political power in the history of the world. Those who are
the creditors have the money, can make the investments, they are
the power. I am not sure that over a long period of time that this
set of circumstances that is in prospect will set well politically in
our country. It has very, very substantial long-term ramifications
that go beyond economics.

Mr. KELLNER. By the way, to answer your question about interest
relative to the GNP, as of the third quarter of 1987, interest paid
by Washington on its deficit was 3.2 percent of GNP, whereas of
the fourth quarter of 1983, a growth year, interest was 2.8 percent
of GNP. Now these may seem like small numbers, but as you can
understand, just by growing the way they are, they do represent a
significant increase.

Senator SARBANES. Mr. Sinai, I might just point out that in our
report back in August, "The Economy at Midyear," we said no
country has ever managed to be a great power and a great debtor
at the same time.

Mr. SINAI. I took my quote from you. Or you may have taken it
from me and my testimony. I won't get into those kinds of matters.

Senator SARBANES. Congressman Scheuer.
Representative SCHEUER. Thank vou very much, Mr. Chairman.
It has been a marvelous hearing and I wish I could stay all day

and ask all of you all the questions that come to mind.
I would like to emphasize the importance to the country of re-

ducing the budget and trade deficits. The trade deficit seems to be
dropping a little bit. But the budget deficit remains almost out of
control.

Mr. Eisner, you have told us that we shouldn't be too concerned
about the budget deficit. I don't want to put words in your mouth.
The feeling I get from you is that it is not of primary concern. But
I listen to Mr. Sinai telling us that in effect, in a matter of a couple
of years we have changed from the world's greatest creditor coun-
try to the world's greatest debtor country. And how can we stay a
first-class economic power with this growing burden around our
necks?
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I have heard several of the witnesses say that we should not try
and protect the falling dollar. Let it find its own level.

Is there some level, with the budget deficit as given, is there
some level which the dollar might reach, where the foreign credi-
tors will say it is not enough for you to raise interest rates; we
don't want to hold your paper. We don't want to hold your marker.
We don't trust this economy. We have had evidence of the incredi-
ble lack of faith in our ability to get our act together by chief of
state after chief of state after chief of state lecturing us publicly
about how important it is to get a handle on that budget deficit.

Is it possible that as the dollar falls, at some point foreign credi-
tors who are holding an increasing percentage of our debt, are
going to say, pay us off, we are cashing in our chips; we don't think
you will get a handle on your state of economic disarray. So give us
our money.

And what happens when the Germans and the Swedes and,
above all, the Japanese cash in their chips? I don't want to put
words in any of your mouths, but the question I have is, aren't
there reasons for us to work hard getting our budget deficit under
some kind of control, perhaps not for purely economic reasons, Mr.
Eisner, that you point out, but to establish our international credi-
bility and the kind of trust that is necessary for foreign creditors to
want to continue to hold onto our paper and not just dump their
dollars which, in my opinion as an untrained horseback economist,
if they ever decide to dump their dollars, we are in deep sushi.

Mr. EISNER. I would like to clarify a few things. I perhaps will
stay off the budget deficit for a moment. I tried to make clear that
it is really not out of control. In my prepared statement, I point out
that budget deficits, bigger deficits have been associated with great-
er growth in GNP. I think critics have the wrong side of the argu-
ment in saying that the economy is a wreck because of the budget
deficits. The facts speak otherwise.

Since the budget deficit soared, the economy came out of reces-
sion, has had a substantial recovery. You can't keep crying the sky
is falling, the sky is falling, budget deficits are a disaster.

I can show you in terms of measurement and theory why they
are not, and the facts are clear and they are going to be clear to
the American public. I might suggest that politicians who keep
yelling about the deficit are going to find themselves ignored.
People are going to look at the state of the economy, which is what
you should look at.

Now, on the matter of foreign debt, there is really a lot of misun-
derstanding on this. We say we are the world's greatest debtor
nation. I hope to do some further research and have some papers
that question a lot of this. It is a question of how you measure your
assets, how you measure liabilities.

The fact is, we are not a debtor nation in the sense that people
may think of it; that these figures are not telling us we owe money,
we have to pay interest. The portion of the Federal debt that for-
eigners hold is still relatively small. We are a debtor nation, if we
are, simply in the sense that we have less in the way of assets
abroad of all kinds than foreigners have of assets here. They may
be motels, shopping centers, stock, bonds, or anything else.
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Now, when you begin to see that, you realize something else that
I again I think the press quite misses. If foreigners try to pull out,
they can't pull out. There is no way that foreigners can get their
money out. When they try to pull out, all they do is drive down the
value of the dollar, and if they drive down the value of the dollar,
eventually the dollar will get to such a point that we are exporting
more than we are importing. In that way only do the foreigners
pull out.

The way that foreigners get in is simply because we have a cur-
rent account deficit. And when we have a current account deficit,
automatically they accumulate dollars because if we are paying for
these Mercedes, these Toyotas, they are getting dollars. Therefore,
they have invested in the United States and we become a debtor
nation.

Now, the next question that I think Mr. Sinai was pointing out is
what will they do with those dollars? Will they keep them in
checking accounts? That is dumb. Will they invest them in certifi-
cates of deposit? Will they invest in securities? Will they buy
motels? And they have some flexibility in what they do there, and
that, of course, can affect our interest rates.

But again, the Federal Reserve has prime control of our interest
rates, and I warmly endorse what Professor Blinder said. For God's
sake, let's look at the economy and not be beholden to the dollar.
The dollar should be allowed to go where the free markets will let
it go.

Representative SCHEUER. I think it was Professor Blinder who
said we are spending $150 or $160 billion a year more than we are
producing. We are on a spending binge; we are overspending on
cars. I am not quoting Professor Blinder any more. We are over-
spending on homes. We seem to be unwilling to tax ourselves at
anything like the rates that other countries tax themselves.

We had testimony before this committee a couple of months ago
by distinguished people who recommended that we increase the
gasoline tax 25 cents last year. They said this year. That was 1987.
Twenty-five cents in 1988, 25 cents in 1989. That would produce
close to $75 billion a year.

European countries that are not in anything like our state of eco-
nomic disarray, many of them with a higher standard of living and
higher wage rates, they tax themselves at twice the rate that we
tax ourselves, per gallon equivalent, about $1.50.

We seem to be unwilling in our time of economic crisis in terms
of the budget deficit even to defer a couple of years the scheduled
tax reduction for the very wealthy.

Doesn't this indicate to people abroad that we simply don't have
the strength and the will and the character to get our economic act
together?

Mr. Sinai.
Mr. SINAI. The international investor's perspective is very much

the one you described. Of course, you see that in the falling dollar.
If they didn't have that perspective on how they view the future of
the U.S. economy and the political process, you wouldn't see the
dollar declining, because that view is part of what determines the
dollar, not just the flow of the current account deficit nor just the
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money flows. There is a confidence factor in the question of where
moneys are allocated.

It is, I think, correct as Professor Eisner is pointing out, that if
you measure our foreign indebtedness position, the numbers that
are produced overstate them; that if you were to do a market value
analysis on the assets and liabilities and if you were to value gold
appropriately, that would virtually wipe out the net indebtedness
position. But the trend is very clear. And it is that so long as we
are running the deficits we are running, debt has to accumulate.
Nobody can deny that. That has to happen. The issue is, does it ac-
cumulate faster than national income? And, my own calculations
say yes.

On the issue of interest rates-I don't want to get into too much
of a debate here among all of us because that may not help you too
much on interest rates-the Federal Reserve does control short-
term interest rates. World markets control long-term interest rates.
Longer term security values in fixed income markets, government
and corporate securities are very much part of the flow of funds
now in the whole world. And, the Federal Reserve really cannot
control those markets. Should foreign investors decide to dump
their bonds, as you say, perhaps to bring liquidity home in time of
trouble, we would have, and have had spikes up on interest rates.

As for the deficit spending, deficit spending is a big help to the
economy in the near term and the short run and has had a major
impact on the performance of our economy in these years. But defi-
cits do borrow from the future, whether you talk about an individ-
ual or a company or a country. If we don't find some way to save
more in that future, then someday the debt catches up with us. It
doesn't have to, but someday it can.

Representative SCHEUER. Thank you, Mr. Chairman.
Senator SARBANES. Senator Melcher.
Senator MELCHER. Thank you, Mr. Chairman.
The Republicans out on the huskings are often saying that infla-

tion is down, interest rates are down in the past 7 years. Isn't that
because commodity prices dropped with the very strong dollar?

Mr. BLINDER. I think that is one factor. But a much larger factor
is that we had a whopping big recession in the early 1980's and
that beat down inflation by a good deal more than these other fac-
tors would have.

Mr. EISNER. I have to disagree with my good friend Alan Blinder.
I think it is overwhelmingly true that inflation is down because the
basic cause of the inflation, the huge runup in oil prices and com-
modity prices not only ended but reversed itself.

I think there has been an awful lot of repetition that inflation
has somehow been due to excess demand, to tight labor markets, as
has been questioned somewhat here. We have not had that kind of
inflation I would say in at least 20 years, since the Vietnam war.
In fact, we hardly ever have inflation due to tight labor markets
and excess demand except during wars. And the huge inflation we
had in the 1970's into the 1980's was very clearly a supply shock
inflation, overwhelmingly from the oil prices. When they stopped
going up and started going down, the inflation went down despite a
huge decrease in unemployment from 1982 on.
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Again, I don't know why people don't simply face that and
harken to it.

Senator MELCHER. Mr. Sinai, do you agree with Mr. Eisner or
Mr. Blinder?

Mr. SINAI. On the improvement on inflation, I think there are a
number of factors. I would rank No. 1 the recession and the slack,
the tremendous recession-depression period of the early 1980's and
what that did to product markets and labor markets.

No. 2 is kind of a tossup. The falling dollar is a candidate. I tend
to attach greater weight to the dollar effect on inflation than most
of my professional colleagues do.

No. 3, we have had declines in oil and commodity prices.
No. 4, there has been intense worldwide competition in product

and labor markets, a new global kind of competition that has had
an impact. So I would say all of those in that order have contribut-
ed to give us the much lower inflation.

Senator MELCHER. Is it also true that the decline in commodity
prices and the strengthening of the dollar brought on the reces-
sion?

Mr. SINAI. The strengthening of the dollar had a lot to do with
performance on commodity prices.

Senator MELCHER. Performance on what?
Mr. SINAI. The lower inflation for commodity prices. People will

analyze that as if it were slack in world economies that pushed
commodity prices down or a spillover from lower oil prices that did
it. I tend to put a fair amount of weight on the rising dollar as a
source of pressure, downward pressure on commodity prices and on
oil prices even.

Senator MELCHER. Now that the dollar has come down and may
go down further, and commodity prices are going to come up or are
coming up-I notice some of you are quoting prices of $15 for oil-I
think it is $18 and could go higher-aren't we going to have to pay
the piper then in terms of inflation, higher interest rates?

Mr. KELLNER. Senator, on the question of interest rates, while
they have come down in nominal terms, the real interest rate ad-
mittedly is a calculation that economists can't totally agree on, but
by a simple calculation of just subtracting the latest 12-month
change in consumer prices from whatever the nominal rate is, you
will find that real interest rates, short term, intermediate and
longer term, are still much higher than they historically have been
in the 1960's and in the 1970's, lower today only than the peak
rates reached in the early 1980's.

Second, as far as the dollar coming down is concerned, reigniting
inflation, it is a fact that through the third quarter of 1987 com-
pared with a year earlier, prices of imported goods as measured in
the gross national product accounts have gone up 10 percent, or
more than twice the overall Consumer Price Index.

As I indicated before, commodities, industrial raw materials,
have climbed by 40 percent since August 1986. And as my prepared
statement indicates--

Senator MELCHER. Wait a minute. Was that 40 percent including
energy?

Mr. KELLNER. No, sir.
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This is the Commodity Research Bureau's index of 13 industrial
raw materials, excluding oil and excluding precious metals. It is
calculated daily. It is an unweighted geometric mean of such items
as lead, zinc, copper, tin, scrap steel, print cloth, wool tops, hides,
but not oil and not precious metals. And this index has gone up
approximately 40 percent from the low point of August 1986.
Before the market crash, it was at its highest level since late 1980,
not the all-time peak, but getting very close to it.

Now, as my prepared statement indicates, there is a chart in
there showing how the producer price index for intermediate mate-
rials, excluding food and energy-this is a calculation by the Labor
Department, not by us-has been going up at an accelerating rate
for six quarters in a row through the fourth quarter of 1987.

There are inflation pressures, I agree with Professor Eisner, not
necessarily labor caused, but nonetheless there are inflation pres-
sures in the pipeline. They are being bottled up at the final level,
at the consumer level, because consumer demand is so weak, be-
cause in real terms retail sales have been declining throughout
most of 1987.

But once the economy gets back on a growth track, whether it is
this year or whether it is next year or the year after, I would
expect to see inflation pressures reemerge.

Senator MELCHER. Thank you.
Senator SARBANES. Professor Eisner, I want to address this defi-

cit and debt question. I guess the President of the American Eco-
nomic Association ought to take on, as a responsibility, questioning
the conventional wisdom, which you have obviously been doing
here today. And I think it is important to point out with respect to
the deficits, first of all, that you are talking about a government
deficit. You have to look also at what State and local governments
are doing.

Second, we don't have a capital budget at the Federal level,
which I think is very important for people to understand. As a
result large expenditures are made which in any other budget
would be treated as a capital item and taken off the operating
budget, but here they are included, and then they reflect in a "defi-
cit" figure.

And, of course, the cyclical impact on the deficit. If the economy
goes soft, the deficit will automatically go up, because revenues will
decline. People will not be working, you won't get the taxes and
the revenues, and you will have to make payments.

And then your point about correcting it for inflation. You then
said, though, that if the national income is growing at the rate the
debt is growing, the burden of the debt is not increasing; is that
correct? This is an important point and I am glad it is being em-
phasized here.

Mr. EISNER. That is right. The burden or any other economic
impact is not increasing.

Senator SARBANES. But that is where we are right now. Now, in
1970, Federal debt to GNP ratio was about 0.40. Forty percent. And
it then went 0.39, 0.38, 0.35, 0.34, 0.36, 0.37, 0.36, 0.35, 0.34. In 1980,
it was at 0.34, in 1981, at 33 percent. And since then it has moved
up and is now at 52 percent.
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So it seems to me that even if we accept your analysis, that if we
held it now where it is, which is 52 percent, that is a significant
runup from where it was.

Now, the only time I can recall it being at this level, I guess,
would have been World War II. Then it was much higher and we
brought it back down. I am concerned about that. In other words, I
think it is important to recognize that families and businesses
incur debt and it often represents a wise decision. You buy a house.
You make a judgment to buy it now and then to use it over your
lifetime. You have an income stream to pay it, and that represents
a sensible decision. Business does the same thing with investments.

So you have to look at what you are spending it on and what the
impact is on the economy. But as a general proposition, aren't you
better off if your debt to GNP ratio is lower, rather than higher,
assuming you are not, by doing that, failing to make the kind of
investments that lead to proper growth in your economy?

Mr. EISNER. There are three observations that I have.
First, certainly the debt to GNP ratio has risen very substantial-

ly in the last 7 years. However, as you point out, it had fallen very
substantially before. And it is at least debatable whether you are
better with a higher or lower one. If it is 52 percent now, it was
about 116 percent at the end of World War II and only went down
gradually, essentially with inflation, not with budget surpluses,
over succeeding years.

What is desirable for that ratio? There are two considerations.
One you just mentioned, which is very important, and that is it
probably is not feasible to lower the debt-GNP ratio for the Federal
Government any more than it is for a private company, without
giving up a lot in the way of capital spending, which is likely to
injure the economy. As you pointed out well a few minutes ago, the
matter of investment is not merely private investment, but public
investment.

Senator SARBANES. Let me just interrupt you there.
Aren't you giving some of it up by widening the deficit through

tax cuts to permit private consumption, some of which goes into
noninvestment areas?

Mr. EISNER. Exactly.
That is the third point. If you could say we have government

spending, government capital spending given, including education,
research, infrastructure, now should we finance it more or less by
taxes or by borrowing? Then you come to the critical third ques-
tion: What is the state of the economy?

And I think the basic place I differ with so many of my col-
leagues on this is that they are all going around assuming that
somehow we are at or near the-what I consider pernicious-so-
called natural rate of unemployment, and therefore they say, well,
if you cut taxes, that means people have to consume more. And
since the economy cannot produce more because we are at the so-
called natural rate of unemployment, you can't get anybody more
to work, more consumption has to mean less investment.

The fact is that simply has not been true. It is in my prepared
statement and I emphasize it over and over again, the historical
record is that when we have had bigger budget deficits, we have
had more consumption and more investment as well. And the
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reason is not far to seek. Mr. Kellner can tell you about it, or any-
body else. When the economy is more prosperous, when there is
more consumption, businesses invest more.

If we go out and buy automobiles, General Motors is going to
invest. If we don't buy automobiles, they won't. So that the fact is
that while we have not apparently generally had full employment,
we have had excess capacity, and therefore cutting taxes has
tended to stimulate the economy and give you more consumption
and more investment.

I will quickly grant if you get to a state where there is no more
that can be produced, then raising consumption has to lower some-
thing else. That is a matter of arithmetic. It might in fact simply
lower our next exports. It might mean that the foreigners will sub-
sidize our investment. But that depends upon getting to a situation
where you can produce more.

Senator SARBANES. But doesn't the failure to work the deficit
down, as we have an economy working fairly well in terms of its
unemployment levels, then restrict our ability to address the situa-
tion if we have an economic downturn and move into a recession
period?

Mr. EISNER. That is a political constraint, and maybe I have to
recognize that. You know, the fact is if we do have a recession, I
would say we should have easier monetary policy and easier fiscal
policy. Remember again that the budget deficit, with all the com-
plaining for good or for bad, is substantially down, is down even in
absolute terms, but is down all the more as a percentage of GNP,
which is the way it should be measured.

Senator SARBANES. Which should not have been done.
Mr. EISNER. It should have been done with easier monetary

policy, but it should be done. I do say that the budget deficit should
come down somewhat, along with an easier monetary policy. But it
shouldn't come down that much unless you could be sure you have
enough easier monetary policy to keep the economy moving, and it
certainly shouldn't come down a lot in a period where you are wor-
ried about moving into a recession.

Senator SARBANES. That is a reasonable point, which leads to this
question that I put to all of the panel, and then you can pick up on
the other points, too.

Is there a danger in current circumstances that tighter fiscal
policy would provoke a recession, which in and of itself would have
the counterproductive result of increasing the deficit? In other
words, a policy taken to lower the deficit, because it might trigger
a downturn in the economy, would in fact result in increasing the
deficit? Are we at that point in the current circumstances?

I would like all of the panel to comment on that.
Mr. SINAI. If you cut the budget deficit by $50 billion, some of

that would be lost in weaker growth, but the deficit would not go
down by more than $50 billion. It would not go down by as much as
the $50 billion that was cut.

Now, on this issue, my view is the answer is yes. There is a
danger if all that is done is budget restraint, whether it is given
the state of the economy now, another $20 or $25 billion, or at
times the $50 billion that I have suggested, which is why there is
only one way to deal now at this time; it is with the structural
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budget deficit. That, I think, is the deficit to get rid of, not the cy-
clical one. That was the problem with Gramm-Rudman-Hollings. It
dealt with the cyclical deficit, unified budget deficit, not the struc-
tural budget deficit.

Any kind of budget restraint at this point has to be matched
quickly by at least a rather large easing of monetary policy and
probably, in addition, we have to have our trading partners stimu-
late their economies as well because of the worldwide restraint of
that kind of action. Budget restraint alone is a dangerous thing to
undertake at this time.

Mr. BLINDER. Let me take your last question first and then come
back to what we were talking about a minute ago.

I think the danger of too tight a fiscal policy right now is remote.
It is conceivable that we could tighten up on the budget so much as
to kick the economy down a flight of stairs.

Representative SCHEUER. That it would do what?
Mr. BLINDER. It is conceivable that we could do that. One can

imagine that. But I can't imagine this Congress doing that. The his-
tory of the last 5 years has been one of inadequate tightening of
fiscal policy, of an absolute fear of raising taxes, which should have
been done long ago. Especially with an election coming up in 1988,
and with the Federal Reserve in some people's minds targeting
nominal GNP growth, and therefore making up for whatever the
fiscal stance is, I think the danger of too big a dose of fiscal con-
traction, though in principle possible, is extremely remote.

Now, in terms of what should be done about the deficit and why,
I think you put your finger on the point in looking at the behavior
of the debt-to-GNP ratio. The kind of norm that Bob Eisner was
suggesting will stabilize the debt-to-GNP ratio at whatever level it
happens to be today. As you point out, by those numbers it is now
0.52, whereas a few years ago, when Ronald Reagan became presi-
dent, it was 0.34 or something like that.

A lot of people think it would be better to go back some way
toward the 0.34. Who knows where? Nobody, really. The level of
the debt relative to GNP is relevant to a number of things, such as
where real interest rates will be. The optimal amount of debt rela-
tive to GNP depends on a lot of things, including, importantly,
what the Government does with the money it spends.

We know what the Government did with the money, so to speak,
in this case. It pushed the debt-to-GNP ratio from 0.34 to 0.52 bv
cutting personal taxes and kicking off a consumption binge. So con-
sumption relative to GNP rose greatly. That did not generate any
revenues to pay the interest-

Senator SARBANES. And it kicked up military spending.
Mr. BLINDER. Well, it kicked up military spending and took it out

of civilian spending. Government purchases relative to GNP didn't
change much. There was a substitution of military for civilian
spending. The military budget did go up. But fundamentally it was
a tax-cutting strategy to raise consumption relative to GNP. Now,
Bob Eisner says that doing that boosts the economy. Well, it does.
It happens, however, to be a fact that when Ronald Reagan leaves
office after 8 years as President, the 8-year growth rate will be
roughly the same as the previous 8 years-probably the same as
the previous 16; I am not sure about that. So, on net, it is not at all
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clear that over a long horizon like 8 years the tax cuts did a lot for
aggregate economic growth.

What it has done a lot to is the allocation of GNP toward con-
sumption, away from exports, and toward the military. And those
are things that some people think ought to be changed.

Senator SARBANES. Mr. Kellner.
Mr. KELLNER. I think what the markets are looking for, Senator,

is a long-range plan for reducing the deficit. Now, we do have
Gramm-Rudman-Hollings but, as you know, that has been modified
and the markets simply do not believe that the Congress and the
administration are able or willing to come up with a long-range
plan to bring the deficit down, to what number I am not prepared
to say. But the notion of bringing the deficit lower, besides reduc-
ing that debt share of GNP that you refer to, would be also to
reduce our reliance on foreign funds, which as you know is now a
factor in financing our deficit, and also to free up resources for the
private sector to grow, without the Federal Reserve having to
create these extra resources and thus run the risk of monetary-in-
duced inflation.

So I would agree with my colleagues that the deficit in the cur-
rent fiscal year should not be reduced immensely because that
could run the risk of turning a soft economy or a mild recession, if
you will accept my forecast, into something worse.

But I do believe that over the longer term, a credible deficit re-
duction plan is necessary.

Senator SARBANES. Let me just ask this question.
On January 8, this committee received testimony in the morning

that the civilian unemployment rate was 5.8 percent. That is as
low as it has been since 1979. It is the lowest the Reagan adminis-
tration has been able to get it. That afternoon the market dropped
140 points.

Now, what is at work when what should be regarded as good eco-
nomic news triggers this kind of negative reaction in the market?
And I am prompted to ask you that question because you prefaced
your previous point by saying, "What the markets are looking for."

Mr. KELLNER. These same markets, Senator, were looking for an
increase in employment only about half as much as that which ac-
tually took place. They were not focusing on the unemployment
rate per se. The expectation was that it would be little changed one
way or another.

But in seeing this sharp increase in employment, the markets
became fearful that the latent inflation pressures which we dis-
cussed earlier might surface, for whatever the reason. That imme-
diately affected the bond market, which is very sensitive to infla-
tion and the expectation of inflation. Bond prices went down, inter-
est rates went up, and that in turn fed back into the stock market.

So as a shortrun reaction, this is why the stock market fell the
way it did on that particular day.

Mr. EISNER. I would just add one ingredient to that which I think
is much too often missed. How the market reacts from day to day,
you know, everybody is wondering what everybody else is thinking,
and people try to jump, and it causes the fluctuation. But underly-
ing is the notion when the unemployment rate goes down, the Fed
is less likely to have an easy monetary policy. It is more likely to
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tighten, because it has what I would call misguided fears of infla-
tion or because it feels it doesn't have to worry that much about a
recession.

Therefore, if you are sensible and rational, you say not because
of the underlying economic situation, not even because you are at
all sure it will cause inflation. In my prepared statement, I point
out it is very difficult to find a relationship between budget deficits
and inflation. The relationship between unemployment and infla-
tion has jumped all over the map in the last 10 or 15 years.

But if you have the notion that with the unemployment rate
down, the Fed may now be tighter, then you want to beat the
market and figure that means interest rates will go up, and if in-
terest rates go up obviously you try to sell your bonds immediately.
If they do go up, you try to sell your stock because they will move
in sympathy.

I think very frequently we misread, and the journalists, the TV
media, keep failing to point out that the market is reacting to what
it thinks is going to happen and it is not necessarily the trade defi-
cit itself, the unemployment rate itself, it is what is going to
happen to interest rates; and what is going to happen to interest
rates reflects the policy reaction that is expected to what they are
seeing about the trade deficit, the dollar, or the unemployment
rate.

Mr. SINAI. Well, I am sure you don't, and I would encourage you
not to make policy on market reactions, especially on good news
like that.

Markets sometimes, though, show symptoms of underlying prob-
lems because they are very forward looking, in expectations of
those problems, and they tend to discount them, and a lot of times
the problems don't actually come to pass. It is just that risk-averse
investors don't want to be there if the problem should come to
pass.

I think you have to look from a policymaking view through the
market reactions and ask what is bothering all these investors.
Now, I can tell you what is bothering these investors. It is the
worry about uncontrollable inflation. It is the worry that the
budget deficit is part of that, a structural deficit that runs 3 to 4
percent of GNP as you look out for the next 3 or 4 years under
current prospects and policy on the fiscal side, 3 to 4 percent of
GNP on a structural budget deficit. That is the highest in our his-
tory.

When we get to the full-employment zone, we almost always
have eliminated the cyclical and the structural budget deficit.

And so I think the concern over what that means for our society
in the long run in inflation is well taken by people in the financial
markets as they sell either short or long run, and overseas inves-
tors have the same concern, asking whether the United States will
do as well on inflation as Germany does, as Japan does. And if they
think we won't, and that we can't keep our house in order, then
they will buy Japanese securities and they will buy German securi-
ties and securities in the U.K., and the United States is then
number four.

Mr. EISNER. Allen, we had those larger structural deficits during
the years of the biggest runup in stock market history. I mean how
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can we suddenly say now when the deficit is considerably down,
that the market goes down because of worry about the deficit?

The market goes down because people are worried the market is
going to go down. The question is what is ultimately triggering
that fear? They can rationalize, give you various stories, but it is
not at all clear that you can trace it to the budget deficit.

Mr. BLINDER. I would just say that I agree with the analysis that
says that the events of that day were probably due to morbid and
unjustified fears of rising inflation-due to a one-tenth of 1 percent
drop in the unemployment rate-which perhaps triggered some ex-
pectation that the Fed was going to tighten up.

But you want to remember that traders care about what is going
to happen to interest rates in the next 15 minutes. And I just don't
think that is very important to Members of Congress. It is not very
important to me.

Senator SARBANES. Congressman Scheuer.
Representative SCHEUER. It has been a wonderful hearing, Mr.

Chairman. I really enjoyed it very much. And I congratulate you
for holding it and I congratulate the witnesses for their splendid
testimony.

Senator SARBANES. Gentlemen, thank you very much.
I will just close with this final observation. I am becoming in-

creasingly concerned that we have viewed the policy questions too
much in an either/or context. There have been periods, not too
long ago in our history, when we had both low unemployment and
low inflation. I think you can work a rationale out that if you can
get over the threshold-and I think Mr. Sinai is putting his finger
on it when he talks about having to balance a lot of factors, includ-
ing what is happening abroad and how the United States interre-
lates-but if you can get over that threshold, you can have a
higher standard or goal that may be reached than we have tended
to accept in recent years.

So the good news about unemployment doesn't necessarily lead
to the conclusion that inflation is going to take off and that you are
going to have to have a tight monetary policy.

I worked for Walter Heller. Of course, that is now a long time
ago. But we had low unemployment and low inflation. In fact, we
were worrying about figures that nowadays would be regarded as
just wonderful if we could achieve them.

I realize that the nature of the economy has changed. But it
seems to me we have lowered our sights in terms of what might be
possible or what might be achievable, although I concede it would
take a lot of skill and a considerable amount of luck to pull it off.

We thank you all very much. It has been a very helpful panel.
[Whereupon, at 12:20 p.m., the committee adjourned, subject to

the call of the Chair.]
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man of the committee) presiding.
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Buechner and Christopher, J. Frenze, professional staff members.

OPENING STATEMENT OF SENATOR SARBANES, CHAIRMAN
Senator SARBANES. The committee will come to order.
We expect some additional members shortly, but I think in defer-

ence to everyone's time we ought to get started.
Today the Joint Economic Committee resumes its annual hear-

ings in conjunction with the Economic Report of the President for
1988. We are very pleased to welcome the Chairman of the Council,
Beryl Sprinkel, and his two colleagues on the Council, Thomas
Gale Moore and Michael Mussa, who will present this year's Eco-
nomic Report of the President to the Joint Economic Committee.

The Council members presented it at the White House this
morning. Through tradition, we have them here before the Con-
gress this afternoon.

I just want to make a couple of observations as we prepare to
hear from Chairman Sprinkel. We are entering a year, I think
many would say, of unusual uncertainty with respect to the eco-
nomic outlook. Economists have no precedents from which to pre-
dict the effects of a decline in the stock market of the magnitude of
last October.

One recent witness before the commitee described it as a unique
historical event. I think, in part because of that, GNP growth rate
predictions appear to vary more widely than usual. Among the 51
economists surveyed by Blue Chip Economic Indicators, the 1988
forecasts vary from minus 1.2 percent to plus 3.7 percent. We have
a spread here of almost five points in the predictions.

Although much of the uncertainty centers around last year's
drop in the stock market, there are a number of other factors that
could contribute to slower growth, including higher consumer debt
burden, the inventory overhang from the fourth quarter, prospects
for slow growth in the rest of the world, and a persistent volatility
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in the capital markets. There has been a 3-month decline in
the leading indicators now, and a downward trend in new housing
permits.

Prior to October, the consensus among the Blue Chip economists
was that the economy would grow between 2.8 percent between the
fourth quarter of 1987 and the fourth quarter of 1988. In early No-
vember, this forecast fell to 1.9 percent; and in February it was re-
vised even further, to 1.8 percent, which is what the Congressional
Budget Office is projecting.

The administration has adjusted its forecast downward from last
August's 3.5 percent to 2.4 percent. So the preponderance of fore-
casts for economic growth for this coming year falls just below 2
percent, with the administration on the higher side of the range of
figures.

In addition, some economists are predicting at least one or two
quarters of negative growth, although few economists predict a re-
cession for 1988.

I think one of the growing concerns is that, if and when such a
recession comes, it could be particularly severe, given the fact that
the private sector debt burden, for example, stands at 170 percent
of national income compared to 140 percent at the start of the two
previous recessions. Our continuing dependence on foreign lenders
is keeping interest rates much higher than they should be. Given
the deficit problems, there would probably be severe limits on
countercyclical use of the Federal budget.

One important question at this time which we have explored in
other hearings and about which I look forward to hearing from
Chairman Sprinkel and his colleagues, is the direction of monetary
policy. Many think it will play a pivotal role in determining wheth-
er even modest growth can be achieved this year.

In the months ahead, the Federal Reserve may be called upon to
address economic goals that will be difficult, if not impossible, to
reconcile: continued economic growth in the United States, com-
bined with a stable international environment. The committee
plans to hear from Alan Greenspan, the Chairman of the Federal
Reserve on Tuesday, March 15, for a discussion of these issues.

It is with these important concerns in mind that we now turn to
the 1988 Economic Report of the President which will be presented
to us by the Chairman, Mr. Sprinkel, who will be assisted by his
colleagues on the Council.

Before you begin, Mr. Sprinkel, I will place the written opening
statements of Senators Bingaman and D'Amato in the record at
this point.

[The written opening statements of Senators Bingaman and
D'Amato follow:]
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WRITTEN OPENING STATEMENT OF SENATOR BINGAMAN

Mr. Chairman, these hearings on the Economic Report of

the President are especially important this year. We face a

time of economic uncertainty. Some economics are predicting

a recession, if not this year then next. We are faced with

the towering twin deficits of the Federal budget and trade.

Contrary to Administration claims, we have not created a new

age of prosperity. Real wages have not recovered from the

1982 recession. Real labor income per hour, excluding fringe

benefits, remains below what is was during the so-called

"stagflation" years of the 1970's. And homeownership, a key

component of the American Dream, has after rising for 20

years, peaked in 1980 and has declined ever since.

This country desperately needs economic leadership and

an economic policy which will navigate through the shoals of

stagnated standards of living and a possible economic

downturn, while attacking the problems of our trade and

budget deficits. Yet, I fear that leadership and policy is

lacking.
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There seems to be a feeling in some quarters that our

problems with the trade and budget deficits are all behind us

-- that we have turned the corner. I disagree. We may have

stopped the bleeding a little bit, but we have not yet ended

the hemorrhaging nor have we begun to repair the damage these

deficits have caused.

Some have said that we should welcome an economic

recession which, while aggravating the budget deficits, will

reduce our trade deficit. This is a dangerous course. Yes,

a recession would reduce our consumption, thereby reducing

our demand for imported goods. This many be true, but

America's appetite for foreign goods has remained strong when

it was not expected to before. Two years ago it was claimed

that the falling dollar would reduce our demand for imports,

yet demand for imports has remain steady. One problem with

these forecasts is that many goods are no longer even

produced in the U.S.

More dangerously, a recession in the U.S. could quickly

spread to other parts of this economically interdependent

world, thereby damping the demand for American exports. Even

now, indications are that many business are not adding the
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extra capability needed to take advantage of the lower dollar

because they fear the coming downturn.

However, I am worried that we may not be able to avoid a

recession for this exact reason. In testimony before this

committee earlier this year, a number of economist stated

that export growth will be the key factor in avoiding a

recession in 1988. Even officials of the Administration have

been quoted as saying we are now in an export driven

economy. I must say that a merchandise trade deficit for

1987 of $171.6 billion does not sound like an export driven

economy to me.

While economists and Administration officials continue

to hope that exports will provided the economic engine to

avoid recession, key industries are operating a extremely

high capacity ratios and businessmen are hesitant to add

capacity. Thus, it is unclear whether industry will be able

to supply a growth in exports. Likewise, it is unclear who

will buy all these American products. For the U.S. to

increase exports, there must be someone who is willing to

import more. Japan shows little willingness to increase

imports, but is concentrating on domestic demand. Europe

faces economic stagnation, with recent indications that

Germany may be slipping into a recession. Third World
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nations, especially our traditional trading partners in Latin

America, remain buried under foreign debt. Who will play the

role of locomotive to keep us our of recession?

Rather than attacking our trade deficit with a

potentially deep economic recession, we need to concentrate

on the roots of the problem. First, we must develop a new

mechanism for a stable system of exchange rates. While I am

pleased that the dollar is now at a more realistic level, I

believe it is important to avoid the volatility of the past

which wrecked havoc on the international traded sectors of

our economy.

Second, we must pursue a solution to the Third World

debt problem. As long as our traditional trading partners in

Latin America remain in mired in debt, they will continue to

need to run large trade surplus with the United States,

thereby aggravating our trade deficit.

Third, we need a vigorous program of export promotion by

the Federal government. While the Administration's rhetoric

on this score has been strong, its actions have been weak.

For example, numerous positions in the U.S. and Foreign

Commercial Service remain vacant, after months and in some

cases years. And export promotion grants for small
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businesses, which studies have shown can be some of our most

successful exporters, are non-existent.

Next, we need government attention to regaining our

strength in the commercialization of new technologies. For

the past seven years, applied research and development funds

for civilian technologies have been slashed. While these

trend has been reversed somewhat in recent years do to the

efforts of the Congress, we still have a long way to go.

A final element of a renewed trade policy is a strong

energy policy. Rising energy imports are a direct cause of

our historically high trade deficits, and are a direct

consequence of this Administration's lack of a coherent

energy policy. Forecasts are that the U.S. will import 6.67

million barrels (mbbl) per day of crude oil this year, 6.9

mbbl in 1989 and 7.2 mbbl in 1990. Based on estimates of the

costs of a barrel of oil, crude oil imports will contribute

approximately $40 billion to our import bill in 1988, S46

billion in 1989 and $49 billion in 1990.

The situation in natural gas illustrates the problem.

America faces a natural gas glut while demand for natural gas

is down. What is the Administration's solution to this

problem? Import even more natural gas from Canada in the
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mistaken notion that some how supply will create demand.

That notion is often called Say's Law and was discredited by

the Great Depression. I would be interested to know if

today's witness, as the chief economist for this

Administration, will tell us if he is a believer in this

oversimplified version of Say's Law.

In his testimony last year, Dr. Sprinkel said that

important sectoral and structural problems remain including

the trade deficit, the Federal Deficit and decline in oil and

natural gas. I will also be interested to hear what he has

to say this year about the structural problems facing the

country.

I must confess that I have almost given up hope that

this Administration will do anything to address these

fundamental problems -- or, in fact even cares. For all this

rhetoric about a balanced budget, the President's budget for

FY 89 will not even meet the Gramm-Rudman Hollings deficit

reduction targets for the outyears.

The President seems not to understand the simple fact

that our enormous trade deficits and foreign debt are an

indication of the decline of our position in the world

economy. He continues to go around telling people that our
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enormous trade deficit and our reliance on foreign capital

are signs of our economic strength. At the same time, the

government announces that our international balance on

investment income has turned negative. We now pay out more

in interest payments to foreigners that we receive. In the

past, our investment income surplus helped offset out

merchandise trade deficit. Now, because of our growing

foreign debt, that surplus is gone and will not return any

time soon.

In his State of the Union Address last year, President

Reagan made restoring America's economic competitiveness his

theme. This year, the term does not even appear. We action,

not rhetoric. The Administration may feel that the

international economic problems facing this nation were just

last year's fad. I believe that solving these problems is

our continuing challenge. I comment you, Mr. Chairman, and

this committee for your active leadership on this issue. I

hope that this year's review of the economic will bring us

closer to an economic policy which will result in true

prosperity for this nation, not the illusion of prosperity we

have seen in recent years.
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WRITTEN OPENING STATEMENT OF SENATOR D'AMATO

MR. CHAIRMAN, I WOULD LIKE TO WELCOME TO THE JOINT

ECONOMIC COMMITTEE THIS AFTERNOON THE DISTINGUISHED CHAIRMAN

OF THE COUNCIL OF ECONOMIC ADVISORS, BERYL SPRINKEL AND HIS

FELLOW COUNCIL MEMBERS.

WE HAVE BEEN WITNESS TO THE LONGEST ECONOMIC PEACETIME

EXPANSION IN THE HISTORY OF THE UNITED STATES UNDER THE

REAGAN ADMINISTRATION. FIFTEEN MILLION NEW JOBS HAVE BEEN

CREATED DURING THIS EXPANSION CUTTING ACROSS A VARIETY OF

INDUSTRIES AND DEMOGRAPHIC GROUPS. SINCE 1982, THE U.S.

ECONOMY HAS GROWN WITHOUT INTERRUPTION AND WITHOUT A

RESURGENCE OF INFLATION.

SOME PROBLEMS CONTINUE TO PLAGUE US, HOWEVER. WE ARE

STILL LIVING UNDER THE ONEROUS CLOUD OF THE FEDERAL BUDGET

DEFICIT. THE TRADE DEFICIT REMAINS WITH US - ALTHOUGH I AM

ENCOURAGED BY THE RECENT TREND IN THE TRADE FIGURES:

NOVEMBER'S DEFICIT WAS AT $13.2 BILLION AND DECEMBER'S WAS

$12.2 BILLION. WHILE THE TRADE FIGURES ARE CONTINUING TO
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IMPROVE, WE MUST BE CAREFUL NOT TO ENACT HASTILY

PROTECTIONIST TRADE LEGISLATION.

THE ECONOMIC EFFECTS OF BLACK MONDAY ARE BEGINING TO

MATERIALIZE, WHILE THAT EVENT ITSELF - EXHAUSTIVELY STUDIED -

IS YET ONLY IMPERFECTLY UNDERSTOOD. IT IS IMPORTANT THAT WE

NOT OVERREACT TO IT WITH DRASTIC DEPARTURES FROM POLICY. WE

DO, HOWEVER, NEED TO BETTER ENSURE THAT WE DO NOT EXPERIENCE

ANYMORE BLACK MONDAYS.

I LOOK FORWARD TO THE TESTIMONY OF OUR WITNESSES THIS

AFTERNOON AND TO THEIR INSIGHT ON THE PRESIDENT'S ECONOMIC

REPORT.

THANK YOU, MR. CHAIRMAN.
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Senator SARBANEs. Mr. Chairman, members of the Council, we
welcome you here and we look forward to hearing your statement.

STATEMENT OF HON. BERYL W. SPRINKEL, CHAIRMAN, COUNCIL
OF ECONOMIC ADVISERS, ACCOMPANIED BY THOMAS G.
MOORE, MEMBER; AND MICHAEL L. MUSSA, MEMBER
Mr. SPRINKEL. Thank you, Chairman Sarbanes. It is a pleasure to

appear before you today to present the 1988 Economic Report of
the President and, of course, the Annual Report of the Council of
Economic Advisers. I have prepared in more detail a prepared
statement which I submit for the record. I will try to summarize it
more briefly in my verbal presentations.

As you indicated, accompanying me today are Thomas G. Moore,
a member of the Council, who specializes in microeconomics and
regulatory issues; also, Michael L. Mussa, a member of the Council,
who specializes in macroeconomics and international finance.

I would like to take this opportunity to thank my staff, who
worked long hours during the last several months to help prepare
this report; and I am sure, Mr. Chairman, you know what that
means, since at one stage in your life you were a staff member, I
believe, of the Council of Economic Advisers.

Sentor SARBANES. That's correct. I do know what it means.
[Laughter.]

Mr. SPRINKEL. This morning I will summarize briefly the content
of the report and discuss the administration's economic forecast for
1988 and projections for the years 1989 through 1993. Then Mr.
Moore, Mr. Mussa, and I will be happy to answer your questions
about the report or other economic issues of interest to the
committee.

The overall theme of this year's report is how, through adjust-
ment and flexible markets, the U.S. economy was able to continue
to grow in 1987 as it broke the record for the longest recorded
peacetime expansion in our history. The sustained and vigorous
growth in production, income, and employment did not occur by ac-
cident. They were shaped by government policies explicitly directed
toward fostering the inherent dynamism of the private sector.

This report, therefore, highlights the appropriate roles of govern-
ment, the private sector, and individuals to enable the economy to
continue to prosper.

Chapter 1 of this report, Mr. Chairman, entitled "The U.S. Econ-
omy: Performance and Prospects," reviews the macroeconomic per-
formance of the United States in 1987 and the factors that shaped
it.

In particular, the chapter discusses the role of fiscal and mone-
tary policy in fostering the noninflationary growth and economic
adjustments. The chapter also presents the administration's eco-
nomic forecast for 1988 and its longer term projections for the
1989-1993 period.

Chapter 2, "Rising Employment, Productivity, and Income," de-
bunks a number of myths about the character of job creation in
this expansion. Despite a mounting trade deficit, the United States
created 15 million jobs since 1982, more than 2½2 times the number
created in Japan, Canada, and the other major industrialized coun-
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tries of Europe combined, even though their populations is 57 per-
cent larger than ours. These jobs have not been low-quality or part-
time jobs. Ninety percent of employment growth has been full-
time jobs and two-thirds of the jobs are in higher paying, skilled
occupations.

The job gains have been widespread, with minorities experienc-
ing faster rates of job growth and larger declines in unemployment
than the average for all civilian workers.

Overall, standards of living have improved, and since 1982
growth in real per capita income has recovered from its slowdown
in the 1970's and early 1980's.

The United States is not deindustrializing. In fact, productivity
growth in manufacturing has shown strong increases since 1981.
Manufacturing's share of output has risen since 1981 and is now
less than 1-percent below its postwar peak share in 1973. That is, it
has risen faster than total GNP.

The decline in manufacturing's share of employment is a reflec-
tion of strong productivity growth rather than weakness in the
sector. There is room for further reductions in the unemployment
rate, in our opinion, without reigniting inflation. We develop that
argument in some detail in the report.

Chapter 3, "Adjustment and Growth in a Changing World Econo-
my," discusses the forces behind the present external imbalances
and the processes that are underway to reduce them. The real
trade deficit has been declining since late 1986 and that adjustment
will continue, in our opinion.

This chapter analyzes the significance of the problems that exter-
nal imbalances do and do not pose for the United States and world
economy. Because of strong domestic demand growth, the widening
trade deficit did not impair job growth in the United States. In con-
trast, many of the surplus countries did not have an increase in
jobs. Nor did the trade deficit cripple the manufacturing sector.
Since 1982 manufacturing productivity and output have risen
sharply.

Moreover, U.S. investment was aided by substantial net inflows
of foreign capital, which offset a relatively low national savings
rate. Real gross domestic private investment is above the 1949-81
average share of GNP, which was 16.6 percent, and was 17.9 per-
cent last year. And we think it could be higher this year.

Although the trade deficit brought a buildup in the net foreign
claims on the United States, they remain modest relative to U.S.
income and wealth. The current level of foreign indebtedness is not
a threat to our future. Net debt service requirements are on the
order of between one-tenth to one-half of 1 percent of GNP, depend-
ing on the measure of net debt that is used.

Possible future problems stemming from a further building in
net foreign claims can be avoided by continued progress in reduc-
ing the external deficit.

Chapter 4, "Expanding Trade and Avoiding Protectionism," dis-
cusses the significant progress made in 1987 toward a more open
trading system. The Canadian free trade agreements negotiated in
1987 will establish the largest international free trade area in the
world. The United States-Mexico framework understanding will
similarly facilitate freer trade. The United States is also working
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toward freer and fairer trade in a number of areas in the Uruguay
round of the GATT negotiations.

This chapter analyzes, in detail, protectionist legislation pending
in the Congress, especially the omnibus trade bill. Although the
omnibus bill has some helpful features, much of the bill would be
extremely harmful. This bill represents a choice in the direction
this country will take in trade policy, either forward progress
toward liberalization which has been the trend throughout the
post-World War II period, or stagnation through protectionism like
that which began in the 1930's with the passage of the Smoot-
Hawley Act.

As you are aware, we are continuing to work diligently with Con-
gress to develop a good trade bill. However, if a protectionist bill
emerges, the President has pledged to veto it.

Chapter 5, "Knowledge, Markets, and Economic Progress," re-
views the important contributions of market incentives for invest-
ment in human capital and in science and technology, which pro-
mote productivity and economic growth.

The appropriate role of the Federal Government in facilitating
such growth is to encourage market flexibility, protect property
rights, and avoid excessive and distorting taxes and regulations.
This chapter goes into considerably more detail as to why R&D ex-
penditures, as well as educational expenditures, are very important
to our future.

Chapter 6, "Airline Deregulation: Maintaining the Momentum,"
argues that recent calls for re-regulation are misguided. The Air-
line Deregulation Act of 1978 has produced benefits on the order of
$15 billion a year. Fares are lower and service has increased. Cur-
rent fears over monopoly pricing are misplaced, and competition
remains vigorous. By every measure, accidents have declined stead-
ily since 1978. Congestion, especially at peak hours, has increased.
But the solution is not less reliance on private incentives and the
private sector but rather more reliance.
ECONOMIC PERFORMANCE IN 1987 AND OUTLOOK FOR 1988 AND BEYOND

Economic growth accelerated last year. Real GNP grew 3.8 per-
cent from fourth quarter to fourth quarter, rising more than half
again as fast as in 1986. There was also a significant shift in the
sources of economic growth, with net exports contributing to
growth for the first time in 7 years.

Inflation, after temporarily rising to above 5 percent early in
1987, dropped back to the 4-percent range that has characterized
most of the current expansion.

The shift in the sources of economic growth reflected a welcome
adjustment of the U.S. economy to redress major imbalances, with
slower growth in consumer spending and faster growth in exports
and business fixed investment.

Improved export demand was evident in real exports and busi-
ness fixed investment. Real exports grew 17 percent last year, re-
bounding above their prior peak levels attained in 1980 and 1981.

In the fourth quarter of 1987 there was a large drop, as the
chairman indicated, in consumer demand and in nonresidential in-
vestment that combined with continued strong growth in produc-
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tion to produce a large increase in inventories. Increases in inven-
tories accounted for one-half of real GNP growth in 1987. That,
we believe, is unsustainably high for the future, as the chairman
suggested.

Fiscal and monetary policies turned toward restraint in 1987.
The Federal budget deficit was cut by $71 billion, or 1.9 percent of
GNP. Monetary policy tightened throughout the year, with money
growth sharply down from its growth in 1986. More recently, de-
clining interest rates and increased money growth suggest that the
Federal Reserve has been more supportive of economic growth.

On October 19, the stock market dropped 22.6 percent; a painful
day. Many reasons were advanced for the market decline. Some at-
tributed it to the trade and budget deficits. I find these ideas some-
what difficult to buy, since both deficits were declining and had
been declining for some time. In other words, the theory, in my
opinion, does not fit those facts.

We discussed several other possibilities in our prepared state-
ment and also in the report.

Following October 19, monetary and fiscal responses both by the
Congress, the administration, and the Federal Reserve, in my opin-
ion, were quite appropriate. The Federal Reserve immediately sup-
plied adequate liquidity, but much of that was subsequently re-
moved as the problem became less serious, and a 2-year budget-cut-
ting agreement was reached between the Congress and the admin-
istration after, I believe, a 20-day marathon negotiating session.

Following strong growth in 1987 the outlook is for continued
growth this year, but at a slower pace. Real GNP is forecast to
grow by 2.4 percent between the fourth quarter of 1987 and the
fourth quarter of 1988. A more balanced and sustainable pattern of
growth in 1988 will set the stage for a resumption of more rapid
growth in the future together with gradual reductions in both the
unemployment and inflation rates.

After 1988, assuming a continuation of appropriate fiscal and
monetary policies, growth is projected to grow at the rate of 3.3
percent a year, a rate reflecting the economy's long-term potential
plus some further modest declines in the unemployment rate.

Inflation is projected to fall from the 4-percent range of 1988-89
to the 2-percent range by 1993. Unemployment is forecast to
remain steady at 5.8 percent this year before resuming its down-
ward path in subsequent years.

The slower growth in 1988 reflects the effects of the stock market
decline on consumer wealth and consumer confidence, slower
money growth, and increased interest rates in 1987. It also reflects
the readjustments in the sources of growth that began in 1987. The
chairman is correct that prior to developments-the market de-
cline, the increase in interest rates, and slower monetary growth-
we had projected a good year for 1988, with a real growth rate of
about 3.5 percent.

Growth in real net exports will contribute an even bigger share
of real GNP growth in 1988 than in 1987. In 1988, improvements in
trade should provide nearly half of the overall economic growth.

The rapid buildup in inventories at the end of last year will
cause inventories to grow much more slowly in 1988. Of course,
that will be a negative so far as real GNP is concerned. However,
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strong growth in exports, some recovery in consumer spending, and
increases in fixed investment should allow the sharp buildup in in-
ventories at the end of 1987 to be adjusted within the context of
continued economic expansion.

Inflation, as measured by the CPI, is forecast to rise 4.3 percent
by the fourth quarter of 1988, a small decline from the rise in 1987.
In 1989 and later years, after the bulk of the adjustment in import
prices is complete, inflation, as measured by the CPI, is forecast to
move gradually downward to the goal of price stability.

I would like to emphasize that the administration's forecasts and
longer term projections are conditional on critical assumptions con-
cerning economic policy. In particular, it is assumed that the poli-
cies begun under this administration are continued beyond 1988.

In conclusion, the longevity and the widespread benefits of the
current expansion demonstrate the potential of the economy in an
environment that is conducive to free enterprise and individual
choice. By reducing the role of government in the economy, we
have measurably increased the opportunities and well-being of the
Nation.

Although work still remains on the Federal deficit, the trade def-
icit, price stability and deregulation, a solid foundation for future
growth has been established. With continued support of these
market-oriented policies, the present expansion and the substantial
benefits it brings can continue through 1988 and beyond.

Thank you, Mr. Chairman.
[The prepared statement of Mr. Sprinkel follows:]
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PREPARED STATEMENT OF HON. BERYL W. SPRINKEL

Chairman Sarbanes, Congressman Wylie, and distinguished

Members of the Committee, it is a pleasure to appear before you

today to present the 1988 Economic Report of the President and

the Annual Report of the Council of Economic Advisers.

Accompanying me today is Thomas G. Moore, Member of the Council,

who specializes in microeconomic and regulatory issues, and

Michael L. Mussa, Member of the Council, who specializes in

macroeconomics and international finance. I would like to take

this opportunity to thank my staff, who worked long hours during

the last several months to help prepare this Report.

This morning, I will summarize briefly the content of the

Report and discuss the Administration's economic forecast for

1988 and projections for the years 1989 through 1993. Then,

Dr. Moore, Dr. Mussa, and I will be happy to answer your

questions about the Report or other economic issues of interest

to the Committee.
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The overall theme of this year's Report is how, through

adjustment and flexible markets, the U.S. economy chalked up

strong growth in 1987, as it broke the record for the longest

recorded peacetime expansion in history. The past 5 years of

sustained and vigorous growth in production, income, and

employment did not occur by accident. They were shaped by

government policies explicitly directed toward fostering the

inherent dynamism of the private sector. This Remort, therefore,

highlights the appropriate roles for government, the private

sector, and individuals to enable the economy to continue to

prosper.

When this Administration took office, the state of the

economy was one of double digit inflation and interest rates,

slow productivity growth and sharply rising levels of government

spending and taxation. By 1982, when the President presented his

first Economic Report, the nation was in its second recession in

-as many years and there was a loss of confidence in market

economies that was accompanied by cries for government to do

more. Instead, the Administration embarked on a course that

placed increased reliance on the private rather than the public

sector. The results have been dramatic.

Since November of 1982, 15 million new jobs have been

created; production, as measured by real gross national product

(GNP), has increased by almost 23 percent; living standards, as

measured by real GNP per capita, have grown at an average annual

rate of 3.2 percent; inflation is down from double digits to
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approximately a 4 percent annual rate; and interest rates are now

roughly half of their 1981 peak levels.

While the private sector was clearly the engine of growth in

this 5 year expansion, government policy has played a critical

role by shaping the economic environment for this success. The

Administration's key priority was to enhance the stability of

general economic conditions by avoiding a recurrence of the

cycles of accelerating inflation, rising interest rates, and deep

recessions of the 1970s and early 1980s. In pursuing this

objective, the Administration worked to restrain the growth of

Federal spending, reduced marginal tax rates on personal and

corporate taxes, reduced regulatory excesses, and encouraged

stable and moderate money growth sufficient to sustain economic

expansion, while restraining inflation. Overall, these policies

facilitated the efficient operation of markets by promoting

stability, increasing private incentives, reducing distortions in

economic incentives, and avoiding burdensome regulation. The

strong growth of the economy at low rates of inflation indicates

that these policies have been very successful. Thus--as detailed

in Chapter 2--substantial progress toward the goals of "maximum

employment, production, and purchasing power" have been made

during this Administration.

The various Chapters of this Report highlight these

accomplishments, as well as the appropriate role of government in

fostering growth. I would now like to turn to a brief review of

the chapters, paying particular attention to two issues: first,

the quality and quantity of job growth during this expansion; and
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second, the problems that the trade deficit does and does not

pose for the U.S. After reviewing the chapters, I will present a

review of the economy in 1987 and the outlook for 1988 and

beyond.

The Report of the Council of Economic Advisers

Chapter 1 of this Report, entitled,"The U.S. Economy:

Performance and Prospects," reviews the macroeconomic performance

of the United States in 1987 and the factors that shaped it. In

particular, the chapter discusses the role of fiscal and monetary

policy in fostering noninflationary growth and economic

adjustment. During 1987 macroeconomic policies turned toward

restraint: growth of the monetary aggregates slowed sharply,

interest rates climbed, and the Federal budget deficit was cut by

one-third. Partly as a result, inflation remained low and

progress was made in reducing the trade deficit.

The Chapter also describes important adjustments that

occurred in the U.S. economy last year. Finally, the chapter

presents the Administration's economic forecast for 1988 and its

longer term projections for the 1989-1993 period.

Chapter 2, "Rising Employment, Productivity and Income,"

debunks a number of myths about the character of job creation in

this expansion, such as: one can't have job growth with a trade

deficit; the jobs that have been created are poor-paying

"McJobs;" the job gains have not been widespread; America is

deindustrializing; our standard of living has been reduced; and
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we won't be able to increase growth further without an increase

in inflation.

Despite a mounting trade deficit, the U.S. created 15

million jobs since 1982, more than two and a half times the

number created in Japan, Canada, and the major industrialized

countries of Europe combined. These jobs have not been low

quality or part-time jobs; 90 percent of employment growth has

been full-time jobs and 2/3 of these jobs are in higher-paying

skilled occupations. The job gains have been widespread, with

minorities experiencing faster rates of job growth and larger

declines in unemployment rates than the average for all civilian

workers. Overall standards of living have improved, and since

1982, growth in real per capita income has recovered from its

slowdown in the 1970s and early 1980s.

The U.S. is not deindustrializing; in fact, productivity

growth in manufacturing has shown strong increases since 1981.

Manufacturing's share of output has risen since 1981 and is now

less than 1 percent below its post-war peak share in 1973. The

decline in manufacturing's share of employment is a reflection of

strong productivity growth, rather than weakness in this sector.

Finally, there is room for further reductions in the

unemployment rate without reigniting inflation.

Chapter 3, "Adjustment and Growth in a Changing World

Economy," discusses the forces behind the present external

imbalances and the processes that are underway to reduce them!

consistent with the objective of achieving balance in a climate

of sustained non-inflationary growth.
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The real trade deficit has been declining since late 1986

and that adjustment will continue. It then analyzes the

significance of the problems external imbalances pose for the

U.S. and world economy. Because of strong domestic demand

growth, the widening trade deficit did not impair job growth in

the U.S. In contrast, most of the surplus countries did not have

an increase of jobs. Nor did the trade deficit cripple the

manufacturing sector, even though some manufacturing industries

declined. Since 1982, manufacturing productivity and output has

risen sharply. Moreover, U.S. investment was aided by

substantial net inflows of foreign capital, which offset a

relatively low national savings rate. Real gross private

domestic investment is above the 1949-81 average share of

16.6 percent of real GNP, and was 17.9 percent in 1987.

Although the trade deficit brought a build-up in net foreign

claims on the U.S., they remain modest relative to U.S. income

and wealth. The current level of foreign indebtedness is not a

dire threat to our future. By one measure, the U.S. shifted to a

net debtor position at the end of 1985. Net foreign claims

equalled roughly $400 billion by the end of 1987, although that

number is probably overstated. By the measure of income payments

to or from foreigners, the move to net-debtor status occurred in

the third quarter of 1987. Net debt service requirements are on

the order of between 1/10 and 1/2 of 1 percent of GNP, depending

on the measure of debt used. Possible future problems stemming

from a further build-up in net foreign claims can be avoided by

continued progress in reducing the external deficit.
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To continue making progress, it is vital that the Federal

deficit continue to decline through spending restraint; that the

improvement in the U.S. savings-investment balance continues;

that internal demand growth in surplus countries continues to be

strong; and that markets function freely and flexibly to achieve

the necessary structural adjustments here and abroad. It is also

important that the adjustment be gradual, in accordance with the

internationally agreed-upon strategy of achieving the adjustment

in an environment of continued economic growth. Finally,

protectionism is no cure and must be avoided.

Chapter 4, "Expanding Trade and Avoiding Protectionism,"

discusses the significant progress made in 1987 toward a more

open trading system, and warns against resorting to

protectionism.

The Canadian Free-Trade Agreement negotiated in 1987 is a

major achievement for both countries, with both coming out as

winners. When approved, it will establish the largest

international free-trade area in the world, which will produce

gains on the order of $1.1 to $2.9 billion annually for each

country. Another bilateral agreement, the U.S.-Nexico framework

understanding, signed on November 6, 1987, will facilitate

consultations to negotiate the removal of trade barriers and to

resolve disputes between the two countries.

The U.S. is also working in the Uruguay Round of the GATT

negotiations to eliminate agricultural subsidies and trade

barriers; enforce intellectual property rights; liberalize trade

in services; and expand freer direct investments. In particular,
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the U.S. proposal to remove worldwide agricultural trade

distortions would lower costs of many products to consumers,

raise free market export prices to farmers, reduce price

instability, reduce budget outlays, expand agricultural trade,

and increase world well-being by at least $50 billion annually.

Finally, this chapter analyzes in detail protectionist

legislation pending in the Congress, including the textile and

apparel bill, and especially the omnibus trade bill. Although

the omnibus bill has some helpful features, such as fast track

negotiating authority under GATT, much of the bill would be

extremely harmful. This bill represents a choice in the

direction this country will take in trade policy: either forward

progress through liberalization, or stagnation through

protectionism. As you are aware, we are continuing to work.

diligently with Congress to develop a good trade bill. However,

if a protectionist bill emerges, the President has pledged to

veto it.

Chapter 5, "Knowledge, Markets, and Economic Progress,"

reviews the important contributions of market incentives for

investments in human capital and in science and technology, that

promote productivity and economic growth.

The appropriate role of government in facilitating these

investments is to encourage policies that reduce market barriers

and strengthen the incentives of individuals and businesses to

invest and innovate. Government can help best by protecting

property rights and by avoiding excessive and distorting taxes

and regulations. Government can also resist legislation that
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reduces labor market flexibility, such as requiring employers to

provide advance notification of layoffs and plant closings.

Direct government involvement in education should continue to be

largely at the State and Local level, where it is most responsive

to community needs.

Chapter 6, " Airline Deregulation: Maintaining the

Momentum," argues that recent calls for reregulation are

misguided. The Airline Deregulation Act of 1978 has produced

benefits on the order of $15 billion a year. Fares are lower and

service has increased, especially to smaller city airports.

Fears over monopoly pricing are misplaced, and competition

remains vigorous.

Ironically, the success of deregulation led to increased

traffic volume, which has resulted in congestion and concerns for

safety. However, by every measure, accidents have declined

steadily since 1978. Congestion, especially at peak hours, has

increased. The FAA is attempting to modernize to meet capacity,

but we believe the most efficient solution would be to price

services realistically. Peak hour pricing of landing fees and

the purchase and sale of landing slots would help. Long-term

options include restructuring the system so that the role of the

FAA would be safety regulation and the role of the private sector

would be air traffic control.

Economic Performance in 1987

Economic growth accelerated in 1987--real GNP grew 3.8

percent from fourth quarter to fourth quarter--rising more than
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half again as fast as in 1986. There was also a significant

shift in the sources of economic growth, with net exports

contributing to growth for the first time in 7 years. Inflation,

after rising to above 5 percent early in 1987, dropped back to

the 4 percent range that has characterized most of the current

expansion.

The shift in the sources of economic growth reflected a

welcome adjustment of the U.S. economy necessary to redress major

imbalances, with slower growth in consumer spending and faster

growth in exports and business fixed investment. During the four

quarters of 1987, real personal consumption expenditures rose

just 0.6 percent, after 4 consecutive years of 4-plus percent

increases. The housing sector was also weak; real nonresidential

investment declined 2.9 percent in 1987, for its first drop since

1981.

Improved export demand was evident in real exports and

business fixed investment. Export sales and industrial

production were boosted by the drop in the dollar's exchange

value, rising manufacturing productivity, and moderate wage

increases. Real exports grew 17 percent last year, rebounding

above their peak levels in 1980-81. Real imports also increased,

but net exports still improved and accounted for roughly fifteen

percent of real GNP growth in 1987. The improvement in real

business fixed investment was also related to trade with

strong increases in manufacturing investment that reflected, in

part, improved export prospects.
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In the fourth quarter of 1987, there was a large drop in

consumer demand and in nonresidential investment that combined

with continued strong growth in production to produce a large

increase in inventories. Increases in inventories accounted for

one-half of real GNP growth in 1987.

There were also shifts in the composition of output, with

growth of goods production increasing more rapidly than services

by the widest margin since 1984 and with improvement in

agriculture, iron and steel, and other goods sectors. However,

the service sector was still the strongest, with more than 2

million new jobs created.

Inflation rose during the first four months of the year,

with the CPI up at more than a 5+ percent annual rate, but this

did not result in sustained inflation. Rather, this inflation

blip was due to relative price changes: a rebound in oil prices

(with the energy component of the CPI up at a 26 percent annual

rate in the first three months) and rising import prices, due to

the decline in the dollar since 1985.

Fiscal and monetary policies turned toward restraint in

1987. The Federal budget deficit was cut by $71 billion, or

1.9 percent of GNP. Some of this was a one-time decrease, but

much was solid reduction. In addition, real spending declined

for the first time in over a decade. Monetary policy tightened

throughout the year, with money growth sharply down from its

growth in 1986. In 1986, Ml had grown at a 15.3 percent and M2

at a 9.0 percent annual rate; in 1987, Ml grew at a 5.9 percent

and M2 at a 4.1 percent annual rate. More recently, declining
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interest rates and increased money growth suggest that the

Federal Reserve has been more supportive of economic growth.

On October 19, the stock market dropped 22.6 percent. Many

attributed the market decline to rising interest rates, an

overvaluation of the market, lack of improvement in the monthly

trade figure, or the prospect of higher business taxes. Some

attributed it to the trade and budget deficits. However, since

both deficits were declining, that theory does not fit the facts.

Fortunately, the financial system suffered remarkably minimal

damage; and it is still difficult to judge the implications for

the total economy. Following October 19, the monetary and fiscal

policy responses were appropriate. The Federal Reserve

immediately supplied adequate liquidity, (although much of this

was subsequently removed), and a two-year budget cutting

agreement was reached between the Congress and the

Administration.

Outlook for 1988 and beyond.

Following strong growth in 1987, the outlook is for

continued growth in 1988 but at a lower pace. Real GNP is

forecast to grow by 2.4 percent between the fourth quarter of

1987 and the fourth quarter of 1988. A more balanced and

sustainable pattern of growth in 1988 will set the stage for a

resumption of more rapid growth in the future, together with

gradual reductions in both the unemployment and inflation rates.

After 1988, assuming a continuation of appropriate fiscal and

monetary policies, real GNP is projected to grow at the rate of
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3.3 percent a year, a rate reflecting the economy's long-term

potential plus some further reduction in unemployment. Inflation

is projected to fall from the 4 percent range in 1988 and 1989 to

the 2 percent range by 1993. Unemployment is forecast to remain

steady at 5.8 percent in 1988 before resuming its downward path

in later years.

The slower growth in 1988 reflects the effects of the stock

market decline on consumer wealth and consumer confidence and

slow monetary growth and increased interest rates in 1987. It

also reflects the readjustments in the sources of growth that

began in 1987. Consumer spending and housing are expected to

increase from their pace in 1987, but they still will grow more

slowly than business fixed investment, which is forecast to

increase by 4.4 percent. Federal purchases are projected to

decline, but increases in State and local spending are expected

to offset much of this decline. Overall, the government sector

is projected to have a small negative contribution to real GNP

growth in 1988.

Growth in real net exports will contribute an even bigger

share of real GNP growth in 1988 than in 1987. In 1988,

improvements in trade should provide nearly half of overall

economic growth. Continued productivity gains, moderate wage

increases, and the pass-through of past exchange rate adjustments

should continue to boost exports and increase the competitiveness

of U.S. products at home and abroad. Slower growth in domestic

demand in the U.S., higher import prices, and the possible effect
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of inventory corrections on imports are expected to slow the

growth of imports.

The rapid buildup in inventories at the end of 1987 will

cause inventories to grow much more slowly in 1988. Strong

growth in exports, some recovery in consumer spending and

increased fixed investment should allow the sharp buildup in

inventories at the end of 1987 to be liquidated within the

context of continued economic expansion.

Inflation--as measured by the CPI--is forecast to rise 4.3

percent by the fourth quarter of 1988, a small decline from the

rise in 1987. Higher oil and import prices raised prices in

1987, and higher import prices are expected to contribute to

higher consumer prices in 1988. However, after a year of slow

monetary growth and a projection of slower GNP growth,

acceleration of inflation is not a likely danger in 1988. In

1989 and later years, after the bulk of the adjustment in import

prices is complete, inflation as measured by the CPI is forecast

to move gradually downward toward the goal of price stability.

It is anticipated that, despite the slowing of economic

growth, some one and a half million jobs will be created in 1988.

This job growth should roughly balance growth in the labor force

and the unemployment rate should remain steady at 5.8 percent in

1988 before resuming its downward path in 1989.

I would like to emphasize that the Administration's forecast

and longer term projections are conditional on critical

assumptions concerning economic policy. It is assumed that the

monetary growth provides sufficient liquidity without endangering
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price stability and that continued progress is made on reducing

federal spending. Marginal tax rates are assumed to remain low

and the efficiencies and incentives of tax reform are preserved.

It is also assumed that further progress is made in reducing the

trade deficit and the protectionism is avoided. Finally, it is

assumed that deregulation moves forward and cries for

reregulation are resisted.

In conclusion, the longevity and benefits of the current

expansion demonstrate the potential of the economy in an

environment that is conducive to free enterprise and individual

choice. By reducing the role of government in the economy we

have measurably increased the opportunities and well-being of the

Nation. Although work still remains on the Federal deficit, the

trade deficit, price stability, and deregulation, a solid

foundation for future growth has been established. With

continued support of these market oriented policies, the present

expansion and the substantial benefits it brings can continue

through 1988 and beyond.
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Senator SARBANES. Thank you very much, Chairman Sprinkel.
Let me ask this question right at the start. What is the basis, as

you see it, for your higher growth predictions, the 2.4 percent as
opposed to the 1.8 percent which represents the consensus of the
Blue Chip Economic Indicators?

Mr. SPRINKEL. I haven't looked at all of those forecasts making
up that consensus. But I suspect-I have looked at some of them-
that, although we are projecting what I consider to be only moder-
ate increases in consumer spending, several of them are predicting
either no increase or a very modest increase. We, I believe, have
forecasted 1.8 percent; is that right?

Senator SARBANES. I think you have 1.9 percent for personal
consumption.

Mr. SPRINKEL. OK. It's 1.9 percent, not 1.8 percent. Now, that
can be questioned. If we look at the fourth quarter of last year, real
consumption spending dropped rather sharply. We have now-we
did not initially but we do now-have some breakouts of data by
months. October was, indeed, a downer. But in November con-
sumer spending came up. In December it came up further. We do
not have full numbers for January, but retail sales were up, which
is part of the consumer spending.

So, there was a major upward adjustment in the savings rate in
the fourth quarter, and we think it s going to remain considerably
higher than last year. But nonetheless, as incomes grow, we
can get modest increases in consumer spending. That is one of the
differences.

Some are not expecting as much improvement on the interna-
tional side as we. And as I indicated, we think it will be nearly half
of the overall total growth emanating from that source. That im-
plies something on the order of $40 billion-plus improvement in the
real net exports. Real net exports are improving at a good clip, but
some would say it may not increase by quite as much as we fore-
cast.

Senator SARBANES. My recollection, if I could interject at this
point, is that last year your predictions or assumptions on the
international front were overly optimistic.

Mr. SPRINKEL. Slightly. We did not have a number in the report.
But I remember perhaps telling you and others that we thought it
might be as much as $30 billion. It didn't turn out to be quite that
amount.

Mr. Mussa, do you remember the amount?
Mr. MUSSA. It was $20-some-odd billion. I checked it the other

day to see if it was close, and it was. Our estimate was a little on
the high side.

Mr. SPRINKEL. Now, during last year, especially during the
fourth quarter and continuing now, we have had very strong
export growth. But the most important element that is beginning
to operate, which was slow in operating last year, is on the import
side. We all know about the J curve and how that delays improve-
ments on imports. But it seemed to be interminably long this time,
partly because we didn't get import prices rising very quickly. Oil
prices offset it. But they are rising now, and as you know, in the
releases on nominal merchandise trade over the past 2 months,
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they're beginning to show some significant improvements on that
front.

So, I don't expect to see as much strength in imports this year as
we did last year. Exports did very well last year. But up until the
latter part of 1987, imports were also rising.

Do you want to add to that, Mr. Mussa?
Mr. MUSSA. I think, overall, our forecast for 1987 was a little

below what it actually turned out. The preliminary estimate of real
GNP growth for 1987 is 3.8 percent as opposed to our forecast of 3.2
percent. I think domestic demand growth and hence import growth
was stronger than what we had anticipated, and that is part of the
reason why real net exports did not show the great improvement
that we had expected. If the overall growth rate had been closer to
3.2 percent that we forecast, rather than 3.8 percent, import
growth would have been a little bit weaker and we would
have seen more improvement in real net exports than was actually
recorded.

Senator SARBANES. Let me follow up by putting this question to
you. Most of the private forecasters, a substantial majority of
whom are predicting slower growth than you are predicting, do not
predict that interest rates will decline to the levels which you are
predicting.

In other words, you are simultaneously predicting faster or
higher growth and at the same time predicting lower interest
rates-a T-bill rate of 5.3 percent. The Blue Chip consensus was 5.9
percent. In fact, many forecasters expect interest rates to rise.

How do you explain this?
Mr. SPRINKEL. It is true that we are on average predicting higher

growth than most of the private forecasters. However, it is a lot
slower than we actually enjoyed last year, as you just pointed out.
My guess is the difference goes back to some disagreement as to
how we interpret price developments last year. It was our view,
going into that period, that the stated inflation numbers would
indeed go up; but they would go up not as a result of rekindling the
fundamental inflationary pressures brought on by demand pushing
up against limited supply but rather as a change-a very impor-
tant change but nonetheless a change-in relative prices. And we
had expected that it would bulge early in the year and then taper
off later in the year. That indeed is what happened.

W e think that this tapering down will continue through most of
this year, especially in view of the fact that we are going to have
slower growth than last year; and it is likely that slower growth
not only will lead to some reduced expectations of inflation or a
little actual reduction of inflation, but also will get transmitted
into lower interest rates.

So far this year, except for the last few days where there is a
little retrenchment, interest rates have been coming down. It is our
expectation that this will be the basic trend during 1988, interrupt-
ed from time to time, of course.

Senator SARBANES. What do you see as being the basis for the
lower interest rates that you are predicting? Are you anticipating a
loose monetary policy by the Fed?

Mr. SPRINKEL. We have stated very clearly from the beginning
that we anticipate that monetary growth aggregates will hit their

85-120 0 - 88 - 11
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targets this year-Chairman Greenspan, I believe, testifies next
week on what those exact targets are-in the meantime we don't
know for sure what they are. We know close to what they are, and
we anticipate, as I hope the Fed will tell you, that they anticipate
getting in the band of those targets. And in this sense, monetary
policy will be somewhat easier than occurred through the bulk of
last year.

You perhaps noticed that in January of this year there was con-
siderably more growth in the monetary aggregates than in prior
months. For example, MlA grew at 9.5 percent after averaging
only 2.8 percent for the total year. Ml grew 12.9 percent-these are
annualized rates-after averaging only 6.2 percent for the total
year. And M2 grew at 9.8 percent annual rate in January versus
an average of 4 percent last year.

So, we are assuming that they will achieve their goals. We have
to assume something, and I think that is the reasonable thing to
assume.

Senator SARBANES. I notice on page 45 of your report that you
say monetary policy at the end of 1987, which was just 6 weeks
ago, indicates that they may have underestimated the risks to ade-
quate economic growth. At the end of the year, interest rates were
down from their October highs, but remained above the levels of
January through August, while monetary aggregate growth re-
mained weak. More recently, declining interest rates and increased
money growth suggest that the Federal Reserve has been more sup-
portive of that economic growth.

Mr. SPRINKEL. Yes, sir.
Senator SARBANES. So, you see the policy pursued last year as

being too tight, I take it?
Mr. SPRINKEL. There is at least a question as to whether or not it

was giving adequate attention to economic growth. Let me add-
and I want to be very careful how I say this because I don't want
to create the wrong impression-we were quite supportive of
coming off the very high rates of growth in 1986. For example, I
can give you some numbers here, Ml in 1986 grew 15.6 percent for
the year, M2 grew 9.4 percent, M3 grew 9.1 percent.

Had those kinds of rates of aggregate growth been sustained over
a few years, maybe less than a few years, I have no doubt that it
would have led to an acceleration of inflation, which none of us
wanted.

So, pulling down from those numbers was clearly the right thing
to do. And we have so stated on numerous occasions.

We are very pleased, however, that more recently interest rates
have come down further and that monetary aggregate growth has
been somewhat faster.

Senator SARBANES. How much effect would changing your inter-
est rate assumption from 5.3 percent to the consensus assumption
of 5.9 percent have on the deficit forecast?

Mr. SPRINKEL. I am afraid to guess, but we will be very pleased
to make those computations and send them to you.

Do either of you have a feel on that?
Mr. MUSSA. I believe the budget documents present some sensi-

tivity results for one-tenth of a percentage point change in the
Treasury bill rate. In the current fiscal year, of course, the effect is
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relatively limited, but in terms of the 1990 budget then you begin
to get more like a billion dollars per tenth, something like that.

Senator SARBANES. A billion dollars per tenth of a point?
Mr. MUSSA. Something like that. I don't know exactly what the

figures are. But as I said, the budget document does present some
sensitivity results for alterations in the assumption.

Senator SARBANES. Mr. Chairman, on page 32 of the report-and
I am really just trying to have a little bit of an exposition from
you-you say that, "during 1987 the Federal Reserve continued the
eclectic approach that has characterized its decisionmaking within
the Nation s central bank in recent years."

I was interested in having a little elaboration by you on the
meaning of eclectic.

Mr. SPRINKEL. I didn't mean that as a bad word, because I think
I have also become a little more eclectic in recent years, and I con-
sider that desirable, not undesirable.

What I meant was that they had backed off on some of the tar-
gets they previously had emphasized-Mi targets, for example,
were eliminated and for good, sensible reasons, I think-and that
they have put perhaps as much emphasis on net borrowing or the
Fed funds rate as they have even on M2, which is a target.

So, they balanced their policies among several variables. That's
what I had in mind when I wrote that.

Senator SARBANES. Do you expect the national saving rate to rise
significantly?

Mr. SPRINKEL. I think so, and I hope so.
Now, too much of a good thing could do us in. Obviously, the con-

sumer is two-thirds of total spending. If we were to get, for exam-
ple, a decrease in consumer spending with a very sharp rise in sav-
ings, it could have unfortunate effects on the economy.

But the average last year was, I believe-I know that one quar-
ter number was the lowest in the postwar era, but I think it aver-
aged near the lowest in the postwar. The fourth quarter, it acceler-
ated sharply to 4.9 percent. We are hopeful that it will hang some-
where in that general range.

In addition to that, hopefully we will get a little bit of a further
decrease in the Federal budget deficit, not much but a little, and
business savings might also improve somewhat.

So because we do expect in the manufacturing sector, in particu-
lar, that profits will perform well and savings will therefore in-
crease, yes, I think the chances are rather good that that-an in-
crease in the national savings rate-can happen. Increased profit-
ability has very favorable effects, from my point of view, not only
on our long-term growth prospects but also in terms of the impact
it will have on our trade deficit.

Since we have to finance the deficit between our exports and our
imports by importing capital, increased domestic savings will
gradually reduce the inflow of foreign capital.

Senator SARBANES. So the corollary to that expectation is that
capital inflows will diminish?

Mr. SPRINKEL. Yes, sir, that is our expectation.
Mr. Mussa is one of the world's leading experts on that, and I

would be pleased to hear his elaboration if you are interested.
Senator SARBANES. Certainly.
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Mr. MUSSA. I think it is reasonable. We do anticipate some im-
provement in the national savings-investment balance, largely due
to an increase in the average saving rate in 1988 from the average
in 1987. Perhaps investment spending will also be a little bit lower,
with an inventory correction, reducing the amount of inventory in-
vestment next year and possibly marginal improvement in the
Government deficit as the share of GNP; all of which should con-
tribute to improvement in the national savings-investment balance,
and to roughly corresponding reductions in the current account
deficit and the net flow of foreign capital into the United States.

Senator SARBANES. Here is my problem. You are predicting more
growth than the private forecasters but lower interest rates as a
general proposition.

Now, you have identified a higher consumption figure as one
source for your predicting higher growth.

Mr. SPRINKEL. Yes, sir.
Senator SARBANES. So, it is not just your saving rate assumptions

that enables you to make your interest rate projections; you are
also, as I understand it, assuming that the capital inflows will di-
minish.

So then I come back to my question: How is it that you can have
stronger growth and lower interest rates?

The only other possibility I can find is a very loose policy by the
Fed. Is that where we end up?

Mr. MUSSA. I am not sure, Senator, exactly how our forecast for
consumption now would compare with outside private forecasts.

When we did the preliminary version of the forecast in late No-
vember, we had a significantly lower consumption growth rate
forecast for this year. When we saw the fourth quarter results,
which showed a significant downward adjustment in consumption
spending in the fourth quarter, we said, well, much of the adjust-
ment that we were anticipating already has occurred. In our cur-
rent forecast the components have been adjusted in light of this de-
velopment.

I am not sure of the extent to which outside forecasts, which are
often reported with a lag, have been adjusted entirely for that de-
velopment.

In any event, in comparing the coming year with last year-
Senator SARBANES. Assuming that is not the case, accepting your

explanation earlier that one of the reasons for the difference in the
forecast figures is that you are assuming higher consumption
growth than the private forecasters-how do you get lower interest
rates? If you put that to one side, given all the other statements
you have made here about your assumptions, it seems to me the
only way you can have both higher growth and lower interest rates
than the private forecasters are suggesting is by making some as-
sumption about how loose the Fed's monetary policy will be.

Mr. MUSSA. Let me go back to the savings issue for the moment.
In terms of the foreign capital inflow, we are, of course, projecting
a smaller inflow next year than last year. But, basically, what we
are saying is there will be an improvement in the national savings
investment balance within the United States.

So we will need a smaller inflow of foreign capital in 1988 than
we required in 1987; and to the extent that interest rates are
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needed to attract capital, the smaller inflows are consistent with
lower interest rates rather than higher interest rates.

Obviously, if foreigners wish to deluge us with an increased
supply of capital, that would tend to push interest rates down, of if
they wished to pull out capital, that would tend to push interest
rates up.

What we are projecting, though, is that the action is coming
from the domestic side, that is, an improvement in the national
savings-investment balance within the United States that should,
on the savings-investment criteria, push interest rates down, not
up.

Senator SARBANES. Do you think the Fed's monetary policy now
is sufficiently sensitive to stimulating economic growth?

Mr. SPRINKEL. Based on the more recent numbers that we have
seen, we are quite comfortable.

Senator SARBANES. How long have you held that view?
Mr. SPRINKEL. Since we began to get more money growth. That is

about 6 weeks.
Senator SARBANES. So if the Fed doesn't respond as you think

necessary, all these predictions are off, are they not?
Mr. SPRINKEL. Yes, sir. We stated at the time we issued our fore-

cast that there were three critical assumptions-and there were
some other subsidiary ones-but three absolutely critical assump-
tions that we used in making the projection.

One of them was that monetary aggregate growth would be in
the Fed target ranges this year.

The second is that we would continue to get growth in domestic
demand abroad because, as we indicated, we were depending very
heavily on continued strong export growth.

And, third, that the agreement reached between the Congress
and the administration on fiscal restraint-maybe not enough,
maybe too much, but at least some fiscal restraint-holds.

Now, on the latter case, after listening to the discussion yester-
day between the President and the leaders of the Congress, I felt
pretty confident that they were all dedicated to holding that agree-
ment.

Senator SARBANES. I think that agreement will hold.
Mr. SPRINKEL. I think that will hold on the demand side.
Senator SARBANES. Of course, there may be a difference between

the Congress and the President on the mix of the priorities. Obvi-
ously, there is a difference, and the President has sent a budget
that encompasses in many respects his set of priorities, which
differ sharply from the Congress', and differ sharply from last
year's budget, as a matter of fact.

But on the overall macroeconomic impact of the budget, I would
expect a 2-year de minimis.

Mr. SPRINKEL. I think that is true. As the President indicated,
his budget this year did not fully reflect his priorities because we
were constrained by that agreement. I am sure that it doesn't fully
reflect individuals' in the Congress priorities either.

The first assumption was monetary growth, and you are correct
in pointing out that if we were to get an extremely tight monetary
policy we would have to change our numbers. But I don't antici-
pate that.
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Senator SARBANES. Actually, you would have to change them
even if it were not extremely tight. You are really depending on a
fairly accommodating monetary policy.

Mr. SPRINKEL. Yes, sir, that is correct. We have an independent
central bank. I have given a lot of testimony before this Congress
supporting independence of the central bank. I think it is the right
way to do it, and we are depending on it.

Senator SARBANES. Let me turn to your discussion of the stock
market.

Mr. SPRINKEL. Yes, sir.
Senator SARBANES. I wasn't quite clear. My sense of the report

was that you didn't think much ought to be done in the wake of it.
Considering, in particular, the Brady report.

On the other hand, as I understand it, your analysis of what hap-
pened, or why it happened, to a large degree coincides with the
Brady report. In other words, your analysis is not of broad underly-
ing economic trends. As you point out, some of those trends were
improving rather than worsening at the time it happened-what
you call panic.

Mr. Brady has identified certain processes in the market that he
thinks contributed markedly to this, and I was wondering about
your views on action to address the problems Mr. Brady saw, in-
cluding the various proposals he and the commission presented.

Mr. SPRINKEL. Mr. Chairman, let me say that I did reject the
twin deficits as an explanation because of their improvement; but
in the text, even though I didn't mention it today, we did talk
about sharply rising interest rates beginning in the latter part of
August and extending well into October, which I think-I have
spent a lot of time in my life working in financial markets and I
know that sharply rising, long-term interest rates are bad news for
equity prices-had an effect.

We also looked at the survey that was made, I believe, by the
Brady Commission, asking for ideas from participants. That-rising
interest rates-was one of the important ones they noted.

We also argued in the report that there was action taken in one
of the important committees in the House to raise some business
taxes, which would have had an adverse effect on corporate profits
if it actually came to pass, and we felt that that was consistent, at
least, with what happened.

Also, there were great pressures toward protectionism. Many on
the outside felt that it was a done deal, that we would never be
able to head off protectionism. As those fears rose, that also prob-
ably contributed.

Now, with respect to the major point you asked, I am in no good
position to answer. Let me tell you why. I will be, but I am not
now.

When President Reagan accepted the so-called Brady report and
after thanking the members, including Senator Brady, for their
prompt, detailed, and beneficial work, he indicated at that time
that he wanted to see that report, read it carefully, and also read
all the other reports that were scheduled to come out. They are
now out, to the best of my knowledge. I have a stack of them on
one side of my desk that I have read, except part of the very thick
study by the SEC I haven't yet got to.
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We have not yet within the administration formulated a position.
That doesn't mean we aren't going to. We have been busy with
budgets. We have been busy with economic reports, and the infor-
mation is now in. We have not yet decided what view we would
take. We are going to study it very carefully, and we will have con-
siderable effort exerted across the Government, and we will set out
a position, but I can't give you one today.

Senator SARBANES. Senator Brady, when he testified before the
Congress, indicated that he thought we remained at risk for, if not
a full repeat performance, at least very severe volatility in the
market, and that it was a situation that needed to be addressed be-
cause of the very real possibility of a reoccurrence, perhaps at any
time.

Do you share that concern? How much of a crisis issue do you
regard it as being?

Mr. SPRINKEL. Well, if our explanation, which was an eclectic ex-
planation, of the reasons for the break was approximately correct-
that is, rising interest rates, higher taxes, and the near certainty of
protectionism helped-I am not as concerned about those three
items as I was last summer.

Senator SARBANES. What about Mr. Brady's analysis of the trad-
ing practices which overloaded the market at this particular time?

Mr. SPRINKEL. I am aware of those charges, and I think they are
correct. I have talked to a lot of people. There were certain systems
that did not work, because-well, the design was wrong, in the
sense that it couldn't handle that volume. It is my understanding
that already in several of the markets, including the New York
market, they have augmented the ability of the systems to work.

There are still issues related to clearings which caused some
problems.

But fortunately, the various markets are correcting some of
those problems on their own. I don't think anyone would argue
that they are now fully corrected, but they are aware of them and
are trying to correct them, and it is fortunate that they have the
incentive to do it because that is where their livelihood is.

I think that will push them rather aggressively in that direction.
Senator SARBANES. How much of an urgency do you think there

is to correcting these problems?
Mr. SPRINKEL. I am pleased that they are moving aggressively,

and I think the Congress certainly is moving correctly to review all
this evidence, and that is exactly what we plan to do in the admin-
istration.

So we should not just laugh it off. It was a very unfortunate
Monday. It was indeed unfortunate. It is not a laughing matter,
and I think we should look at it very carefully.

Senator SARBANES. Senator Proxmire has given the regulators a
month, I think, to report back to the Senate Banking Committee.

Is the Council working within that same timeframe in terms of
addressing the problems?

Mr. SPRINKEL. I cannot tell you. This study is headed up, as it
should be, by the Secretary of the Treasury. I work with him, but I
do not know by what date we will finish. I couldn't guess what the
date of completion might be.
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Senator SARBANES. You have talked-in fact, it is in the summa-
ry statement you made-about the growing external debt and the
current level of foreign indebtedness.

In sour statement-I noticed this as you were reading it-you
say: 'The current level of foreign indebtedness is not a dire threat
to our future."

That is the written statement.
Mr. SPRINKEL. Yes, sir. I believe that. I wrote it.
Senator SARBANES. Then when you gave the statement, you

didn't use the word "dire."
Mr. SPRINKEL. That was an accident, sir. [Laughter.]
Senator SARBANES. The current level of foreign indebtedness is

certainly a threat to our future, is it not?
Mr. SPRINKEL. I do not think it is a threat, provided we handle

our policies properly.
Let me tell you how it could be a threat, which isn't going to

ha ppen.
Senator SARBANES. As opposed to a dire threat now?
Mr. SPRINKEL. It will be a dire threat if in fact--
Senator SARBANES. It could be a threat, but not a dire threat?
Mr. SPRINKEL. It could be a dire threat.
Senator SARBANES. Is it a threat right now?
Mr. SPRINKEL. It is not a threat right now.
There are two ways of asking, based on the data that I know

about-there may be another, but I only know of two-how you
decide whether or not we are in hock; that is, whether foreigners
have more net claims against us than we against them.

One of them is to look at the net claims series that the Com-
merce Department reports, and we looked at it. They tried to esti-
mate when we crossed the line, and they had us crossing the line
sometime in the latter part of 1985, and we tried to guesstimate
what it might be by the end of 1987 but those numbers aren't out
yet. At least I haven't seen them. We think it could be as high as
$400 billion.

We think there are very good reasons to believe that that net
claim by foreigners is substantially overstated. For example, they
use accounting data, not market data. I have nothing against ac-
countants. I have a lot of friends who are accountants. But it is not
too relevant to this particular issue. It should be in economic
terms. They should do the same thing for foreigners. The problem
is that the investments we made were made quite some time back
and they carry them at the original cost adjusted for depreciation,
and as a result they sort of disappear into the ether; whereas, those
assets are still there and still earning a lot of money.

That is the major difference. There are some others.
There is a second way, and that is to say, well, if they are getting

a lot of claims on us vis-a-vis us getting claims on them, it ought to
show up in terms of how much we have to pay them versus them
paying us; if you use that as a measure, we turned to a net debtor
status in the latter part of 1987. That is just a few months ago. We
then said how big is it?

I insisted that we needed to compare it to something. We took a
look at assets and we took a look at incomes; and it turns out that
if the $400 billion is right, which we think it is, it would take about
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a half of 1 percent of GNP to service it under reasonable assump-
tions.

We don't think it is that big, but that is what it would be if it
were $400 billion, honest to God.

On the other hand, if we were to service it based on when we
crossed the Rubicon, as measured by payments to them versus pay-
ments to us, that is only about one-tenth of 1 percent of GNP.

And, furthermore, keep in mind that much of this capital was
used to keep investments high. When you make investments, if
they are good ones, they generate returns more than adequate to
service the cost.

Now, where it could be a dire threat, Mr. Chairman, is if we
were pursuing policies in the United States which were resulting
in exploding fiscal deficits, contributing to rising trade deficits,
raising taxes, and scaring people away from us; capital would try
to rush out of here. In those hazardous circumstances I would con-
sider that dire.

We are not going in that direction at all. We are going in exactly
the opposite direction, and if we continue to make progress in pull-
ing our fiscal debts down, if we keep our inflation under control, if
we keep our tax rates down so that the rates of return here are
attractive, it is not a dire threat. It is not even a minor threat.
These goals are what we need to continue to work on.

Senator SARBANES. Mr. Chairman, I listened to that very careful-
ly. Let me ask you this question.

I take it that the United States has now passed into a net debtor
position, is that correct?

Mr. SPRINKEL. By either measure you come to that conclusion,
yes, sir.

Senator SARBANES. When was the last time that the United
States was in a net debtor position?

Mr. SPRINKEL. You know, the numbers weren't as good in those
days, and that may be one of our problems. We have too many
numbers around now. But up until World War I, which was before
our time, we were in a net debtor position. From the beginning of
this nation and before. We built the railroads-not me, but the pri-
vate capitalists built the railroads-mostly with imported capital,
and it turned out to be a very good investment, and we paid off
that debt and serviced the claims.

It is not necessarily bad that foreigners have so much confidence
in rates of return and political stability in your nation that they
insist on investing here.

So we have to go back to approximately World War I to find the
prior beginning-or the end really of the net debtor status.

Senator SARBANES. Of course, in the 19th century we were in the
classic position of a developing nation.

Mr. SPRINKEL. We still are, sir.
Senator SARBANES. We were a debtor nation in terms of expand-

ing the national economy. We have not been a net debtor nation
since 1919.

Mr. SPRINKEL. That is correct.
Senator SARBANEs. We passed into that status sometime in the

last 3 years, depending on how you define it, and you shrug it off.
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Mr. SPRINKEL. I didn't mean to. What I meant to say is that it is
very important for this and other reasons, that we continue to
make progress on getting our fiscal deficit down, in getting our
saving and investment relation in better balance, in continuing to
take advantage of the fact that our competitiveness in foreign mar-
kets and at home has enormously improved, gradually slowing im-
ports and in substantially expanding exports.

It is very important that these adjustments continue. That is
happening. I think it will continue.

But if we were to reverse course, I would be worried about the
threat of the net debtor status.

Moreover, I should point out that it is not really all debt, as I am
sure you are well aware. Much of it is equity. Furthermore, it is in
our currency, not their currency. That doesn't mean it isn't rele-
vant, and that we shouldn't be aware of it, but it certainly makes it
a different situation than, say, some of our friends to the south
with their debts denominated in our currency.

Senator SARBANEs. In the report, on page 99 where you discuss
the trade deficit, you make the statement that: "A persistent trade
deficit in the range of $150 billion per year would be a source of
worry because it could present difficulties for the world financial
system, especially if for some reason foreigners suddenly become
less willing to hold claims on the United States."

Mr. SPRINKEL. Yes, sir.
Senator SARBANES. Haven't those difficulties begun last year?

Did we not have to rely on foreign governments, rather than pri-
vate foreign lenders, to finance our trade deficit?

Mr. SPRINKEL. We did, but the statement that you quoted is a
backup for my statement that we shouldn't ignore it. That is, if we
were to stay, for example, at a $150 billion trade deficit or higher
indefinitely, that means net foreign claims go up commensurately.
If you get them up to a trillion dollars, $2 trillion, it is not a laugh-
ing matter.

Senator SARBANES. We are probably going to get it to a trillion,
even if we reduce the trade deficit, aren t we?

Mr. SPRINKEL. I don't think so, but it could happen. As I indicat-
ed--

Senator SARBANES. What figure do you think it is going to top
out at?

Mr. SPRINKEL. At the end of when?
Senator SARBANES. I don't know. You are trying to work the

trade deficit down.
Mr. SPRINKEL. It will not be over next year. There is no doubt

about that.
Senator SARBANES. What will be the figure, the total figure, at

the time that you can balance it out?
Mr. SPRINKEL. It will be out there a few years, but it is getting

smaller and smaller.
Senator SARBANEs. But each year you are adding to it?
Mr. SPRINKEL. Yes. As long as there is a net trade deficit in the

United States, whatever it is, it adds approximately a commensu-
rate amount to our net foreign indebtedness, but it is coming down.

Senator SARBANES. You used the $1 trillion, $2 trillion. Let's
leave the $2 trillion figure to one side.
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Do you anticipate it balancing out before we get fairly close?
Mr. SPRINKEL. I think so. We are going to make good progress

this year. Nobody knows the future for sure, but we believe-we
have not made an estimate of the precise number you want. It is
an important question. We have made some educated guesses, I
would say, about what could happen on the real net exports, and
we think that will improve somewhere between $40 and $50 billion
in 1988, but that is not quite the number you want. What we want
is the nominal number, and that works more slowly.

But most recently--
Senator SARBANES. It is a nominal number on which we pay the

claims. That is why it is relevant?
Mr. SPRINKEL. Yes.
And would you like to give him a guess, Mr. Mussa, or tell him

what it will depend on?
It is coming our way.
Mr. MuSSA. It depends in part on which indicator we use. If we

say we are in approximately a zero position in the third quarter of
1987 when the net interest and dividend payments approximately
balance, then we are very close to zero now, perhaps $50 billion in
net debt.

Then keep in mind these are 5-year projections. So a figure of
uncertainty attaches to it. We would have progress in the current
account deficit under those assumptions, with the net external in-
debtedness in 1987 dollars topping out at probably around $600 bil-
lion, something like that, in the mid-1990's.

Obviously, if we take the $400 billion figure, where we are now,
and we add around $600 billion to it, we get close to a trillion dol-
lars.

Senator SARBANES. You do get a trillion dollars.
Mr. MUSSA. If you take that figure-net claims-to measure net

debt. I think the relevant question in assessing the indebtedness is
what do you need to pay out of your income in order to service the
debt, and by what amount do you need to reduce your consumption
or investment. So if net debt tops out at 10 percent of GNP in the
mid-1990's and the real rate of interest is approximately 5 percent,
then you have about a half a percentage point of your income that
you need to devote to debt service, which is not an enormous
amount.

I think it is relevant to note in this regard that Canada's net ex-
ternal indebtedness is estimated now to be about 40 percent of
GNP; whereas, the top estimates for ours would be around 8 per-
cent.

What is critical at this stage is to make sure we are making ap-
propriate progress in reducing the rate at which the stock of in-
debtedness is growing each year; that is, bringing down the current
account deficit along adequate path adjustments.

Senator SARBANES. Well, we have had testimony before this com-
mittee raising the very basic question-I know it is not a strictly
economic question-as to whether you can be the world's leading
power and also be the world's largest debtor nation. I think that is
a reasonable question to put.

It really leads me to this question, following what I was asking
you before.
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What would be the effect on the American economy if foreign
lenders lost confidence in the United States and withdrew their
assets?

Mr. SPRINKEL. It wouldn't be pleasant. That is, if we pursue fool-
ish policies-such as highly inflationary policies or eliminating in-
centives-if I were a foreigner, I would want to take my money
home, too; and that would have impacts on the exchange rate and
drive the dollar down. It would make it difficult you know, they
wouldn't be willing to finance any trade deficits. So one way or an-
other, you would get rid of that trade deficit in a very painful way,
probably a recession. That is the fastest way to get rid of it, but not
the recommended way, and we should be concerned about that.

We should be concerned about our policy because if we do it
right, they will continue confident, as they are today.

Senator SARBANES. To what extent is monetary policy held hos-
tage to international requirements?

Mr. SPRINKEL. Well, I want to say it has no effect. I would like
for them to speak for themselves, but let's talk about it in terms of
history.

It is not true, for example, that a very easy money policy leads to
confidence in your currency and causes it to go up. It does exactly
the opposite. It will drive it down. When you have rapid expansion
in money here, it will cause inflation. Your currency will deterio-
rate vis-a-vis other currencies. So no one wants to do that. They
don't want to do it.

On the other hand, they must keep a reasonable constraint on
money growth in the United States vis-a-vis the rest of the world,
not only for international reasons but, more importantly, to keep
our inflation under control.

So I don't like to argue-and I am willing to let someone else
prevail-that monetary policy is completely the hostage of econo-
mies abroad. We are in control of our own destiny, and we need to
cooperate with parties abroad, but we are the leading nation in the
world and we will remain the leading nation in the world and,
therefore, to say that we are hostage to what happens elsewhere I
think ignores reality.

We should be sensitive to what happens elsewhere. We should
try to cooperate with what happens elsewhere, but that doesn't
mean we are hostage.

Senator SARBANES. To the extent we have moved into this debtor
position, our freedom of movement has been circumscribed.

Mr. SPRINKEL. I think that is very doubtful, sir. I do not notice in
international meetings that I attend that we have less influence
than we had the day before we moved into a net debtor position.

If we were to pursue poor policies and wreck our economy, as I
indicated, causing more net debt, yes, we will lose influence, and
the ability to influence. But that hasn't happened and, in our opin-
ion, will not happen.

Senator SARBANES. To work out of this situation, are we going to
have for a period of time to produce more than we consume?

Mr. SPRINKEL. Yes. In essence, if by consume you mean by con-
sumption: consumption and investment. If you mean are we just
having a big ride on a consumer spending binge, that is a little
more complicated. But in essence, we have utilized more resources
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through this period than we have been producing. It is moving the
other way now.

Do you want to elaborate on that, Mr. Mussa?
Mr. MUSSA. I wanted to mention what I think is a key point

about confidence. What matters is the confidence that investors in
general have in the economic prospects and policies of the United
States. If there is a loss of investor confidence, it presumably is not
going to affect only foreign investors; it is going to affect domestic
investors as well, and the consequences of that on the economy are
very undesirable.

But the key issue is not where we are vis-a-vis the line of net
indebtedness. Physical assets are estimated to be roughly $13 tril-
lion in the U.S. economy. When you count human capital, you are
up to $50 to $100 trillion, depending on what discount rate you use.

Now, if the investors who own and accumulate all of those assets
lose confidence in the future prospects of the U.S. economy, then
we have a big problem, but the magnitude of that problem is not
materially affected by whether the net claims that the foreigners
hold are $200 billion bigger or smaller relative to a total national
wealth of $50 to $100 trillion.

Senator SARBANES. Isn't the prospect of a rising standard of
living for Americans going to be affected by the necessity of having
to consume at rates less than they are producing in order to ad-
dress the current economic situation?

Mr. SPRINKEL. It certainly hasn't been the situation up to now
during our administration. As I indicated in my testimony,
income-standards of living by any measure we have been able to
find, have improved at an accelerating rate.

Senator SARBANES. Right, but we have worked ourselves into this
debt situation.

Mr. SPRINKEL. But why did we borrow? Certainly, a considerable
amount of this inflow resulted in investments maintained at a high
level in the United States which will generate returns to service
the claims abroad. Therefore, I do not believe the argument that
we must now sacrifice and go into lower standards of living is the
correct argument.

The correct argument is that we must continue to improve-we
can continue to improve-standards of living. We have the capac-
ity. Do we have the will? Can we follow the policies that will make
continued improvement in the standard of living constant?

I think we can.
Senator SARBANES. By your own statement, we have been

through a period in which the consumption has outrun production,
correct?

Mr. SPRINKEL. What do you mean by consumption?
That is, we have utilized resources in excess of what we have

been producing, but we have not used it for consumption as usually
defined.

We have used it for government, we have used it for investment,
and therefore the easy statement that we have been consuming
ourselves into oblivion doesn't quite follow.

Senator SARBANES. I didn't say into oblivion. I am really trying
to keep this issue on course and not take it to extremes.

Mr. SPRINKEL. Yes, sir.
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Senator SARBANES. It seems to me clear that we are now in a sit-
uation where we are going to have to work out of debtor status. We
are going to have to produce at a rate in excess of consumption.

Isn't that correct?
Mr. SPRINKEL. That is correct. Consumption, defining it broadly,

yes.
Senator SARBANES. That has implications for what might happen

to the standard of living.
Mr. SPRINKEL. If we maintain high levels of investment at the

same time as we have up to now, it doesn't necessarily follow that
the standard of living comes down.

Senator SARBANES. I didn't say that. I said it would be affected.
Whether it comes down or not depends, in part, on how much eco-
nomic growth we have and how much of a margin that gives us for
our production to exceed consumption.

Either it won't grow as much as it might, or it may even fall. I
mean, who knows? But it is related to how much economic growth
we have; it that not correct?

Mr. SPRINKEL. To the extent that we have to pay more abroad
and it is not offset by assets that we have invested in, either
human or physical capital, which generate revenues, and to the
extent that those payments are in excess of those investments, yes.

But remember, we maintain very high levels of investment in
both human and nonhuman capital.

Senator SARBANES. In closing, I want to turn to one other area,
an area in which I have had some interest over the years. I want to
see how much interest the Council has in it and perhaps encourage
your interest.

The American Economic Association's Committee on the Quality
of Economic Statistics recently made the following statement:

The statistics now collected by the government provide a weak basis for under-
standing and choosing among policies and are likely to be increasingly inadequate
to meet policy needs in the future. We have been concerned about the quality of
statistics and about the support for the statistical gathering agencies in the Execu-
tive Branch of the government and have tried to be of help to them in budget mat-
ters as much as is possible in a time of constraint that we are now operating within.

First of all, how important do you think a good, strong statistical
base is? How necessary?

Mr. SPRINKEL. I think it is important. When we pursue policies,
whatever they may be, it is important that we can measure the re-
sults. That may be over a few years, but if they are bad results, it
ought to raise some questions about the policies.

Furthermore, you would like to have some kind of sense of how
it is going in the shorter run, and you need data. You can't just
imagine doing without it.

Then when you get into micro areas, such as those that Mr.
Moore works in a great deal, you certainly need data in order to
estimate what the effect of deregulation or reregulation, or what-
ever, may be happening there.

So, yes, we are very supportive of that, and we have taken some
actions, but I am not at all sure it has been sufficient.

I have not read that report.
Have either of you read that report by the American Economic

Association?
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Mr. MUSSA. There was some discussion of it. Wendy Gramm is
chairing the group within the administration on the quality of gov-
ernment statistics. So some of those issues were discussed.

But as you pointed out, Senator, it depends on what resources
are available and how you allocate them. These are issues that are
continually being addressed.

I think one of the important areas in which the administration is
working at present has to do with our measurement of the trade
balance figures. The monthly figures are reported only on a nomi-
nal basis, without any effort to estimate what is happening to the
real trade flows. The desirability and importance of these numbers,
and the need to get some better reporting of both nominal and real
flows for what has become a critical policy issue.

I think it is perhaps worthwhile noting, that problem goes back a
decade to two decades. Not so much attention in terms of either
public attention or attention in the policy process was focused on
those trade numbers.

So I think there is often a reason to shift priorities a bit, as the
issues of policy import do change. Over time there needs to be a
response within the Government in the distribution of resources to
what may be a changing set of needs for that information which is
not lost in the process.

Senator SARBANES. We have had Ms. Gramm before the commit-
tee. I must say to you I think she comes at it from an OMB per-
spective, which is essentially that we have to realize economies.

This is not a particularly sexy subject, although I must point out
that the amount of money we are talking about is very small. A
little bit of money can make a very significant difference in the
quality of our statistics or in obtaining a new index, or something
of that sort, which may be very important to policy judgment.

I guess I am really trying to prod the Council a bit, since the
Council is a heavy user of statistics and an institution that should
be sensitive to the importance of statistics, perhaps to play more of
a role within the administration in trying to assure quality.

There is certainly a growing concern in the private sector as to
the quality and relevancy of a lot of the statistical series.

Mr. MOORE. Mr. Chairman, I would just like to add that one of
the areas we have been very much concerned with has been meas-
uring productivity in the service sector. As you may know, most of
the official estimates of productivity in the service area have been
zero, negative in some areas, and we are quite skeptical. But the
problem of measuring, getting good data, and getting good esti-
mates is not just one of throwing money at it. There are some real
analytical problems there, and we are very much concerned with
this. It is not something that there is a simple solution to.

Senator SARBANES. No, but part of the problem is assuring the
little bit of money you need to make the analysis in many of these
instances. We have had the Bureau of Labor Statistics before us.
They have been hampered simply in undertaking some of the very
analyses that you are talking about, in order to see whether some
of these series can be updated or shifted to take into account the
significant changes that have come about.

Well, gentlemen, you have been very generous with your time,
and I think I am going to bring this hearing to an end.
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Mr. Moore, we did not get into the microeconomic issues today,
and there are a number of those in the report, which I take it, ac-
cording to the Chairman, is your bailiwick. Perhaps on some future
occasion we might have the opportunity to have you back before
the committee when we can focus on those issues.

Obviously, we have spent today on the sort of larger issues-
where the economy is going and all the projections.

But we appreciate the testimony of the Council. We are very
pleased to have had you back before the committee, and, Mr.
Chairman, I simply say that I am glad as events develop that we
found you back before us today testifying rather than out in the
private sector, which was about to take place at some point last
year, as I recall.

Mr. SPRINKEL. Thank you, sir. That makes two of us overjoyed. I
appreciate the opportunity to testify before your committee.

Senator SARBANES. The committee stands adjourned.
[Whereupon, at 2:25 p.m., the committee adjourned, subject to

the call of the Chair.]
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OPENING STATEMENT OF SENATOR SARBANES, CHAIRMAN
Senator SARBANES. The committee will come to order. This morn-

ing, the Joint Economic Committee resumes its annual hearings in
conjunction with the Economic Report of the President for 1988.
We are very pleased to have as our witness this morning Hon.
James A. Baker III, Secretary of the Treasury.

We are entering a year of unusual uncertainty with respect to
the economic outlook. Most economists expect less growth in 1988
than in 1987, with growth forecasts generally running between 1.5
to 2.5 percent. The administration is somewhat on the high side,
with a 2.4 percent forecast, while the CBO is projecting 1.8 percent
growth, which is identical with the current Blue Chip consensus.
Recent indicators have been giving something of a confusing im-
pression of the economy's direction.

There are definite signs of strength in the economy, including
the strong employment growth in February, the rise in disposable
income, and the strong growth of exports in the fourth quarter of
last year.

But there are also signs of weakness that obviously cannot be ig-
nored, including the decline over the year in housing starts and
construction spending, an inventory overhang from the fourth
quarter of 1987, the unsettled outlook for oil-producing States as oil
prices fall again, and the prospects for continuing slow growth in
the rest of the world.

Given these divergent signals with respect to the economy's di-
rection, economic policy must walk a tightrope. If economic policy
becomes too restrictive, there is a serious risk of precipitating a re-
cession. If, on the other hand, monetary and fiscal policies provide
too much stimulus, there is the risk of overheating the economy
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and disrupting financial markets in anticipation of higher infla-
tion.

Walking this tightrope is made more difficult by problems inher-
ited from the recent past. Our continued dependence on foreign
sources of capital has made monetary policy less autonomous, since
we must keep one eye on the behavior of our foreign creditors
while keeping the other on the performance of our domestic econo-
my.

The effort to address the large Federal deficit places severe re-
strictions on fiscal policy, a problem that could become of signifi-
cance if growth slows or the economy enters a recession.

Not only will 1988 be a difficult year for forecasters, it will also
be an especially challenging year for policymakers, of whom, of
course, the Secretary is the lead figure in the administration.

I will now turn to Secretary Baker for his comments on the eco-
nomic outlook and on economic policy for 1988. But Mr. Secretary,
before you begin, I think some of my colleagues have statements
they may wish to make, and we'll defer until they've completed.

Congressman Wylie, who's the ranking Republican member of
our committee.

OPENING STATEMENT OF REPRESENTATIVE WYLIE
Representative WYLIE. Thank you very much, Mr. Chairman. It

gives me great pleasure to welcome you today, Secretary Baker. I'd
like to take this opportunity to say that I think you have done a
superb job and deserve much of the credit for implementing the
policies that have kept the economy on a positive track now for the
last 64 months.

This is the 64th month of economic expansion, the longest peace-
time upswing in American history. I think the administration poli-
cies have led the economy out of a malaise and stagflation into 5
years of solid economic growth.

However, unlike in many other postwar expansions, this impres-
sive economic progress was achieved under lower and not higher
inflation. Economic growth is important because it generates em-
ployment and a higher standard of living. During this expansion,
over 15 million new jobs have been created. Despite the mythology,
most of these jobs were in the middle- and high-paying occupations,
as we heard from Janet Norwood last Friday.

The United States has led the world in expanding employment
and economic opportunity to all Americans. As a result, real
median family income has risen. Over the course of this expansion,
real family income has jumped 10.7 percent. Continued economic
growth will generate further improvement in the American stand-
ard of living. By cutting excessive tax rates and regulation, the ad-
ministration laid the foundation for the economic revival and your
advice was certainly most meaningful there, Mr. Secretary.

Though much progress has been made we must not become com-
placent. The trade and budget deficits remain serious problems.
However, we seem to be making encouraging progress in both defi-
cits. The worst of each may be behind us.

In my view, the most difficult remaining problem is in the re-
straint of Federal spending and deficits. Congressional rules and
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practices are unable to control the powerful pressures generated by
the special interest groups in support of increased spending. That's
why I support a line-item veto on a balanced budget amendment to
keep Federal spending in line.

Above all, what we don't need are tax increases. Federal reve-
nues are projected to rise an average of $73 billion in each of the 5
fiscal years. This will add up to $365 billion to the revenue base by
fiscal 1993.

If we can just hold the increase in Federal spending to one-half
of the average annual rise in revenue, the deficit could be eliminat-
ed in 5 years.

Some of those ideas, Mr. Secretary, I got from your prepared
statement. I look forward to your presentation. Thank you very
much.

Senator SARBANES. I am told that Senator D'Amato will not be
able to attend today and has requested that his opening statement
be placed in the record. Without objection, so ordered.

[The written opening statement of Senator D'Amato follows:]
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WRITTEN OPENING STATEMENT OF SENATOR D'AMATO

MR. CHAIRt!AN, I WOULD LIKE TO WELCOME TO THE JOINT

ECONOtlIC COMMl ITTEE THIS NIORNING THE DISTINGUISHED SECRETARY

OF THE TREASURY, JAMES A. BAKER III. I AM QUITE INTERESTED

IN YOUR VIEENS ON THE ECONOMIC OUTLOOK FOR 1988.

IN THE TWO PREVIOUS HEARINGS ON 1988 OUTLOOK, VIE HAVE

HEARD SOME PRETTY ENCOURAGING NEWS ON THE ECONOMY. INTEREST

RATES PAVE REMAINED LOW, THE NATIO N'S TRADE DEFICIT CONTINUES

TO FALL, AND INFLATION HAS BEEN BROUGHT UNDER CONTROL. THE

FOUNDATIOON CF OUR ECONOMY IS STRONGER THAN EVER. SINCE 1982,

THE ECONOMY HAS GENERATED 15 MILLION NEW JOBS AND THE REAL

f4EDIAAN FAMILY INCOP4E HAS CLINMBED 10.7 PERCENIT.

JUST THIS PAST FRIDAY, COMMISSIONER JANET NORVIGOD

BRIEFED THIS COf4lITTEE ON THE EMPLOYMENT FIGURES FOR THE

MOINTH OF FEBRUARY. THE NEWS THAT WE HEARD WAS VERY

ENCOURAG ING. THE LINEMPLYNENT PATE CONTINUED ITS DECLINE

DROPPING 0.1 OF A PERCENT TO 5.7 PERCENT. THE NUMBER OF

INDIVIDUALS EMPLOYED, AS SHOWN BY BUSINESS PAYROLLS,
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INCREASED APPROXIMATELY 530,000. THESE FIGURES ATTEST TO THE

FACT THAT MORE AMERICANS ARE BEING EMPLOYED AND AS A RESULT,

OUR ECONOMY IS GROWING STRONGER EVERY DAY.

SECRETARY BAKER, I LOOK FORWARD TO YOUR TEST I MNY AND TO

YOUR VIEEWS ON THE ECONOMIC OUTLOOK FOR 1988.

THANK YOU, MR. CHA I PtAN.
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Senator SARBANES. Mr. Secretary, we'd be pleased to hear-Bill,
did you have a statement?

Senator PROXMIRE. Just a very brief statement.
Senator SARBANES. Senator Proxmire.

OPENING STATEMENT OF SENATOR PROXMIRE
Senator PROXMIRE. Mr. Secretary, first, I want to congratulate

you on the marvelous job you've done for our Government over the
past several years. I've got great admiration for you. I think you're
a real star in this administration.

However, I'm very unhappy about our fiscal policy and I think
one of the reasons is because the administration has been so super-
optimistic. Year after year after year, you predict that the budget
deficit is going down and you've been wrong almost every-every
time. Every time.

The last 8 years, you've underestimated the budget deficit every
single year. Now, the chance that an honest, unbiased estimate
would be wrong in one direction for 8 years in a row is 256 to 1
against. That's the kind of odds you get when you play the lottery.

And this kind of estimate is one of the reasons why we haven't
had the nerve to do what we should do, which is increase taxes,
and which is to cut programs or hold programs down. We have to
do that. It's easy for me to say it. I'm not running for election
again. It would be a lot harder if I were. But I think it's something
that I hope you take into account.

I know that you can find ways of saying that you've been accu-
rate in the past, but it would certainly surprise the dickens out of
me because the budget deficit that comes to us, the first estimate,
I've tallied it very, very carefully-it's been wrong year after year
after year after year, without exception. Thank you, Mr. Chairman.
I'll have some questions.

Senator SARBANES. Mr. Secretary, we'd be pleased to hear from
you.

STATEMENT OF HON. JAMES A. BAKER III, SECRETARY OF THE
TREASURY

Secretary BAKER. Thank you very much, Mr. Chairman. Let me
first respond to Senator Proxmire's comments, if I might, and start
by saying thank you, Senator, for what you said as you led into
your initial comment.

I'm not sure I agree with you that we've been wrong year after
year after year, particularly last year. But regardless of whether
we have been or not, I think we might have been a lot closer to
right, Mr. Chairman, if you'd passed the President's budget in even
one of those years. You never passed the President's budget. So,
how can you say we were wrong?

As far as our real GNP growth estimate this year is concerned,
it's a very reasonable estimate. It's within the range of the private
forecasters. Last year, we came in low. Last year, you told us we
were too optimistic, that we'd come up here with a rosy scenario
estimate and, as it turned out, it was too low, and growth was sig-
nificantly greater than we anticipated or than we forecast.
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The truth of the matter is, Mr. Chairman, over the past 7 years,
our real GNP growth estimates have been too low four times and
too high only three times in terms of our growth estimates.

But I'm sure that Senator Proxmire will have more that he
wants to talk about on that subject later. So let me, if I might,
summarize my prepared statement and ask that the prepared
statement itself be included in the record.

Senator SARBANES. The entire statement will be included in the
record.

Secretary BAKER. Let me start, Mr. Chairman, by saying that it's
a pleasure to be here today to discuss the economic outlook, to dis-
cuss the administration's budget and to discuss the economic
report.

As Congressman Wylie has indicated, the U.S. economy really
exceeded almost all expectations in 1987. Prospects for continued
expansion this year are, we think, very encouraging. Again, as the
Congressman noted, we are in the 64th successive month of expan-
sion in this country, the longest peacetime expansion on record.
Income and employment has risen impressively and inflation has
been held to a very moderate pace.

We, as I just mentioned, projected 3.2 percent real growth over
the four quarters of 1987. The consensus of private economists pro-
jected a little less than 3 percent. As it turned out, real growth was
3.9 percent, exceeding our own projection as well as the consensus
of private sector forecasters.

During 1987, the civilian unemployment rate dropped by nearly
1 full percentage point, from 6.7 percent in December 1986 to 5.8
percent in December 1987, which is the lowest rate in this decade.

Employment rose by about 3 million people in 1987, bringing the
gain across the entire expansion to 141/2 million new jobs. This is
more new jobs than Western Europe and Japan have created to-
gether in the last two decades. And at the end of last year, the per-
centage of the working-age population that was employed in Amer-
ica was at an alltime high.

Last year's inflation rates were higher than they had been in
1986, but this reflected, of course, the 1986 drop and subsequent
rise in oil prices.

The U.S. inflation rate has averaged less than 4 percent over this
expansion, which I think is a truly remarkable achievement. In the
past, the rate of inflation has typically risen as an expansion has
proceeded, necessitating a more restrictive policy which could en-
danger continued economic growth. Suffice it to say that those in-
flationary pressures have not appeared in the current expansion.

Our progress in the manufacturing area, Mr. Chairman, has
been particularly striking. Industrial production rose by 5.4 percent
over the 12 months of 1987, following an increase of only a little
more than 1 percent during 1986. Employment in manufacturing
rose by 407,000 people during 1987, following declines in each of
the 2 previous years.

Much of the rebound in America's manufacturing reflects a re-
vival of exports as a more reasonably valued dollar lets the com-
petitiveness of U.S. producers shine through. In volume terms, the
U.S. merchandise exports in the four quarters of 1987 rose almost
twice as fast as any other yearly increase in this expansion.
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By almost any criteria, this has been a sound economic perform-
ance. It's been one that should serve as a solid foundation for con-
tinued growth in this coming year.

The administration's forecast for 1988 reflects the divergent
forces that had emerged by the end of 1987. On the one side, indus-
trial production remains robust; on the other, consumer demand
appears to be slowing. Consequently, we expect real growth to mod-
erate from the 3.9 percent across the four quarters of 1987 to 2.4
percent during 1988.

On balance, inflation in 1988 should be little changed from what
it was in 1987. We project consumer prices to increase in 1988 by a
little less than in 1987.

We expect real GNP to rebound to a growth rate of 3Y2 percent
across the four quarters of 1989.

Mr. Chairman, it's our judgment that if sound economic policies
are pursued, including steady, moderate growth of the monetary
aggregates and continued reduction in the budget deficit through
restraint of spending, there's no reason for the turmoil in financial
markets of last fall to lead to an economic downturn.

An important impetus to growth this year should come from fur-
ther improvement in our trade balance. The impact of the decline
in the dollar in foreign exchange markets, accompanied by policies
designed to stimulate growth abroad, has led to a shift in the com-
position of U.S. gross national product growth toward rising ex-
ports and substitution of domestic production for imports. Since the
third quarter of 1986, when the dollar merchandise trade deficit in
volume terms was at its widest, improvement in the real merchan-
dise trade balance has accounted for fully one-fifth of the growth of
real gross national product in the United States.

The agreements that were made by the major industrial coun-
tries, as evidenced at the Louvre last February, in Washington last
April, and in last December's Group of Seven statement, paved the
way for continued resolution of external imbalances and hence, ad-
ditional export-led growth for the United States.

The U.S. deficit spending is being curtailed. Japan is pursuing
economic policies to sustain strong domestic growth. Germany has
taken measures to improve growth, including advancing tax cuts
and providing additional investment incentives. So, Mr. Chairman,
with the world economy just starting to benefit from our efforts to
encourage international cooperation, we really could not pick a
worse time to resort to protectionism here in the United States.
Nothing would more surely close foreign markets and create un-
necessary uncertainty than legislation which closes our markets.

This is also true for the flow of investment, every bit as much as
for the flow of goods and services. We welcome and we invite for-
eign investment in the United States; we have always throughout
our history. Investment, foreign and domestic, generates jobs, it
generates output, it generates technology, and it generates manage-
rial skills. All of these are good for the U.S. economy.

That foreigners are willing to invest in the United States is a
sign of its strength. Erecting obstacles to foreign capital inflows
would threaten this economic vitality. It would reduce, not en-
hance, U.S. competitiveness. And it would lower standards of living
both in the United States and abroad.
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We made substantial budget progress in fiscal 1987, Mr. Chair-
man. The final statistics show a $150 billion deficit, which is 3.4
percent of gross national product, down $71 billion from the $221
billion, or 5.3 percent of gross national production, in fiscal 1986.
Relative to GNP, the 1.9 percentage point reduction in a single
year is a major accomplishment. Even though we benefited some-
what from higher than expected revenues from the Tax Reform
Act of 1986, the keys to our success were, and must continue to be,
spending restraint and sustained economic growth. After adjusting
for inflation, Federal outlays actually fell in fiscal 1987, the first
such decline in 14 years.

Looking forward, we made even further progress as a result of
the 1987 budget summit and its associated legislation. This is re-
flected in the substantial improvement in the current services esti-
mates. Under current service projections, the deficit is projected to
fall significantly in the coming years. But, of course, there is still
much work to be done.

Congressional adoption of the President's budget proposals to im-
plement the remainder of the budget summit agreement would
continue to move the Federal Government along the path of
needed expenditure control and it would reduce the deficit even
faster. Because of the progress that's been made to date, the policy
changes in the President's budget relating to deficit reduction are
not as large as they have been in previous budget submissions, and
they really should be readily achievable by the Congress.

The proposed budget would reduce the deficit from $147 billion
in fiscal 1988 to $130 billion in fiscal 1989, from 3.1 percent of GNP
to 2.6 percent of GNP, a clear message to the American people and
to financial markets that deficit reduction is firmly in place. The
deficit would be reduced to $23 billion in fiscal 1993, which would
be only four-tenths of 1 percent of GNP.

Two important turning points are projected in our 1989 budget.
These turning points reinforce the message to financial markets
that the deficit is under control. As the first chart which is at-
tached to my prepared statement demonstrates, interest payments
on Federal Government debt as a share of the budget are projected
to decline after fiscal 1988. No longer, Mr. Chairman, will growing
interest payments force contraction in other parts of the budget.

As the second attached chart shows, the economy is growing
faster than the national debt is growing. By fiscal 1992, the debt
will be rising less rapidly than the rate of inflation and will actual-
ly be falling in real terms.

Mr. Chairman, the American people are not undertaxed; the
Government has overspent. As shown by the third chart attached
to my prepared statement, Federal revenues as a share of GNP
have generally exceeded their 1964 to 1979 average during the past
7 years and are projected over the next 6 years to average 1 full
percentage point above this historical norm. Meanwhile, the Feder-
al budget's outlay share of the GNP has on average exceeded the
1964 to 1979 average by 3.5 percentage points during the past 7
years.

This budget does not contain any major new tax proposals. In
light of the landmark changes in our tax structure brought about
by the Tax Reform Act of 1986, it is imperative that we give indi-



342

vidual taxpayers, businesses, investors, and, yes, even Government,
some breathing room, a chance to adapt.

While we are succeeding in reducing our budget deficit, Mr.
Chairman, the budget process itself has fallen into disarray. For 2
consecutive years, Congress has delivered a mammoth omnibus ap-
propriations bill well into the fiscal year that must be signed in a
matter of hours, or else the Government has to shut down. The
budget process, in our view, should be reformed, root and branch.

Mr. Chairman, we enter 1988 with cautious optimism. The econo-
my continues to exhibit considerable forward momentum. Employ-
ment growth remains strong and inflation is under control. The
continued restraint of Government spending in the President's
fiscal 1989 budget is an extension of the policies that have promot-
ed strong, sustainable, noninflationary economic growth. And I am
sure that by working together, the administration and the Con-
gress can provide a budget that consolidates our hard-fought gains
on deficit reduction without sacrificing funding for the necessary
and important functions of government.

Mr. Chairman, I'd be pleased to try and respond to the commit-
tee's questions.

[The prepared statement of Secretary Baker, together with at-
tached charts, follows:]
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PREPARED STATEMENT OF HON. JAMES A. BAKER III

Mr. Chairman and Members of the Committee:

It is a pleasure to meet with you today to discuss the
economic outlook and the Administration's budget.

1987 in Review

The pace of U.S. economic growth improved in 1987, exceeding
almost all expectations. Prospects for continued expansion this
year are encouraging despite the stock market decline. Exports
are growing strongly and the improving real trade balance
continues to add to domestic output growth. We have made
considerable progress on the Federal budget deficit. Last year's
budget summit and ensuing legislation were positive steps toward
ensuring that this progress will continue.

The current expansion is now in its 64th month and is the
longest peacetime U.S. expansion on record. Income and
employment have risen impressively while inflation has been held
to a moderate pace.

While our focus today should be on the present and the
future, it is worthwhile to review last year's experience. At
the beginning of last year, some forecasters doubted that a
strong expansion would continue. The Administration was
criticized by some for issuing al, overly optimistic forecast. We
projected 3.2 percent real growth over the four quarters of
1987. The consensus of private economists projected a little
less than 3 percent growth and a few economists were warning of
recession. As it turned out, real growth was 3.9 percent,
exceeding our own projection as well as the consensus of private
sector forecasters.
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Continued expansion of the economy last year led to lower

unemployment rates and a high rate of job creation.

o During 1987, the civilian unemployment rate dropped by
nearly one full percentage point from 6.7 percent in

December 1986 to 5.8 percent in December 1987, the

lowest rate of this decade. The unemployment rate for

blacks was down by 1-1/2 percentage points and that for

Hispanics by more than 2 percentage points.

o Employment rose by about 3 million persons in 1987,

bringing the gain across the entire expansion to more
than 14-1/2 million. This is more jobs than Western
Europe and Japan have created in the last two decades.
By the end of last year, the U.S. employment ratio

(those working as a proportion of the working-age
population) was at an all-time high.

Last year's inflation rates were higher than they had been

in 1986 but this reflected the 1986 drop and subsequent rise in

oil prices. The U.S. inflation rate has averaged less than

4 percent over the expansion--a remarkable achievement. In the

past, the rate of inflation has typically risen as an expansion

has proceeded, necessitating more restrictive policy which could

endanger continued economic growth. But such inflationary

pressures have not appeared in the current expansion.

Our progress in the manufacturing area has been particularly

striking. The resurgence of U.S. manufacturing was an important

feature of last year's economic developments.

o Industrial production rose by 5.4 percent over the

twelve months of 1987, following an increase of only a
little more than 1 percent during 1986.

o Employment in manufacturing rose by 407,000 during

1987, following declines in each of the previous two
years.

o In 1986, the last year for which full international
data are available, the United States was the only one

of twelve major industrialized countries to register a

decline in unit labor costs in manufacturing.

o Much of the rebound in manufacturing reflects a revival

of America's exports as a more reasonably valued dollar
lets the competitiveness of U.S. producers shine

through. In volume terms, U.S. merchandise exports in

the four quarters of 1987 rose almost twice as fast as

any other yearly increase in this expansion.
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By almost any criteria this has been a sound economic
performance, one that should serve as a solid foundation for
continued growth in the coming year. Hurdles remain, but they
can be overcome with appropriate and timely policy choices.

In the fiscal area, we made welcome progress in reducing the
Federal budget deficit. In the 1987 fiscal year concluded last
September, the deficit fell by S71 billion--the largest single-
year decline on record. While special factors accounted for some
of the decline, the key ingredients were spending restraint and
robust economic growth. Remarkably, Federal outlays actually
fell in real terms for the first time in 14 years.

The budget agreement between the President and the joint
leadership of Congress reached late last year is a significant
step toward assuring continued fiscal restraint. We believe that
we have shown the public and the financial community that the
Administration and Congress are able to work together to get
control of the Federal deficit.

On the monetary front, 1987 was a year of adjustment by the
Federal Reserve. As 1987 began, it was clear that the pace of
expansion in the monetary and reserve measures in late 1986 had
been excessive and that inflationary expectations were being
rekindled. Thus, some deceleration of monetary growth was
desirable. The Fed, however, responded immediately to the stock
market crash in October in a successful, and widely praised,
effort to provide needed liquidity to the financial system. By
the end of the year, interest rates were down from their October
highs, but moderately higher than they had been at the beginning
of the year.

Economic Forecast for 1988 and Beyond

The Administration forecast for 1988 reflects the divergent
forces that had emerged by the end of 1987. On the one side,
production remains robust as the industrial sectors demonstrate
substantial forward momentum. On the other side, domestic demand
appears to be slowing as consumers respond to the dramatic
decline in stock prices last fall and the lagged effects of a
more cautious monetary policy during last spring and summer.
Consequently, we expect real growth to moderate from the 3.9
percent across the four quarters of 1987 to 2.4 percent during
1988.

On balance, inflation in 1988 should be little changed from
1987. We project consumer prices to increase in 1988 by a little
less than in 1987.

Following relatively moderate real GNP growth this year, we
expect a rebound to a growth rate of 3-1/2 percent across the
four quarters of 1989. For the years thereafter, we have
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projected that the economy will gradually move to a position of

relatively full utilization of resources. Of course, it is

impossible to forecast the exact path of activity over the longer

term, and we recognize that actual movements of the economy will

be far more cyclical than the smooth path in these working

assumptions.

The Administration forecast of real growth this year is well

within the range of private forecasts. It is just slightly ahead

of the Blue Chip consensus of about 1.8 percent, fourth quarter

to fourth quarter, which is also the figure projected by the

Congressional Budget Office. As already noted, our forecast for

1987 came closer to the mark than either the private consensus or

CBO. The Administration forecast has underpredicted real growth

in three of the last five years of economic expansion.

Admittedly, there are a number of uncertainties in the

outlook for this year. When we first began preparation of the

forecast for the FY 1989 budget, the decline in the stock market

had only recently occurred. Many private analysts were

predicting that its impact on household balance sheets and hence

on consumer spending would be so severe that the economy would be

tipped into recession. Other analysts were more impressed by the

considerable forward momentum of the economy and were concerned

that it would proceed at such a pace as to reignite inflationary

pressures.

Subsequent events appear to have confirmed that the middle

course chosen for the Administration forecast was the correct

one.

o Clearly, the forward momentum of last fall has been

tempered. Consumer spending slowed somewhat toward the

end of 1987, perhaps partly in response to the stock

market decline, though the pattern of consumer spending

had softened somewhat earlier in the year. Inventory

imbalances have emerged in scattered segments of the

economy, most notably at retail trade.

o On the other hand, the pace of new order placement with

manufacturers and the mounting backlog of unfilled

orders confirm that there remains substantial forward

momentum in the industrial sector.

o Moderation of consumption, higher saving and rising

orders have coincided with a shift in activity toward

export-led growth and a larger role for business fixed

investment.

It is our judgment that if sound economic policies are

pursued -- including steady, moderate growth of the monetary

aggregates and continued reduction in the budget deficit through
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restraint of spending -- there is no reason for the turmoil in
financial markets of last fall to lead to an economic downturn.
Nor would there be reason for the forward thrust of the
industrial sector to get out of hand and generate the types of
excesses that eventually resulted in downturns in the past.

An important impetus to growth this year should come from
further improvement in our trade balance. The impact of the
decline in the dollar in foreign exchange markets, accompanied by
policies designed to stimulate growth abroad, has led to a shift
in the composition of U.S. GNP growth toward rising exports and
substitution of domestic production for imports. Since the third
quarter of 1986, when the dollar merchandise trade deficit in
volume terms was at its widest, improvement in the real
merchandise trade balance has accounted for fully one-fifth of
the growth of real GNP, as the real volume of our merchandise
exports rose at an annual rate of 19 percent while imports
increased at a rate of only 4 percent. The latter represents a
marked slowing from the 14 percent annual rate of growth averaged
across the three previous years.

o The dramatic improvements in the tradable goods sector
of our economy are illustrated by the increase in
production of steel by U.S. mills of one-third in the
fourth quarter of last year from a year earlier. This,
along with a rationalization of productive capacity,
has propelled the capacity utilization rate in the
steel industry to 95 percent, the highest since 1978.

o To cite another example, the value of shipments in the
semiconductor industry jumped 13 percent last year
measured in nominal terms and by more than that if
correction is made for declining prices in the
industry. The trade gap in semiconductors has been cut
by more than one-half from the $2-1/4 billion deficit
in 1984.

Overall, rising production has pushed up operating rates to
some of the highest levels witnessed since the 1960s in such
industries as paper and textiles. These high capacity
utilization rates, along with a dramatic improvement in profits
in the industrial sector, imply continued strength in business
capital spending, another element pointing to sustained economic
expansion during 1988.

An additional positive influence this year is the full
implementation of the Tax Reform Act of 1986. Though impossible
to isolate, some economic activity may well have been postponed
until this year when tax rate reduction became fully effective.
Spendable incomes of consumers were boosted at the start of 1988
by the reduction of 6 or 7 percent in withholding, though a
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portion of that is being offset by higher social security tax
rates.

The International Economy

With the U.S. economy turning to export-led growth,
developments abroad play an important role in our 1988 outlook.
Last year real GNP in the industrial countries grew nearly 3
percent -- the fifth year of sustained expansion from the 1982
recession. We expect another year of 2-1/2 to 3 percent real
growth in 1988. Inflation in the OECD countries in the last two
years has reached the lowest rates since 1967, and should remain
low.

We are also beginning to see progress in reducing external
imbalances worldwide, even though more needs to be achieved.
Patterns of demand are changing. Last year demand from domestic
sources in the United States moderated, while foreign demand for
our exports grew sharply. In 1987 real net exports of goods and
services added to domestic output growth for the first time since
1982. With domestic demand abroad likely to remain considerably
stronger than in the United States, the real trade balance should
continue to improve. Furthermore, this substantial strengthening
in our real trade balance should also be reflected by lower
nominal trade and current account deficits this year.

Over the past years, the major industrial countries have
intensified efforts to strengthen international economic policy
coordination. The key focus of these efforts has been to achieve
reductions in external imbalances in the context of sustainable
noninflationary growth and greater exchange market stability. We
have made substantial progress in achieving these goals.

At the Tokyo and Venice Summits, the Heads of State or
Government of the Economic Summit countries developed and refined
a new coordination process, using economic indicators, to assess
the consistency and mutual compatibility of policies and to
determine if a significant deviation from an intended course was
emerging, requiring remedial action. The major countries have
also agreed on the basic directions that their policies should
follow and--as evidenced at the Louvre last February, in
Washington last April, and in last December's Group of Seven
statement--have made specific commitments to achieve these
ends. U.S. deficit spending is being curtailed. Japan is
pursuing economic policies to sustain strong domestic growth,
including monetary policies to accommodate declining interest
rates. Germany has taken measures to improve growth, including
advancing tax cuts, providing additional incentives to investment
and reducing short-term interest rates.

The substantial changes in currency values that have
occurred are contributing importantly to the reduction of
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external imbalances. The major industrial nations have agreed,
however, that a further decline in the exchange rate of the
dollar could be counterproductive. Therefore, the United States
has and will continue to work closely with its major trading
partners to foster exchange rate stability and I want to assure
you that the U.S. will do its part in this effort.

Despite the substantial progress that has been made, there
is clearly room for further improvement. We need to make
coordination a more effective process for encouraging the sound
policies necessary for improved global growth and financial
stability. One potentially helpful measure, which I proposed in
my speech to the Annual Meetings of the World Bank and IMF, is
the use of a commodity price index including gold, as one
indicator, among others, of global inflationary and deflationary
trends.

In the area of trade policy, the Administration has gone to
unprecedented lengths to open up foreign markets, although these
measures, of course, can only reinforce our macroeconomic efforts
to moderate our international imbalances. We have negotiated a
comprehensive bilateral arrangement with enormous potential
economic significance, the Free Trade Agreement with Canada. I
would like to elaborate briefly on this because of the
unprecedented opportunities it presents. Under it, both
countries will eliminate tariffs with their largest trading
partner, protect rights of investors, enhance energy security,
establish a framework for services, and remove many irritants.
We have also negotiated a framework agreement with Mexico to
address trade and investment issues.

It was largely as a result of our initiative and persistence
that the Uruguay Round was launched. We are now through the
first stage, that of identifying issues, and are moving into
substantive negotiations. We hope, through a mid-term review, to
have some preliminary results this fall, particularly in the very
important area of agriculture. Bilaterally, we continued to
maintain strong measures against unfair foreign trade practices,
taking on issues like Japanese cigarette restrictions, Korean
insurance, EC subsidies on canned fruit, and Taiwan's
restrictions on alcohol.

In view of the recent rapid expansion in U.S. exports, it is
particularly important to maintain the momentum in our market
opening efforts. Protectionist legislation is always bad. But
this would be perhaps the worst of times. Our exporters and
their employees are starting to benefit enormously, some from
several hard years of cost-cutting and reorientation as well as
from international developments. Nothing would more surely close
foreign markets and create unnecessary uncertainty than
legislation that closes our markets. We should work together to
avoid that.

85-120 0 - 88 - 12
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A sound world economy also requires further progress in
dealing with the debt problems of the developing countries. The
United States will continue to play an active role in
coordinating international efforts to address those problems.
The success of the present strategy depends critically upon
debtor countries' efforts to improve growth in their own
economies. Support for market-oriented reforms through new
financial flows from international financial institutions and
commercial banks is also essential.

Considerable progress has been made under this strategy
during the past two years. To help sustain these efforts and
ensure adequate international support, we have supported
negotiations on a global capital increase for the World Bank. We
have also proposed the creation of a new IMF External Contingency
Facility to help cushion the effect on IMF standby programs of
unforeseen external developments, such as weaker commodity prices
or sustained higher interest rates. And, we have encouraged the
development of a "menu" of alternative financing options.

In contrast, so-called "comprehensive" or "global" solutions
involving transfer of the problem to taxpayers in creditor
countries are unacceptable. In addition to the major cost to
taxpayers, these proposals are even counterproductive to long-
term growth because they would discourage new private money flows
in the future, fail to secure market-oriented adjustments in
debtor nations, irreparably politicize the problem by
consolidating it in a centralized forum and encourage debt
repudiation.

Budget and Deficit Overview

We made substantial budget progress in FY 1987. The final
statistics show a $150 billion deficit (3.4 percent of GNP) in
FY 1987, down $71 billion from the $221 billion (5.3 percent of
GNP) in FY 1986. Relative to GNP, the 1.9 percentage point
reduction in a single year is a major accomplishment. Even
though we benefited somewhat from higher than expected revenues
from the Tax Reform Act of 1986, the keys to our success were,
and must continue to be, spending restraint and sustained
economic growth. After adjusting for inflation, Federal outlays
actually fell in FY 1987, the first such decline in 14 years.

Looking forward, we made even further progress as a result
of the 1987 Budget Summit and the associated legislation. This
is reflected in the substantial improvement in the current
services estimates. Under current services projections, the
deficit is projected to fall significantly in the coming years.
Earlier in the decade, in the wake of the 1980 and 1981-82
recessions, Federal debt was rising as a share of GNP, and debt
service was rising as a share of the budget. Today, we project
under current services that Federal debt held by the public as a
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share of GNP will be flat in FY 1988 and FY 1989, and fall

thereafter. Net interest will be falling as a share of GNP in FY

1989 and will be declining absolutely by FY 1992. Still, there

is work to be done.

Congressional adoption of the President's budget proposals
to implement the remainder of the budget summit agreement would

continue to move the Federal Government along the path of needed

expenditure control, and reduce the deficit even faster. Because

of the progress that has been made to date, the policy changes in

the President's budget relating to deficit reduction are not as

large as in previous budget submissions, and should be readily

achievable by the Congress. The proposed budget would reduce the

deficit from $147 billion in FY 1988 to $130 billion in FY 1989

(from 3.1 percent of GNP to 2.6 percent)--a clear message to the

American people and to financial markets that deficit reduction
is firmly in place -- and to $23 billion in FY 1993 (0.4 percent
of GNP).

Two important turning points are projected in the FY 1989

budget. These turning points reinforce the message to financial

markets that the deficit is under control. As the first attached

chart demonstrates, interest payments on Federal government debt

as a share of the budget are projected to decline after FY
1988. No longer will growing interest payments force contraction
in other parts of the budget. As the second attached chart

shows, the economy is growing faster than the national debt. By
FY 1992 the debt will be rising less rapidly than the rate of

inflation, and will actually be falling in real terms.

Federal receipts will be growing strongly in absolute terms

as the economy itself grows, and as previously scheduled
increases in payroll taxes become effective this year and in

1990. Receipts are projected to rise by an average of almost

8 percent annually between FY 1987 and FY 1993, just under the

9 percent rise averaged in the previous seven-year period.
Receipts are expected to remain at a relatively constant share of

GNP, over the next six years, between 19.2 and 19.5 percent.

The American people are not undertaxed; the Government has

overspent. As shown by the third chart attached to my statement,

Federal revenues as a share of GNP have generally exceeded their

1964-1979 average during the past seven years and are projected
over the next six years to average one full percentage point

above this historical norm. In contrast, the Federal budget's
outlay share of the GNP has, on average, exceeded the 1964-79
average by 3.5 percentage points during the past seven years.

Continued spending restraint, as proposed in the FY 1989 budget,
should shrink the share of GNP spent by the Federal government to

19.8 percent in 1993, the lowest it has been since the late

1960s.
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This budget does not contain any major new tax proposals.
In light of the landmark changes in our tax structure brought
about by the Tax Reform Act of 1986, it is imperative that we
give individual taxpayers, businesses, investors, and even
government, some breathing room -- a chance to adapt. At this
time, the single most important contribution to the tax code that
Congress can make is prompt enactment of technical corrections to
the 1986 Act; and the top tax policy priority at Treasury is
completing the implementation of that Act, by issuance of
regulations, rulings, and notices which provide t xpayer
guidance.

It is especially important that we do not allow the tax
reform accomplished in 1986 to be undone. In particular, we must
maintain the low rates of taxation for both individuals and
corporations. We must not let taxpayers be whipsawed by a tax
law that is continually changing. Businesses as well as
individuals require a stable tax environment in order to make
sensible economic decisions. There are no more important
ingredients to sustained economic growth than low tax rates
coupled with the promise of certainty.

The summit agreement brings us much closer to a Federal
government whose spending takes a relatively smaller proportion
of GNP from the private sector. We are confident that the
deficit can and should be reduced by continuing to shrink the
scope of government through spending restraint and economic
growth, rather than by tax rate increases.

Priorities

Last year's budget summit agreement was a major step toward
consolidating these gains. That agreement conveyed two important
messages to the American people. First, it demonstrated the
willingness and the ability of the Administration and the
Congress to work together constructively for the common good of
the Nation. Second, it signalled that both the Administration
and the Congress would not accept government spending set on
automatic pilot via the sequestration process in the Gramm-
Rudman-Hollings legislation. Make no mistake, automatic spending
cuts are preferable to some alternatives, such as no spending
cuts at all or higher taxes that slow the economy and undo the
benefits of tax reform. But automatic cuts ignore priorities:
Programs that may legitimately deserve additional funding are cut
right along with those programs that may have outlived their
usefulness.

The budget plan proposed by the President continues along
the deficit reduction path. It complies with the summit
agreement, completing the second part of the $76 billion deficit
reduction package, and it provides funding for critical functions
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of government while cutting back or, in some cases, terminating
funding of outmoded programs.

As agreed at the summit, the President's budget provides the
financing for the core elements of our defense and international
programs. Moreover, discretionary domestic programs will be
permitted only a net increase of 2 percent over the level
estimated for FY 1988. However, some programs, such as those for
education, drug enforcement, and technology development receive
larger funding increases, while others are reduced, reformed, or
proposed for termination. Examples of programs proposed for
termination include the rural housing insurance fund, the
Economic Development Administration, Urban Development Action
Grants, and Small Business Administration direct loans. The
exercise of such priorities is consistent with the agreement and
is an essential element in a dynamic Government's efficient
adaptation to a changing world and changing needs.

An often overlooked element of spending control is the
transfer of the provision of some goods and services from the
Federal government to the private sector. It has become
increasingly clear that the government and the private sector
should do what each does best. The Federal government should not
provide goods and services that can be more effectively and more
efficiently produced by the private sector. Moreover, government
actions and policies often interfere with the proper function of
the private sector. A major theme of the President's FY 1989
budget is regulatory relief and privatization. It is important
to note that the strategy of privatization does not necessarily
imply the elimination of goods and services now provided by the
government. Rather, it would make private alternatives
available. In this way, it ensures the production of the goods
and services actually demanded by consumers, not those chosen by
the government.

The Budget Process

While we have experienced success in reducing the budget
deficit, reforming the tax code, and releasing resources for
private use, the budget process itself has lapsed into
disarray. Last year the budget process failed to provide us with
an opportunity to decide many important budget matters on their
merits. The failure occurred despite the submission of a timely
budget proposal by the Administration. This is not responsible
governance. The budget process should be reformed, root and
branch. In his legislative message, President Reagan has
proposed numerous detailed reforms to the budget process,
including adoption of a line-item veto, the balanced budget
amendment to the Constitution with a super-majority vote required
for tax increases, a Joint budget resolution to be signed by the
President to set Congressional budget priorities, and enhanced
Presidential rescission authority. To help us make further
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significant progress in reducing the budget deficit, the Congress
should act on budget reform this year.

Conclusion

We enter 1988 with cautious optimism. While the dramatic
decline in stock prices last fall has clouded the outlook, the
economy continues to exhibit considerable forward momentum.
Employment growth remains strong and inflation is under control
even as the economy shifts over to export-led growth and more
emphasis on investment. The current economic expansion--the
longest on record during peacetime--is displaying few of the
imbalances that have jeopardized other expansions. The
extraordinary length of this expansion does not necessarily imply
an impending downturn as some analysts suggest. Expansions do
not die of old age; they have typically been aborted by erratic
and inappropriate policy changes.

The continued restraint of government spending in the
President's FY 1989 budget is an extension of the policies that
have promoted strong, sustainable, noninflationary economic
growth. In confronting the uncertain events that will evolve in
the coming year, it is imperative for us to resist additional
government involvement as a solution to short-run problems. Such
involvement has been unsuccessful in the past and ultimately
becomes part of the problem rather than part of the solution. I
am sure that by working together the Administration and the
Congress can provide a budget that consolidates our hard-fought
gains on deficit reduction without sacrificing funding for the
necessary and important functions of government.
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Senator SARBANES. Thank you very much, Mr. Secretary, for
your statement. I'll say to the members of the committee that we'll
take a 10-minute round each.

Mr. Secretary, I have one process question I want to put to you
right in the beginning. I think there's general agreement in the
Congress and the executive that the appropriation bills ought to
come to you separately and not in one all-embracing, continuing
resolution.

But simply to set the record straight, isn't it the case that last
year, at the time the budget agreement was reached between the
Congress and the executive, part of the agreement was that the ap-
propriation bills would be presented as a package in order for the
administration and the Congress to be in a position to judge that
the agreement had been complied with, rather than being sent sep-
arately, which would have created the problem as we moved along
in determining compliance or noncompliance?

Secretary BAKER. Well, we would have been willing to see the ap-
propriations bills come down beforehand. What we really did insist
on, Mr. Chairman, was that the reconciliation bill not be presented
separately so that we would be put in a position of signing a tax
bill without knowing whether the agreed upon spending cuts had
been achieved.

Senator SARBANES. That's right. But--
Secretary BAKER. I wouldn't quarrel with your conclusion. It is

also true that in the past, on a couple of occasions, there's been
agreement between the executive and legislative branches that
some appropriations bills be held and sent down as a group or held
for the continuing resolution.

But the real problem is that in many instances, there has not
been such an agreement over the past 7 years and we've not re-
ceived the 13 appropriations bills, as is called for by the normal
budget process, in any one year since we've been here.

We think we need to get back to that. We're pleased that the
Congress thinks we need to get back to that.

Senator SARBANES. I think that it clearly will happen this year,
since there's been an overall agreement on what the broad outlines
of the budget are to be.

But I think it's important for the record to recognize that part of
the agreement was that the reconciliation bill and, in effect, the
budget bill would come to you together, so that you'd be in a posi-
tion to judge the total package and assess the compliance with the
overall agreement which had earlier been struck between the Con-
gress and the executive branch.

Secretary BAKER. To state it exactly the way it was, as I remem-
ber it, and I was a party to it, we said: Don't send us the tax bill
without sending us the spending bills at the same time. Don't put
us in a position of having to sign a tax bill and then hope we get
the spending reductions.

We played that game back in 1982 and we got hooked. I believe
that we didn't want the same to happen in 1987. If you want to
characterize that as an agreement on the appropriations bills, it's
fair enough with me. I'd have no quarrel with that.

Senator SARBANES. All right. You're projecting a declining deficit
year to year through 1993. But you do make the statement in your
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prepared remarks, "Of course, it is impossible to forecast the exact
path of activity over the longer term and we recognize that actual
movements of the economy will be far more cyclical than the
smooth path in these working assumptions."

Your working assumptions are of a very smooth path and the
economy moving from strength to strength. There are some who
think that that's, in a sense, unrealistic because we have the cycli-
cal phenomenon.

Let me put this question to you. What policy do you think should
be pursued if there should be a downturn in the economy?

Secretary BAKER. Well, we don't forecast a downturn, Mr. Chair-
man, and therefore, I would not want, by answering hypothetical
questions, to suggest that we see a downturn in the offing. We
really don't.

As you know, some people have said since early 1983 that the
economy was going to fall into recession, that it was going to go off
the cliff, that the wheels were going to come off. And that hasn't
happened. The current expansion is 64 months old now. We don't
think that there's any reason why we can't continue to see the
slow, steady, moderate, sustained, noninflationary growth that we
project if we follow the appropriate policies, if we continue to exert
a discipline to cut spending, and if we don't raise taxes.

I think that if growth falters, then we'd have to take a look, or
the people in charge of making policy at that time would have to
take a look, and decide what they're going to do.

But you can't sit here now, I don't think, and forecast that.
Senator SARBANES. Would you agree, though, that our options

are very limited, in terms of what we could do, if we should have a
downturn?

Secretary BAKER. Well, I don't know that our options are as wide
ranging as they might be. But, I think they would have been more
limited had we had a downturn between 1983 and 1988. But we
didn't have it. And I don't think we should assume that a down-
turn is going to happen. It would appear now that it's not going to
occur, at least as a consequence of what happened in the markets
in the middle of October of last year.

Senator SARBANES. On the monetary policy side, where you say
that we need steady, moderate growth of the monetary aggregates,
what does that suggest for interest rates?

Secretary BAKER. Well, I've stayed away from predicting interest
rates, Mr. Chairman, for the 3 years that I've been Secretary of the
Treasury, and it's been a very good thing to do. I don't want to
start predicting them now, other than to point you to the adminis-
tration's formal assumptions.

Senator SARBANES. Well, let me just lead into those with a fur-
ther question. You've been predicting faster growth than the Blue
Chip indicators have predicted for the coming year.

Secretary BAKER. We do predict it for the coming year.
Senator SARBANES. Right.
Secretary BAKER. But only, I think, by six-tenths of 1 percent.
Senator SARBANES. And at the same time, you predict lower in-

terest rates than they predict.
Secretary BAKER. That's correct.
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Senator SARBANES. So you're in the situation of predicting great-
er growth and lower interest rates. How do you square that?

Secretary BAKER. Well, so far, that's what has happened. We are
being borne out by what has taken place since we formulated those
estimates late last year. Interest rates are a lot closer to what
we've predicted than to what CBO has predicted. Growth appears
to be closer to what we've predicted than to what CBO has predict-
ed.

I would also justify it by pointing you to the estimates that were
made last year, which people said were too rosy. CBO was not as
optimistic. It turned out that we were right and CBO was wrong.

Senator SARBANES. What's your current view of the monetary
policy being pursued by the Fed?

Secretary BAKER. I am in fundamental agreement with the mon-
etary policy being pursued by the Federal Reserve.

Senator SARBANES. And how long has that been the case?
Secretary BAKER. That's been the case for some time, quite some

time. As a matter of fact, going back before the change of chair-
manship of the Board of Governors.

Senator SARBANES. Did you not think the Federal Reserve was
pursuing too restrictive a policy last year, at some point last year?

Secretary BAKER. I have always said, Mr. Chairman, that I con-
sider the policy being pursued by the Fed to be either adequate, or
I have said upon occasion that I am in fundamental agreement
with it. Beyond that, I've really made no public comment.

Senator SARBANES. In your prepared statement, you mention
that both Japan and Germany have sought to reduce their trade
surpluses by reducing short-term interest rates to stimulate their
domestic economies.

I'm a little concerned as to why we regard this so positively,
since low interest rates abroad would stimulate the flow of capital
to the United States, strengthening the dollar and retarding the
improvement of our trade deficit.

Wouldn't it be better for them to pursue a combination of fiscal
stimulus and monetary restraint?

Secretary BAKER. We think that whatever those surplus coun-
tries can do, Mr. Chairman, to increase their domestic demand and
to increase their ability to absorb more imports from the United
States and other parts of the world should be done and would be a
very salutary thing. So, we were anxious to see them move, not just
on the fiscal side, but on the monetary side as well. And we've been
very pleased by what has taken place since last fall.

Senator SARBANES. Do you think their expansionary programs
are adequate?

Secretary BAKER. Sir.
Senator SARBANES. Do you think their expansionary programs

are adequate?
Secretary BAKER. I think that the world economy is adjusting,

Mr. Chairman. I think that we are seeing a resolution of the exter-
nal imbalances that have concerned us for some time. We see a de-
cline in the U.S. trade deficit in volume terms and we also see de-
clines in the German and Japanese trade surpluses in volume
terms.
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Senator SARBANES. When do you expect to see a decline in money
terms?

Secretary BAKER. Well, we saw a decline in nominal terms as
well in November and December of last year, if you're talking
about the U.S. trade deficit. But the nominal numbers, Mr. Chair-
man, fluctuate fairly substantially from month to month. But we
are pleased to see the nominal improvement that we saw in No-
vember and December.

Senator SARBANES. Mr. Secretary, in your prepared statement,
you testify that a further decline in the value of the dollar would
be counterproductive and that we will work closely with our trad-
ing partners to foster exchange rate stability.

Yesterday, Prime Minister Thatcher, in a statement to Parlia-
ment, said the British Government would not intervene to stop the
rise of the pound.

Well, first of all, were you informed of that beforehand and
second, what effect does this have on the statement of working
closely with our partners to foster exchange rate stability?

Secretary BAKER. The answer is we were not informed before-
hand, but that doesn't have, in our opinion, any effect on the state-
ment that we are going to continue to work closely with our trad-
ing partners to foster exchange rate stability.

We are quite satisfied that the United Kingdom, as well as all of
the other G-7 nations, remain fully committed to the agreement of
December 22, which states the conclusions that you've read in
phrasing your question.

So we don't see this action by the British Government, Mr.
Chairman, in any way as running counter to that agreement or
being somehow a repudiation of it. It's a matter involving mone-
tary policy considerations within the United Kingdom and particu-
larly, I think, the relation of sterling to the currencies in European
monetary system.

Senator SARBANES. If each of the other major trading countries
followed the same policy, the effort to foster exchange rate stability
would be dealt a major blow, would it not?

Secretary BAKER. Well, that's an assumption, though, that's not
warranted. They haven't followed such policies, and we have no
reason to think that they will. And the G-7 agreement of Decem-
ber 22, contains no secret agreements with respect to interest rates.
Countries are free to consider the requirements of domestic mone-
tary policy.

Senator SARBANES. My time has expired. I'll come back in a
second round. Congressman Wylie.

Representative WYLIE. Thank you, Chairman Sarbanes. I want to
pick up on a statement that you made, Mr. Secretary, where you
said, "The American people are not undertaxed; the Government
has overspent."

May I say that I respectfully disagree with the statement of the
gentleman from Wisconsin, Senator Proxmire, that we need a tax
increase. I want to see if I can't help you get me some support in
that view.

The CBO says that over the next 5 fiscal years, Treasury revenue
under current law will jump $365 billion. I think that's even under
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your estimate a little bit, isn't it, Mr. Secretary? Let's assume
they're accurate.

Secretary BAKER. Well, I can't answer that, Congressman Wylie,
but I assume so.

Representative WYLIE. OK. And that indicates that revenues will
be the highest in U.S. history in that period of time.

Secretary BAKER. Right. I just haven't seen that specific-
Representative WYLIE. All right. We have gotten by fiscal year

1988 supposedly with the so-called summit agreement. And may I
say that I appreciate your work on that summit agreement. I think
it does look like we can work together in a time of crisis and I
think it had a positive psychological effect.

In that agreement, there was a call for, I think, about $11 billion
in increased revenues. Is that right?

Secretary BAKER. Congressman, the number you're using would
be the total of all revenues in fiscal 1988, including user fees and
IRS compliance measures; $11 billion in fiscal 1988.

Representative WYLIE. That's $11 billion for fiscal 1988.
Secretary BAKER. Yes, sir, and $17.3 billion for fiscal 1989, in-

cluding what was characterized as hard taxes, user fees, and IRS
compliance.

Representative WYLIE. All right. The estimate here, according to
CBO, if I read it correctly, and if I'm not reading it correctly, if you
know differently, you can correct me, indicates that we will have
increased revenues of approximately $55 billion over the previous
fiscal year, which is, I think, above the estimate that was taken
into account at the summit agreement.

Secretary BAKER. I believe that's correct, Congressman Wylie.
Let me say this. We had greater revenues last year than we had

forecast. We think that was, in part, a consequence of tax reform.
In our revenue estimates for 1989 we include what we think will be
the effect of tax reform. It may well be that we'll see greater reve-
nues than those estimated because the marginal tax rate will fall
to that specified in the Tax Reform Act of 1986.

Representative WYLIE. I think the point I'm trying to make here
is that revenues have already increased. Apparently, according to
CBO estimates, more than was anticipated in the summit agree-
ment and more than anybody had anticipated.

Do you feel that this increase in revenue collections will be suffi-
cient to meet the deficit problem that Congress is now facing?

Secretary BAKER. We certainly do, Congressman Wylie. The point
I made in my opening statement is that if the President's budget is
passed, the deficit will be reduced to four-tenths of 1 percent of
GNP by 1993 and to 2.6 percent by next year.

Frankly, it's my personal opinion that we have been very, very
conservative in our estimates of revenues. Last year, we were way
too conservative and revenues came in much greater than we an-
ticipated. So, at the very least, we have not overestimated revenues
from tax reform. It wouldn't surprise me to see a big revenue gain
from tax reform again in calendar 1988, much as we experienced in
calendar 1987.

Representative WYLIE. All right. I'm always the incorrigible opti-
mist. But it seems to me, based on what CBO has projected as far
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as revenues are concerned and the deficit, that that's an indication
right there that we don't need a tax increase.

The other possible scenario, and one which I have advocated, is a
freeze across the board at spending levels for fiscal year 1987. That
would save somewhere in the neighborhood of $65 billion, accord-
ing to the figures which they gave us here, which could meet the
targets of Gramm-Rudman very handily.

What do you think about a freeze across the board? Now I'm
talking about all programs.

Secretary BAKER. Well, mathematically, a freeze is great, Con-
gressman Wylie, but I worry a little bit about it unless there is
some flexibility so that you can make some very, very difficult
policy choices.

A total freeze across the board would freeze FAA recruitment. It
would freeze law enforcement, drug enforcement, our efforts to
catch up in space, and spending to combat AIDS. It would also
freeze increases, for instance, for the National Science Foundation,
which we've included in the budget to make America more com-
petitive.

So I think that while a freeze has merits, it also has drawbacks.
A lack of flexibility is one reason we didn't propose one. We think
we can reduce the deficit without being quite that draconian.

But if I might just suggest one thing, and that is that the Ameri-
can people are not undertaxed. Receipts are roughly 19½/2 percent
of gross national product, which is just above the average for the
1960's and 1970's. But the U.S. Government continues to spend in
excess of 22 percent of our gross national product. A couple of
years ago, it was up in the 24 percent range.

So, it s not a case of not taxing enough; it's a case of continuing
to overspend. We need to reduce spending to about 20 percent of
gross national product.

Representative WYLIE. Well, I've suggested the possibility of a
freeze across the board. In a questionnaire to my constituents I
asked whether they would favor that. It came back overwhelmingly
in support of such a move, on the theory that everybody would par-
ticipate in the deficit reduction problem, which I think is the most
serious problem facing the Nation right now. But I'll pursue that
at another time.

In your statement, you also mentioned the need for congressional
spending restraint.

What do you think about the line-item veto in regard to the bal-
anced budget amendment? Would it help, and why?

Secretary BAKER. Well, sir, I think I mentioned that it's our view
that the budget process is broken. Notwithstanding what the agree-
ment might or might not have been between the legislative and the
executive branches, we find ourselves faced with a gridlock in the
budget process.

I really believe strongly that if you gave the President of the
United States line-item veto authority, you'd put the responsibility
on him, and then you could hold him responsible at the polls if you
didn't like what he did.

Right now, we don't have any way to extract a lot of really un-
necessary spending that is added to must-pass bills, bills that sig-
nificantly affect the national interest. So, the President is faced
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with the unpleasant choice of having to swallow those additional
spending items or veto a bill that's badly needed. Forty-three State
Governors have the line-item veto authority and I don't know why
we shouldn't follow the same approach at the national level. Then
if the President doesn't perform the way that the American people
expect him to, they can toss him out.

It seems to me that this is the only way that we're going to get a
handle on spending.

Representative WYLIE. I happen to agree with you. I've been
given a note that my time has expired. Thank you very much.

Senator SARBANES. Congressman Scheuer.
Representative SCHEUER. Thank you, Mr. Chairman. I, too, Mr.

Secretary, wish to congratulate you on your stewardship of the eco-
nomic life of our country. You've been a firm, steady hand at the
helm and considering the ideological predilections and preoccupa-
tions of this administration, I think you've done as moderate and
thoughtful a job as could have been possible under all of those con-
ditions. And I congratulate you for that and we're all the better off
for it.

In your prepared statement, you talk about the increase in em-
ployment of 3 million persons. And you talk about the unemploy-
ment rate dropping and you mention that the unemployment rate
for blacks was down by 1/2 percent and for Hispanics was down by
more than 2 percent.

Yet, there is a problem there. Unemployment rates for our total
country, for the total country, is 6.2 percent, but for blacks, it's 13
percent.

So the unemployment rate for blacks is about twice what it is for
the country at large, and it's much more than that for the white
population.

Now, this is no criticism of your administration because this has
been true historically for the entire time that I've been in Con-
gress; in fact, for much of that time, the black unemployment rate
was 2/2 times the white rate. So maybe it did improve somewhat
over this generation. But the black unemployment rate is greater
now then it was in the 1970's and the late 1960's. So we've lost
ground.

And it's no secret that we have developed a subgroup in our soci-
ety composed not entirely, but largely, of blacks and Hispanics who
are years behind grade level in reading. We have a 25 percent
adult illiteracy rate, or functional illiteracy rate, in our working
population that is a plague on our house and an albatross around
our neck.

The dropout rate for blacks in school is over 40 percent. For His-
panics, it's over 50 percent. And even those who graduate from
school, along with some whites, no question about it, even those
who graduate frequently can't read their diplomas. They can read
their names and write their names with agonizing difficulty, but
they can't read a simple job description. They can't read traffic
signs. They can't read a menu. They can't read "poison," spelled in
large letters on a big bag of insecticide and they feed it to the hogs
or the pigs thinking it's a nutrient.

There's an increasing mismatch between the skills of our central
city populations and the jobs that are there in abundance to be
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filled. Three-quarters of all the jobs in our central cities between
now and the year 2000 will require some postsecondary education.
It will require literacy plus.

But, yet, we have this profoundly unsettling rate of school failure
and adults coming into the working population without job skills
that the job market will respect, with little hope for them to ac-
quire independence and self-esteem in our society.

So we're adding to this subgroup every year of people who can't
make it, who see what comfortable, middle-class life is on their tel-
evision screens and who are bound increasingly to lash out in
anger and resentment and alienation.

And it's not only a problem of our national productivity and our
national competence that will affect the degree to which we can
compete in global commerce. It not only affects the constantly
growing course of the safety net for low-income people, young
people. But it's a poisonous social and political element in our soci-
ety.

So I ask you to think about that problem of black and Hispanic
undereducation, underemployment, unemployment, and a seeming-
ly inability to close the gap in the enjoyment of a middle-class qual-
ity of life in our country.

Wouldn't it be a great legacy for this administration to leave the
country in the waning 8 or 9 months, to come up with an imagina-
tive program for education remediation, helping our schools do the
job for this population group that seemingly has defied our best ef-
forts at bringing them into the educational mainstream, with a job
training program that will give them the kind of jobs that the job
market requires and for jobs that are greatly available in our cen-
tral cities, in the fields of communication, in the field of financial
services that require some computer capability, but are there and
will be there in increasing numbers.

So far, this administration has turned its back on that problem. I
would urge you as a matter of the future economic and even more,
the social and politicial health of our country, to think about ad-
dressing yourselves to this problem in the last 8 or 9 months.

Do you have any ideas how we can close the gap of the structural
unemployment and structural undereducation, structural underen-
joyment of the quality of life and structural underparticipation in
our economic life.

Secretary BAKER. Well, Congressman Scheuer, first of all, let me
say that I couldn't agree with you more that structural unemploy-
ment is a problem. It s not just a problem for the inner cities or for
the disadvantaged minorities involved. It's a problem for the
Nation.

I would disagree with you, however, that the administration has
turned its back on the problem. You asked me what we can do to
cure it. One thing we could do as a start, at least, would be to pass
the President's budget. Let me tell you why. There are very few
spending increases in the President's budget because of the budget
summit agreement. Furthermore, we're all interested in dealing
with the deficit problem by spending restraint.

But, let me tell you where some of the major increases in the
President's budget are. First of all, in education, $660 million has
been included for discretionary programs that provide crucial aid
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for the poor, the handicapped, and the educationally disadvan-
taged.

There's a 12-percent increase over fiscal 1988 to fight drug abuse.
One of the problems in the inner cities, as you well know, is the
problem of drug abuse.

Representative SCHEUER. Mr. Secretary, you put your finger on a
major problem. I serve, and I have served for several decades, on
the Select Committee on Narcotics. You spend less than 1 percent
of your total narcotics budget on education. We know that law en-
forcement is not going to make it.

Ever since I've been on that committee since the middle 1960's,
the FBNDD, in those days, the Federal Bureau of Narcotics and
Dangerous Drugs, and now the Drug Enforcement Administration,
have told us that they're catching maybe 10 to 15 percent of the
drugs coming into our country.

Secretary BAKER. Sure. That's right.
Representative SCHEUER. Since the memory of man runneth not,

they've been telling us they're picking up 10 to 15 percent. That
means 85 percent gets in. The figures are no different today.

Secretary BAKER. I'm not arguing that, Congressman. What I'm
saying is--

Representative SCHEUER. I strongly feel that we must have a
drug education program.

Secretary BAKER. I agree.
Representative SCHEUER. And yet, you're spending less than 1

percent of the Federal education budget on the one thing that crip-
ples and destroys the education prospects of young minority people.

Secretary BAKER. You asked me to take a look at this during the
last 8 or 9 months of the administration. I want to tell you that
that's part of what we're doing. Some of this increase for drug
abuse is going into education.

Representative SCHEUER. Well, we provided $250 million for drug
abuse education in the bill that we passed last year and the admin-
istration cut it by 60 percent, to $100 million. That's a trivial
amount for the greatest problem plaguing these minority kids in
our country.

Secretary BAKER. That's true. But my point to you is simply this:
we are asking for an increase this year in this area, among others,
partially in response to the drug-abuse problem that you've identi-
fied.

With regard to jobs, we're asking for an additional $500 million
for programs to teach skills to welfare recipients. In addition to
that, we're asking for almost a billion dollars-$980 million-for
worker readjustment programs. We've included increases for hous-
ing and for aid to the homeless.

Let me tell you what I think is the very best thing we could do to
confront the problem that you've identified. It's a suggestion we
made last year, but it didn't get anywhere. I think we're probably
making it again this year. I'm not the point person for the adminis-
tration on this. One of the problems underlying the high unemploy-
ment rate is that a lot of that unemployment is among disadvan-
taged youth, minority youth, as you know.

Representative SCHEUER. No question about it.
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Secretary BAKER. And I don't understand, Congressman, why we
cannot get support from your side of the aisle for a youth opportu-
nity differential on the minimum wage.

Representative SCHEUER. Mr. Secretary, would you be willing to
sit down with me and Congressman Gus Hawkins, who's chairman
of the House Education and Labor Committee, to discuss the whole
question of joblessness and education failure and job failure?

Secretary BAKER. Sure. Absolutely. I don't have the leadership,
as you know, on those issues in this administration, but, again, I
think that the youth opportunity differential would at least get us
started in the right direction. It would give these disadvantaged
urban youth, minority youth, a chance at a job.

Representative SCHEUER. I'd be glad to take the opportunity to
sit down with you and perhaps somebody from the Office of Educa-
tion

Secretary BAKER. And Labor.
Representative SCHEUER. And Labor.
Secretary BAKER. Yes, sir.
Representative SCHEUER. I appreciate that very much. Thank

you, Mr. Chairman.
Senator SARBANES. Congressman McMillan.
Representative McMiLLAN. Thank you, Mr. Chairman. I'd like to

congratulate the other side on their congratulations to the Secre-
tary for a job well done. [Laughter.]

We appreciate the work you do and especially the time you take
to come up here and bridge what's often a gap that fails to get
bridged between the executive and the legislature, and you do an
exceptional job of that.

I want to go back a little bit to I guess the core question which
has to do with dealing with what I perceive to be the No. 1 prob-
lem, and that is the ongoing budget deficit.

The projections that you've discussed here this morning based
largely on OMB's estimates of economic projections indicate a defi-
cit for 1988 of $147 billion, I think you stated, and $130 billion in
1989, which would be pretty close to the Gramm-Rudman deficit re-
duction target, within a few billion dollars.

And as I understand, that's based on a real growth rate in 1989
of 2.4 percent and then a 3.2 percent real growth rate for 1989. I
think that's correct.

Secretary BAKER. That's correct.
Representative McMILLAN. Beyond that, OMB, I think, over 5

years projects revenue increases of $350 billion, which, presunmably,
would pick up on the 2.4 percent growth rate in 1989, plus 3.2 per-
cent thereafter. Now, that's an average of $70 billion a year of ad-
ditional revenue on top of the roughly $1.56 trillion, I think it is,
this year.

Secretary BAKER. Excuse me, Congressman McMillan. I think
you said our real growth estimate for 1989 was 3.2 percent. It's 3.5
percent.

Representative McMiLLAN. 3.5?
Secretary BAKER. I believe that's right.
Representative McMiLLAN. And then 3.2 thereafter.
Secretary BAKER. That's fourth quarter over fourth quarter.
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Year over year growth is forecasted to be 3.1 percent. Fourth
quarter to fourth quarter is expected to be 3.5 percent for 1989.

Representative McMILLAN. OK; good; thank you. But the reve-
nue estimate at 5 years is an increase of $350 billion. Now, it varies
from year to year, but on the average, $70 billion a year.

CBO, interestingly, has a 5-year projection of revenue increases
of $365 billion. Now I don't know what the differentials are.
They're probably projecting a lower real growth rate. Yet, they're
projecting a higher level of revenue, $365 billion, which is a growth
in revenue of approximately 6 percent per year in rough figures.

Now, we get back to the question of what have we got to do to
meet our deficit reduction target, hopefully by achieving balance?
And the way I would look at it would be by the year 1991 or in the
fiscal year 1991, which is 1989, 1990 and 1991, or 3 more budget
years out in front of us.

On the question of the issue of a so-called freeze, which does have
the value of being fairly clearly understood by the general public
and something that they can buy into, if we interpret that as a pro-
grammatic freeze, that is, the programs stay in place, they increase
to the extent additional disciplines come into the program and we
budget for that, plus we make COLA adjustments in virtually all of
them. The way we estimate that, it would come to an increase in
spending of about $30 billion a year, more or less, that you could
maintain current programs, adding new participants as they qual-
ify, make cost-of-living adjustments, and still only increase spend-
ing by $30 billion a year.

If you accept CBO's revenue estimates, of increases in revenue of
$73 billion a year, then, presumably, with no tax increase, you
could have on that approach $43 billion for deficit reduction,
which, over 3 to 4 years, would enable you to virtually balance that
budget.

The only kicker in that would be if you have a downturn, you
then have a shortfall and you're either going to have to postpone it
or, some would argue, you ought to make some revenue compro-
mise to, let's say, overcompensate for that eventuality and hopeful-
ly, not as much to bring it about, but-does that strike you as a
reasonable approach to the kind of spending restraint that you
think could enable us to achieve a balanced budget by 1992?

Secretary BAKER. Well, Congressman McMillan, a freeze was ex-
amined and considered in the budget summit negotiations. To be
very honest with you, I don't think the political system is prepared
to accept such a proposal right now. The only way that that could
happen, in my opinion, would be if the leadership of both of the
political parties in this country agreed that it was going to happen
and gave each other, if you will, the political cover necessary to
make it happen. That circumstance did not exist in the budget
summit negotiations, although the possibility was examined.

On a purely mathematical or purely economic basis, putting
aside for the moment political considerations, which you and I
know we can't do within this environment, a freeze may achieve
the deficit reduction that you've suggested. But, before it is a real-
istic proposal, before it's one that anybody would accept, I think
you have to ask yourself: how do we get the political support to
make it happen? I frankly don't think we're at that point yet.
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Representative McMILLAN. Well, I guess I would have to say to
that, not necessarily to you, but in general, that if not now, when?
I think we're at an ideal point in time to deal with this issue.

Secretary BAKER. I very respectfully disagree, Congressman, for
the reason that in an election year, not just an election year, but a
presidential election year, it is very difficult to do something like
that. Furthermore, all you have to do is pass the President's budget
and the deficit declines to only 0.4 percent of GNP by fiscal year
1993.

But if you should conclude that a freeze is necessary, I think get-
ting the political support for it is more easily accomplished outside
of an election year than within one. This advice comes from 4Y2
weeks or so of slugging it out in those budget summit negotiations,
where this proposal was among the proposals we looked at. I'm just
saying that

Representative McMILLAN. I realize what you're saying is emi-
nently practical and probably very true. But I still think that those
of us who-and I think most of us care about that issue, but feel
that we have the political latitude to deal with it, and need to
begin to try to build the momentum so that when we're back up
here this time next year, that perhaps we can address that.

Which means that I think we've got to address it in the current
context, even if we don't win.

Secretary BAKER. Well, I think a new administration, Congress-
man McMillan, has opportunities that are not presented to admin-
istrations that have been around for a while.

I think we were able, for instance, to accomplish some rather sig-
nificant, substantial and unique fiscal policy changes in the first
100-plus days of the Reagan administration, the most sweeping
fiscal policy changes that this country has seen in 40 years. I
happen to think those changes were good. I think they were the
right thing to do. I think that's why we're in our 64th straight
month of sustained economic growth without inflation.

This is not the time, if I may say so, at least in my opinion, to
address something that is as politically controversial as an across-
the-board freeze would be.

Representative WYLIE. Would the gentleman yield?
What you're saying, Mr. Secretary, is it's really a political prob-

lem and we are in the height of the political season.
Secretary BAKER. That is correct. It seems to me, Congressman

Wylie, to make things fly in this environment, you've got to have
not only the right policy, but you've got to make sure you have the
political support behind that policy or it isn't going to happpen.

Representative WYLIE. Thank you.
Representative McMILLAN. Thank you, Mr. Chairman.
Senator SARBANES. Mr. Secretary, let me just interject at that

point.
As I understood your testimony earlier, you weren't making the

argument solely on political grounds. I thought you made a prior-
ities argument with respect to how you deal with spending. I
thought you took the position that simply freezing, without making
relative judgments as between different programs and the problem
that we're facing, was not the way to address the question.
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Secretary BAKER. You're quite right, Mr. Chairman. I think, as I
said in response to an earlier question, that you need flexibility in
any freeze approach because there are some functions of govern-
ment for which you really need to ask: do we really want to freeze
these for a year, or should we take a look at them?

Senator SARBANES. So there's a substantive dimension and not
just a political dimension to your response.

Secretary BAKER. Absolutely. And I don't mean to suggest for 1
minute that my opposition is just political. I think I said in answer
to Congressman McMillan's question that before you go that route,
you'd better make sure you have the political support necessary to
make it happen.

BBut I also think that an across-the-board freeze that is rigid and
contains absolutely no flexibility can be criticized as such.

I think the concept of freezing spending is a valid concept that
ought to be examined. But, it ought not to be absolute, rigid, and
across-the-board, in my personal opinion. Furthermore, you'd
better make sure before you attempt it that you've got the political
wherewithal to make it happen.

Senator SARBANES. All right.
Secretary BAKER. Having said all of that, I want to say one more

time for the benefit of the people here on my left that I am up here
supporting the President's budget, not signing on to any other ap-
proach. [Laughter.]

Senator SARBANES. Senator Proxmire.
Senator PROXMIRE. Mr. Secretary, in response to my opening

statement, you said that any argument that the President had un-
derestimated the deficit is the responsibility of Congress, that he
sent a budget up here that if we'd followed the budget, it would
have come out fine.

In 1982, the President estimated the deficit at $45 billion. It was
$111 billion. In 1983, $91.5 billion. It was $195 billion, far more
than twice as much. And it goes on year after year being underesti-
mated.

Secretary BAKER. What was our estimate in 1987, Senator?
Senator PROXMIRE. In 1987?
Secretary BAKER. Yes.
Senator PROXMIRE. $144 billion. And it actually was $150 billion.
Secretary BAKER. Just made it under the wire. Well, OK.
Senator PROXMIRE. You still underestimated the deficit.
Now, I've sat down and I've asked you to have some of your fine

staff work this out. If we passed every Reagan budget--
Secretary BAKER. Senator, let me, just for the record, I'm told

that our budget estimate when we sent the budget up in 1987 was
$173 billion. What you're looking at and pointing to may be the
mid-session review number, indicating that we came in $6 billion
above our estimate.

Senator PROXMIRE. That was the first one I got.
Secretary BAKER. $173 billion and we came in at $150 billion.
Senator PROXMIRE. Well, let me throw another one at you.

[Laughter.]
If we passed every Reagan budget, if we voted for every Reagan

recommendation for supplemental and for rescission, we would
have had a $20 billion bigger national debt today.
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Now I challenge you to have your experts take a look at that and
you'll find that that's the case, that Congress, actually reduced the
recommendations of the President by the action that we took up
here on both the revenue and the spending side.

Secretary BAKER. Well, I'd be happy to take a look at that and
respond to you promptly.

Senator SARBANES. Well, Mr. Secretary, I think this is an impor-
tant point because I think your response left the impression that
because the Congress didn't simply accept the President's budgets,
we ended up contributing to the problem and contributing to a
larger deficit.

In fact, the Congress, in its actions on the budget, actually did
somewhat better than would have happened under the President's
budgets, a different set of priorities, but in the total spending reve-
nue picture and the resulting deficit, it represented a better per-
formance.

I think your response to Senator Proxmire, we look forward to-
receiving it from you.

Secretary BAKER. We'll be glad to take a look at that and analyze
it and get it back up to you.

I do suggest, Mr. Chairman, with all due respect, that Congress is
part of the problem.

Senator PROXMIRE. Well, sure we're part of the problem.
Secretary BAKER. This is a government of shared power. The

President can't spend a dime.
Senator PROXMIRE. Well, we're part of the problem, but the

President indicates that we're the only problem.
Now let me say this, that you're talking-and this is a self-serv-

ing statement, so I'm going to be delighted to make it. [Laughter.]
The National Taxpayers Union keeps track of every Member of

Congress' position on spending, without exception. A lot of people
don't like them, but they do that.

For the last 15 years, I've had the best record in Congress in
holding down spending. Now, I also am a cosponsor of the line-item
veto. I'm also a cosponsor of the balanced budget.

And I still say that a responsible position, in spite of the fact
that I've done everything I can to hold down spending, the respon-
sible position is to say that we have to increase taxes.

Secretarv BAKER. We wouldn't have to, Senator, if we had 49 or
50 other Senators who would join you and 218 House Members who
would sign up right now.

Senator PROXMIRE. Well, I think the arithmetic indicates we'd
need it, anyway. But let me go ahead.

You said that for the past 64 successive months, we've had an
expansion and that's the best we've ever had in peacetime, and
that's correct. But it's correct because we're living beyond our
means. Why do we always have expansions in wartime? Because
we spend a lot more than we tax. That was true in World War I,
World War II. It's been true in every war we've ever fought.

Now we have a peacetime situation where we're running huge
deficit on top of huge deficit, back to back to back. So of course we
have expansion. Just like a good-time Charlie with a credit card
saying to his family, don't worry, we're living beautifully.
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Of course you're living beautifully if you're living beyond your
means and you're building up an enormous debt that you're going
to impose on your grandchildren the burden of paying interest on
that debt.

Secretary BAKER. Senator, the public debt of the United States as
a percentage of GNP is going to decline after 1988 if you pass the
President's budget. It's going to decline from 43 percent down to
about 37 percent in 1993.

Senator PROXMIRE. Well, I took a look at that and I noticed that
all the declines are predicted. Furthermore, what we overlook here
is the most vulnerable part of our economic debt, and that's the
household debt and the business debt, which has also increased and
increased very rapidly on any kind of a basis.

Business debt in 1955 was $2.85 for every dollar of earnings. Do
you know what it is today? It is $9.00; $9.00. Household debt is
rising. It's $2.8 trillion, far more than the Federal debt. And of
course it's rising at a time when savings are falling.

It seems to me that when you put all that together, and recog-
nize that, sure, in World War II, we had a bigger Federal debt. But
in World War II, we had practically no private debt. You couldn't
buy a car. You couldn't buy a house.

Secretary BAKER. We had a bigger Federal debt
Senator PROXMIRE. We had a tremendous savings rate.
Secretary BAKER. We had a bigger Federal debt relative to GNP

as recently as the Kennedy-Johnson administration.
Senator PROXMIRE. Well, we were fighting a war then, the Viet-

nam war. Now we're doing it in peacetime.
But when you put the Federal debt together with the household

and business debt, then you see why this economy is really in diffi-
culty.

Secretary BAKER. I don't agree that the economy is in difficulty.
It seems to me when you add 15 million new jobs, when you have
an inflation rate under 4 percent for 4 years in a row--

Senator PROXMIRE. That's the old good-time-Charlie attitude. If
you live beyond your means, you can look awfully good.

Now let me follow up on a question that the chairman asked. He
asked about whether or not you have any contingency plans in the
event of a recession.

I was astonished that you said that you didn't have any. Now,
it's nice to be optimistic, but the fact is that one price you pay for a
free economy is you have recessions. We've had them throughout
the years. We haven't had a recession lately because, as I say,
we've been living beyond our means. But you can never have a re-
cession under those circumstances.

Secretary BAKER. What I said was that I don't think that we
ought to hypothesize and speculate about recessions because we
don't see one in the near future.

Senator PROXMIRE. Are you telling me that if we follow the right
policies, we'll never have another recession?

Secretary BAKER. What I'm saying to you is if we'd adopted con-
tingency plans back in 1983, when a lot of people started talking
about a recession, we'd have a bunch of unused contingency plans
sitting on the shelf that would have been there for 4 years or 5
years.



373

Senator PROXMIRE. Well, that would be great. I'd like to see that.
It would be nice to have them on the shelf.

Secretary BAKER. I think you ought to address the situation at
the appropriate time under the circumstances that exist at that
time. You can't sit here today and say what you might do if the
wheels come off 2 years from now.

Senator PROXMIRE. That's the best kind of insurance. As Con-
gressman Scheuer has been whispering to me, that's what we do in
wartime. It would do in peacetime, too, to be prepared for any mili-
tary contingency.

Secretary BAKER. I would disagree with that. I don't think it's a
case of not being able to act and act expeditiously and quickly.
That can be done.

I'm sorry, but I just simply disagree. I think that we should
retain the flexibility to address the situation as and when it occurs.
We will be quite competent and able to do that, in my opinion.

Whoever is sitting in this chair will be able to do so, as will who-
ever's sitting in that chair.

Senator PROXMIRE. Now let me ask you a question that concerns
this committee very deeply. The chairman pursued this. I'd like to
follow up on his pursuit of it. And that is your influence over mon-
etary policy.

Michael Darby, who is your Assistant Secretary, and I under-
stand you're his boss, wrote every member of the Open Market
Committee, something that I've never seen in the 30 years I've
been here and the 30 years that I've been on the Banking Commit-
tee, wrote every member of the Open Market Committee a couple
of weeks before the Open Market Committee met, knowing that
they would meet, and made the strongest case he could for an ex-
pansive monetary policy.

Now if that isn't overt, direct interference with the independence
of the Federal Reserve Board, I don't know what is. No other
Treasury Department has ever done that.

So my question to you is what kind of disciplinary action have
you taken with regard to Mr. Darby?

Secretary BAKER. Absolutely none, Senator. Mr. Darby's letter
was not cleared by me. Mr. Darby is an academic and he was set-
ting forth some rather academic ideas and arguments, I think, in
that letter.

But let me tell you my view of the way the relationship ought to
work between the Federal Reserve and the Treasury.

Senator SARBANEs. Mr. Secretary, could I interject? I'm not sure
I heard you. Did you say the Darby letter was sent without your
knowledge?

Secretary BAKER. Yes, sir. That's right.
Senator PROXMIRE. And you took no disciplinary action? You

didn't even reprimand him for that? Shouldn't you have known
about it? It comes from the Treasury Department.

Secretary BAKER. Well, I don't call that disciplinary action.
Senator PROXMIRE. Every single member of the Federal Reserve

Board now has been appointed by this President, the first adminis-
tration in 50 years that has seen that.

Secretary BAKER. Right. That's correct.
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Senator PROXMIRE. We have a situation of imbalance that's built
in. That's why you should be, it seems to me, exceedingly careful.

Secretary BAKER. Senator, I did convey to Assistant Secretary
Darby that letters like that should not be sent just before FMOC
meetings. But, I don't consider that to be disciplinary action.

Let me say this, however, about what my philosophy has been in
this job. I think that the Treasury and the Federal Reserve must
work very, very closely together. I have worked extremely close
with two chairmen during the 3 years that I've been Secretary of
the Treasury and I have had, I'm happy to say, a very good rela-
tionship with both.

We consult frequently. I consulted with Chairman Volcker fre-
quently. I consult frequently with Chairman Greenspan. We con-
sult about the debt problem. We consult about the matter of ex-
change rates. We consult about fiscal policy and we consult about
monetary policy. And we should. That is quite appropriate.

You have never heard me criticize the Federal Reserve because
my view on that score is, as I stated publicly when I took this job,
no Fed-bashing from the Treasury, provided everybody understands
that it's a two-way street. If the Fed decides that they're going to
bash administration policy on the fiscal side, then its quite appro-
priate, in my opinion, for the administration to let the public know
what it thinks of Fed policy, if indeed it's critical or if indeed it
supports it.

What I'm saying, Senator, is I quite agree with you that the Fed-
eral Reserve ought to be independent. But I don't think that means
that they should be totally sheltered from outside advice or, if need
be, criticism. The administration is accountable for the general per-
formance of the economy. It's my view that the administration has
the right and the responsibility to advise the Federal Reserve on
all elements of economic policy, just as we welcome their advice to
us on all elements of economic policy.

Since I've been here, though, the two-way street approach has
worked, and there hasn't been any Fed-bashing by the Treasury
Department, and there hasn't been any administration-bashing by
the Fed. And I'm happy to think that that is also going to remain
the case for the rest of my term.

My view, Senator Proxmire, is simply this, the Federal Reserve
is independent and it ought to remain independent, but it is inde-
pendent within this Government and it is not independent of this
Government.

Senator PROXMIRE. My time is up, Mr. Chairman.
Senator SARBANES. Congresswoman Snowe.
Representative SNOWE. Thank you, Mr. Chairman. Mr. Secre-

tary, I would like to talk today about the Canadian free trade
agreement.

I understand that you played a role in the dispute panel mecha-
nism and, as you know, I represent a district that is part of the
border State and we have had some serious and specific problems
over the years with Canada and its subsidies that are given to its
industries, not only at the Federal level, but also at the Provincial
level.

These are issues that I have raised with the administration con-
stantly since my first year in Congress in 1979, to no avail. And I



375

am particularly disturbed as to what is developing with this trade
agreement as to how it affects a lot of my key industries in the
State of Maine.

Now, I know you said recently in I guess it was a publication,
said that there will be ample opportunities for unreformed
Scrooges to say humbug

Secretary BAKER. I didn't hear you. I'm sorry, Congresswoman.
Representative SNOWE. There will be ample opportunities for un-

reformed Scrooges to say humbug to the agreement. I hope they
will be persuaded by logic and vision.

Well, I'm trying to be visionary and logical about this issue. But
one of the major concerns that I have, and others have here in the
Congress, is the fact that the agreement fails to address the subsidy
issue.

As you know, the agricultural subsidies were deferred to the
GATT. Well, that's where many of our problems began in the
Tokyo Round back in 1978 or 1977. I just want to know from you
what considerations are you going to give to the concerns that we
have with this agreement in that respect?

I have three major industries in my State that will be uniquely
affected-fishing, potato, and lumber-all of which have been se-
verely impacted by subsidized industries in Canada, both at the
Federal and Provincial level. And so this agreement fails to ad-
dress that.

Frankly, I think that the Canadians got a great deal. We get a
dispute panel mechanism that I know that you were involved in
drafting, that essentially neutralizes our antidumping and counter-
vailing duties over time. We even have a statement in the agree-
ment that commits the United States to examining our practices.
Yet, at the same time, we have no reciprocal commitment to exam-
ining their practices with respect to subsidies and so on.

Secretary BAKER. First of all, let me say that I don't think the
dispute settlement mechanism does neutralize your remedies. You
would have the same remedies under this agreement to retaliate
against unfair trade practices involving subsidies as you do today.
The sole change is that instead of appealing to a Federal court, you
appeal to a binational commission which has to apply the law of
the United States and all the precedent that the U.S. cases have
established, and has to apply our countervailing and antidumping
law, et cetera.

Let me say that we worked hard to have some subsidy discipline
included in this agreement. We wanted to have a reciprocal agree-
ment that we'd abandon some subsidization practices in this coun-
try if they'd abandon some subsidization practices in Canada.

We never could accomplish this. We could never reach agree-
ment because we could never agree on which subsidies they should
eliminate or reduce and which we should eliminate and reduce.

So, we concluded that we would simply leave the countervailing
and antidumping laws of each country as they are and retain the
remedies that we have today.

The agreement calls for both countries to continue to negotiate
over the next 5 years to see if we can agree to a discipline for aban-
doning subsidies. And of course, if the agreement is implemented
by Parliament and the Congress, we will do that.
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It would have been our preference to negotiate an agreement
that would have involved the elimination of subsidies across the
board in both Canada and the United States. We couldn't achieve
this.

However, we think it treats us as fairly as them. If the Govern-
ment of Canada finds subsidized U.S. exports are injuring Canadi-
an producers, the binational commission could review that decision
by applying the countervailing duty law of Canada. On the other
hand, if the U.S. Government finds subsidized Canadian exports
are injuring U.S. producers, the binational commission could
review that decision by applying the countervailing duty law of the
United States. Let's not forget that we have plenty of subsidies.

I would hope that this agreement, when it is considered by the
Congress, could be considered on its national basis, not on a State
or district basis.

This is going to be very good for the United States. It's also going
to be good for Canada. It will create a free trade agreement be-
tween the two largest trading partners in the world, $137 billion of
two-way trade. It will help the United States, quite frankly, in the
negotiation of multilateral agreements in the Uruguay Round and
elsewhere.

But apropos of the specific point that you're concerned about,
specific industries in your district and State, we have agreed with
the Congress that we will work very closely with the relevant com-
mittees in the House and the Senate in drafting the specific legisla-
tion. We're going to make every effort to address the kinds of prob-
lems that you're raising.

Representative SNOWE. Well, I would hope so because it is a seri-
ous concern. I know what you're saying. You're saying that we
should look at the broad issues involved here. I did that on tax
reform. I looked at the broad issues. I voted for the bottom line.

Now try to explain to everybody why their taxes are going up.
That's the issue here in this Canadian agreement. It's easy to dis-

miss casually the industries that are affected. Clayton Yeutter
made the same comments before the Ways and Means Committee
recently-it's wrong to evaluate this agreement on the basis of a
State or a particular industry.

Well, I don't know what other basis on which to evaluate it. It's
very hard to explain to basic industries in Maine that have con-
stantly been harping on this problem for years and we have not
met with any success during the course of this administration.

And now we're faced with an agreement that might make it a
fait accompli, it might just really solidify the problems that already
exist.

I have no hope that the GATT round will address these subsidy
problems because we have not successfully addressed them in the
past. I don't think we deal with them realistically. We're willing to
ignore them. It's easier to ignore the problem than to address the
problem with other allies, with our countries and our trading part-
ners.

That's part of the problem, why we have such a large trade defi-
cit, because we're not dealing with a level playing field.

I'm concerned about the future of these industries. It's not a
question of protectionism. If that's the case, then, we might as well
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wipe off of the books all of our existing trade statutes and proce-
dures, which, the fact is, haven't worked very well up to this point
in any event.

So I'm very concerned and I would like to know exactly how you
will work with the Congress on implementing legislation. Will you
work to clarify some of these problems that do exist for industries?

Secretary BAKER. We have told Senator Bentsen and Chairman
Rostenkowski that we would be pleased to see language that would
confront the specific problems that concern you.

And we're going to go through, if you want to call it that, a
mockup markup on this legislation. Even though we could do so,
we're not just going to write a bill and say, here's our agreement
with Canada. Now, Congress, you vote it up or down. We're not
going to do that.

At the same time, legislation that changes the agreement must
be generally consistent with what was negotiated, or we will have
to find some way to compensate Canada. Furthermore, if they want
to make changes, they'd have to find some way to compensate us.

Representative SNOWE. Well, is it my understanding, then, once
the implementing legislation is drafted, is it something that you
hope the administration will agree to with the congressional com-
mittees that are responsible for drafting that, implementing legis-
lation and then the President will submit it to Congress?

How will that work? What happens if there are differences in
that implementing legislation?

Secretary BAKER. Yes, that's the way it is to work.
Representative SNOWE. That's the way you hope it works.
Secretary BAKER. That's the way it will work. Of course, we're

going to come to some crossroads. Some people are going to want
some things that protect an interest in their State or district on
which we will not be able to agree because it would be inconsistent
with the agreement that was negotiated.

Your recourse in that event, I suppose, is to vote against the
agreement. But we would hope that we could work some of these
things out so that we get the largest possible majority in support of
it because we think that, fundamentally, this is going to be very
good for the United States. It's going to be good for Canada. And
it's going to be good for North America.

You are not giving up, if I may say so, your potato industry, your
fishing industry. You're not giving up any of your countervailing
rights. You're not giving up any of your antidumping rights. If you
lose, you are agreeing that the dispute will go to a binational panel
composed of Americans and Canadians who will decide the dispute
on appeal with reference to U.S. law, U.S. precedent, U.S. court de-
cisions.

Representative SNOWE. Well, yes, except for the fact that the
subsidies which are no longer being addressed essentially by this
agreement is an indication of the difficulty this issue is overall.

I think we're not going to address this issue substantively in the
GATT round. That's my opinion. And that's why we failed to ad-
dress this issue in negotiating this agreement with Canada, because
if we can't agree to addressing this issue in that forum, I doubt
we're going to be able to address it in the larger forum where we
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have failed to do that in the past, not only with Canada, but with
respect to other countries.

We just have not been tough on the subsidies issue. And we're
dealing with two-pronged problem in Canada, at the Federal level,
as well as the Provincial level.

Secretary BAKER. We've been--
Representative SNOWE. And there's a list which I have given all

of those subsidies to this administration, to the Special Trade Rep-
resentative, to no avail.

So here we are dealing with the problem and what may become a
very permanent problem.

Secretary BAKER. I was going to say, Congresswoman Snowe, that
I believe your complaint that we have not been tough enough in
enforcing the unfair trade laws of the United States is valid re-
garding the first 4 years of this administration.

Over the course of the last 2 to 3 years, however, we have been
very aggressive in enforcing the unfair trade laws. Although we're
not particularly proud of it, this President has granted more
import relief than any President in history. This President is the
first President in the history of the Republic who has self-initiated
301 cases against our trading partners, initiating five or six with
some fairly beneficial results.

Maybe we haven't self-initiated cases in the areas in which
you're interested. But I really do believe that we have become a lot
more aggressive in enforcing the unfair trade laws of the United
States over the course of the past couple of years, as the size of the
trade deficit has begun to impress us and everybody else.

Representative SNOWE. OK. Thank you.
Senator SARBANES. I'd say to the members, we'll take a some-

what shortened second round with the Secretary.
Mr. Secretary, the economic summit is going to be in Toronto in

June, which is not very far away. What do you expect to be on the
agenda of that summit?

Secretary BAKER. Well, Mr. Chairman, we've just begun discus-
sions with the other countries, including the host country, Canada.

In terms of the economic issues, I suspect they won't vary a great
deal from what we've discussed in past economic summits. I would
think that the process of international economic policy coordina-
tion, our indicators process, will be the subject of discussion.

I think, clearly, that trade will play a large role in the summit
discussions, especially the importance of resisting protectionism. I
think there will be discussions of the Canadian-U.S. free trade
agreement simply because the summit will be held in Canada.

I think those will probably be the primary economic issues, but
it's really a little bit premature to second guess the agenda since
we really haven't had discussions with the other countries yet.

Senator SARBANES. Mr. Secretary, let me suggest something to
you and let me do it by putting a couple of questions to you and
then drawing some conclusions.

First of all, do you think that other countries have assumed re-
sponsibilities for world economic growth, or the appropriate eco-
nomic responsibilities in the international sphere, commensurate
with the relative strength of their economies? Or is the United
States continuing to operate from the premise that has prevailed
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since the postwar period, in effect carrying a disproportionate
share of the responsibility given what's happened to the relative
strength of the economies of the major industrial countries?

Secretary BAKER. I would have to answer that generally in the
affirmative, Mr. Chairman, particularly over the course of the past
few years where we've made extra efforts, if you will, to coordinate
our macroeconomic policies. We meet now, at least the Group of
Seven does, more frequently and I think more extensively than we
used to meet as a Group of Five. We still meet as a Group of Five
as well.

I think that the major industrial countries of the world are
taking steps to resolve the imbalances that exist, taking steps so
that the burden is shared according to economic position. We are
encouraging some of the newly industrialized countries to do the
same, countries whose growth has been very dramatic and very
swift and very extensive and who now occupy a significant role in
the international economic arena. We're also encouraging them to
recognize their responsibility and to carry their share of the
burden.

Senator SARBANES. When you give that response, I take it you're
in effect saying that within the economic dimension, you think
these countries have assumed a commensurate responsibility.

I don't agree with that. I don't think that we're reached that
point yet, and I think the United States is continuing to carry a
disproportionate share of the responsibility that stems from operat-
ing under old premises.

But let me press the question--
Secretary BAKER. This is just within the economic sphere. You're

not talking about defense responsibilities?
Senator SARBANES. That's the next issue I'm going to press upon

you. We are carrying a very heavy security burden in comparison
with a number of these countries. It seems to me not unreasonable
for the United States to say that if we are going to do that-and
there are good reasons why in some instances we're carrying that
burden rather than having some other particular country carry
it-some evaluation of an appropriate assumption of economic re-
sponsibility should be factored in.

Secretary BAKER. First of all, let me say that on the purely eco-
nomic side, I would answer your question yes, considering the factthat we are the world's largest economy, twice as big as Japan and
much bigger than the European and the Canadian economies.

I think the question of burden sharing is an appropriate issue to
address, Mr. Chairman. But, the fundamental security question is:
Are we doing what we are doing for other countries or because it isin the national security interest of the United States?

Senator SARBANES. Well, perhaps both.
Secretary BAKER. I think it's largely the latter, or at least that's

the administration's view. You mentioned that there are good rea-
sons why we might not want some of our major trading partners toincrease their defense establishment, thinking particularly of
Japan and its constitutional limits on defense spending.

My answer to you on this issue would be that it is one that
should be addressed. But there are strong arguments for the propo-
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sition that what we are doing is in the national security interest of
the United States.

When you address the issue of burden sharing, I think you need
to give consideration to more than just budgetary expenditures.
You need to give consideration to the fact that training exercises
take place on other countries' turf, not ours, that some countries
don't charge anything for the real estate that we occupy, et cetera.
It is a very, very complex and difficult issue. But it is one that is
quite appropriate to address, in my opinion.

Senator SARBANES. I don't disagree with you on its complexity.
Some countries have conscription and provide manpower at a lower
cost than a country which does not and pays in order to acquire it
through a voluntary system, as we do.

Secretary BAKER. True.
Senator SARBANES. But even factoring all those things in, we're

nevertheless left with the fact that we put about 7 percent of GNP
into defense and Japan puts 1 percent.

Secretary BAKER. True.
Senator SARBANES. We're providing a security umbrella. We may

have good reasons not to want to see Japan move in the direction
of rearming. But, on the other hand, it seems to me that there's a
strong case to be made for their assuming larger economic respon-
sibilities, since we're now engaged in a very intense competitive sit-
uation.

If we only put 1 percent of GNP into defense, we wouldn't have a
deficit. We wouldn't have a lot of these other problems as well.

Secretary BAKER. Mr. Chairman, I agree with you that the issue
is one, as I indicated in my initial response, that needs to be ad-
dressed. It is interesting to note that the Japanese have contribut-
ed to the cost of maintaining a fleet in the Persian Gulf. The issue
is being discussed. I guess your first question was: Is it going to be
on the agenda at the economic summit in June? I can't answer
that for you. I'm quite sure it was discussed at the NATO summit.

Senator SARBANES. I think we've got to start moving it into the
economic summits because I think it's a fundamental dimension
that must be addressed. The security posture of the United States
is directly related to a strong economic posture. If a gap grows be-
tween our security commitment and the underlying relative
strength of our economy to address it, I think we're facing a seri-
ous problem.

Congressman Scheuer asked me to yield to him just briefly.
Representative SCHEUER. Yes. On this point, Mr. Secretary, in re-

sponse to the question of burden sharing, you mentioned that it's
primarily a security issue. Maybe we could look at it in broader
terms. Maybe there's some way that the Japanese could engage in
burden sharing with us on nonsecurity issues.

For example, Third World debt. It's a tremendous problem. The
Japanese are awash in capital. Isn't there a formula that could be
worked out whereby the Japanese would make a major contribu-
tion to solving the problem of Third World debt?

Loans, grants, investments in the Third World, economic devel-
opment aid, aid in family planning, which they are very expert at.
They really filled our shoes in the last few years since we seem to
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be in a Catch-22 with our incredible hangup on our foreign aid for
family planning.

They could take our place in meeting the needs of the Third
World, not only for capital, for some kind of a workout of their
Third World debt situation, but also for all kinds of economic and
social development. Science and technology exchange, as I said,
family planning services.

Isn t this a way to get around the hangup, the very real problem
of their 1 percent limitation in their constitution or the proscrip-
tion that we wrote into their constitution against their rearming to
any significant extent. Doesn't this provide a rational way for them
to pick up the burden in a very constructive and useful field?

Secretary BAKER. Indeed, it does, Congressman Scheuer. But let
me suggest that the Japanese are moving in that direction. We
have had discussions with them. They've made $20 billion available
for multilateral financial assistance and aid. Last year, when
Prime Minister Nakasone came to visit President Reagan, we an-
nounced that. It may have gotten lost in the coverage, but the Jap-
anese are doing this.

Now, I think that it's important that they do so commensurate
with their rise within the international economy. But they should
not, and we should not encourage them to, supplant the United
States. We are twice as large as they are as an economy. We con-
tinue to lead in international economic matters around the world.
People look to us for leadership. We shouldn't somehow suggest
that we should abdicate our international economic policy leader-
ship because we have a period during which we are running trade
deficits.

Nonetheless, the Japanese and other surplus nations are picking
up somewhat of a greater percentage of the load in some of the
international financial institutions.

Senator SARBANES. I don't think the contradiction you pose nec-
essarily follows. It's quite possible for the United States to continue
to exercise its international economic leadership and for these
other countries to assume a greater range of responsibility reflect-
ing the growth and the strength of their economies.

Secretary BAKER. I agree with that. That's why I began my
answer by saying that I agree with Congressman Scheuer. But then
as he continued, he said that our allies should take this burden off
of our shoulders.

I just want to make it clear that while I think they can increase
their participation and their contribution, the leadership will
remain ours and should remain ours. We should not seek to avoid
that because, again, we are twice as large as any other economy in
the world, and the world continues to look to us for international
economic policy leadership.

Senator SARBANES. Congressman Wylie.
Representative WYLIE. Thank you. I had a question on Third

World debt, and I'll just follow up on Congressman Scheuer there.
We're going to get back into the trade bill very soon, I hear, and

title III of that bill has a secondary market proposal in it for Third
World debt, which I oppose.

But I would ask, what is the status of the Baker plan? Now I un-
derstand the Baker plan calls for more private sector participation

85-120 0 - 88 - 13
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as far as Third World debt is concerned, although I'm sure you will
take into account the possibility that the Japanese could lend more
extensively than they now are in the solution of the so-called Third
World debt problem.

Secretary BAKER. Congressman Wylie, it is the view strongly
held of this administration, the Federal Reserve, the World Bank,
the International Monetary Fund that the only viable solution to
the Third World debt problem is the market-oriented, voluntary
approach which we suggested in Seoul, Korea, in September 1985.
This is the only solution to the Third World debt problem without
placing it on the backs of taxpayers in the creditor countries.

If you're going to put it on the backs of taxpayers in the creditor
countries, anybody can come up with a solution, I think. You can
say, fine, we'll have a Marshall plan to solve the Third World debt
problems. We don't think that should be done. We think that
would be a bank bailout. We don't think the American people
would support it. We don't think we ought to ask them to support
it.

Brazil is the largest Latin American debtor nation. About a year
ago they declared and carried out a moratorium against paying
any interest on their debt. Recently, they lifted that moratorium
and reached an agreement with their bank creditors for around $6
to $6Y2 billion of new financing. In lifting the moratorium, the
Government of Brazil said that it had been a mistake, that it had
been counterproductive and was not the route to take.

I think, frankly, that we continue to make progress in solving
the Third World debt problem in our voluntary, market-oriented
approach. The principles that underlie our debt strategy are every
bit as valid today as they were when we announced them, that is,
there is no solution to this problem, again, unless you're going to
sock the taxpayer, except through growth in the debtor countries.
For them to generate this growth, they must adopt free market
economic reforms, free market policies such as we follow here in
the United States. And if they do that, there should be capital
flows to support it.

We're making substantial progress. It's slow and steady progress.
It's the only viable route in the opinion of the people that I cited in
my opening comments to you. I think that, ultimately, we will be
successful if we stay the course. I've said many times, Congressman
Wylie, that the Third World debt problem didn't hit us overnight.
It took many, many years to evolve and it's going to take us some
years to resolve it.

Representative WYLE. I agree. There are indications that you
are definitely making progress and I commend you for your leader-
ship.

Secretary BAKER. Many countries are adopting the appropriate
kinds of reforms, and their economies are progressing for it.

Representative WymE. I wanted to ask one more question which
has been asked of me by constitutents. There has been some talk
that OPEC seems to have a hard time holding up the price of oil
and that that price they've picked seems to be under some pressure
again. So some have recommended an oil import fee, one, to help
the United States oil industry, and two, to help with the budget
deficit.
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On the other hand, there are those who would say that that
would tend to have a negative impact on our economic growth and
employment. I'm trying to be openminded on the issue, but that
question does come up increasingly, I will say, in discussions. What
would be your view?

Secretary BAKER. Well, it should come as no surprise to you, nor
to anybody else on the panel, to learn that I believe, as a matter of
national security, we need to have a viable domestic oil industry.
At the same time, Congressman Wylie, I don't think that an oil
import fee is appropriate. The President, as you know, has, on a
number of occasions, rejected the idea of an oil import fee. He
thinks that it's the equivalent of a tax.

Let me give you some other objections, if I might. An oil import
fee would require us to re-establish in the Department of Energy a
part of that bureaucracy that we were able to eliminate when we
decontrolled the price of oil. It would be unfortunate if we had to
re-establish that bureaucracy.

It's unlikely that an oil import fee would not contain an excep-
tion for home heating oil in the colder parts of the United States.

Furthermore, Canada and Mexico, among others, would most
likely apply inordinate pressure for exceptions. Our trading part-
ners would have substantial problems with an oil import fee.

If you want to help the domestic oil industry, it seems to me that
there are better ways to do it than with an oil import fee.

Representative WYLIE. Well, I think it's interesting to note that
even though you're from Texas, you're not for an oil import fee.

Secretary BAKER. I didn't say I wasn't for helping the domestic
industry; I said I'm not for an oil import fee. [Laughter.]

Representative WYLIE. Thank you, Mr. Secretary. Thank you,
Mr. Chairman.

Senator SARBANES. Congressman Scheuer.
Representative SCHEUER. Thank you, Mr. Chairman. Mr. Secre-

tary, you've said some things today that I find encouraging and a
degree of openness that I find encouraging. You say you're for a
freeze, but not an absolutely rigid freeze, a freeze that maybe will
have a little bit of flexibility at the margin.

To me, that's encouraging because as you and I noted, in terms
of the job that has to be done in the field of education and the field
of job training, in the field of drug addiction education, the freeze
shouldn't be absolute.

You also said, and I really applaud this, that there has to be
some kind of political cover being provided on some of these really
difficult and anxiety-laden questions, and I agree totally with that.
The question is where is the initiative and where is the leadership
going to come from?

It's frequently said that the White House is America's bully
pulpit. Wouldn't it be great if the White House would provide the
kind of leadership whereby there would be a consensus between
the Democratic Party and the Republican Party, even this year,
before next year, whereby the Democrats would give the Republi-
cans some political cover on their wish to make some adjustments
in the entitlement programs.

Most Democrats agree privately that that ought to be done. And
whereby the Republicans would agree to give Democrats some
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cover on revenue enhancement, if that's what you wish to call it,
and perhaps nonincome tax revenue enhancement, like an increase
in the alcohol tax, like increase in the tobacco tax, like increase in
the gasoline tax.

European countries regularly tax their people between $1½2 and
$2 per gallon equivalent. We tax our people 9 cents.

For every increase in the gasoline tax, you add a billion dollars
to the Federal Treasury. If we-

Senator PROXMIRE. For every penny.
Representative SCHEUER. Excuse me. For every penny, yes, thank

you, Senator. For every penny increase, you produce a billion dol-
lars for the Federal Treasury.

If we increase the gasoline tax by 50 or 75 cents, as was recom-
mended by a group of economists right before the Joint Economic
Committee only a few months ago, we could add $50 or $75 billion
a year to the Federal Treasury. A tax on luxuries, on Mercedes
Benz and expensive fur coats would yield enormous income. No?

Secretary BAKER. Not a lot. We took a look at that.
Representative SCHEUER. Well, several billion dollars. On tobac-

co, quite a few billion dollars. You're talking about enormmous
amounts of revenue there.

Isn't it possible that we could hope that through you efforts, your
really thoughtful, moderating, conciliatory efforts working with the
White House, we might start to build the kind of consensus that,
yes, we're going to have to discuss some tinkering and some adjust-
ments at the margin on the entitlement programs and, yes, we're
going to have to discuss some kind of revenue enhancement.

I find it distasteful and objectionable and offensive that both in
the Democratic presidential contest and in the Republican presi-
dential contest, those candidates are vying with each other to see
how irresponsibly they can take hard pledges not to have any tax
increases.

That's a very destructive process. There ought to be some way
that we could call a moratorium on that kind of destructive non-
sense.

Couldn't some leadership come from the White House in this last
8 or 9 months of their administration to achieve some kind of con-
sensus that we've got to provide exactly the kind of cover that
you've discussed on some tinkering with entitlements, on some tin-
kering with revenue so that at least

Secretary BAKER. Congressman Scheuer, let me just say, as I in-
dicated in m response to Congressman McMillan, that I don't
think that a freeze is doable in the last 8 months of an administra-
tion in a presidential election year. Moreover, that kind of a pro-
posal was considered without agreement for a period of weeks in
the budget summit by representatives of the President of the
United States, the Speaker of the House, the Majority Leader of
the U.S. Senate, and in effect, the leadership of both the political
parties. Consequently, I don't think it's realistic to think that you
can accomplish this rather large task in the closing months of an
administration, particularly in an election year.

I know you're not suggesting that we raise taxes without also re-
straining spending. If the administration accepted a tax increase, it
wouldn't go to deficit reduction, it would go to more spending.
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Representative SCHEUER. I agree with you. There ought to be
some tinkering with the entitlement programs. That's your con-
cern. You're concerned with that and we're all concerned with
that.

But both sides, it seems to me, need a little bit of-they need a
lot of the kind of political cover that you talked about in order to
get a sensible, rational discourse both on revenue enhancement
and on some reduction of expenditures, particularly in the entitle-
ment programs.

Secretary BAKER. Congressman Scheuer, I think the approach to
take is to pass the President's budget. That will, as I indicated in
my statement and in my testimony, put the deficit on a distinctly
downward path so that in fiscal 1993 it would be only four-tenths
of 1 percent of GNP. And even next year, the U.S. deficit would be
significantly lower as a share of GNP than the deficits of most of
the other OECD countries.

I don't think the time is ripe for that kind of an approach par-
ticularly when you consider that a similar approach was considered
and debated, but not accepted, at the budget summit.

Representative SCHEUER. Thank you, Mr. Secretary. Thank you,
Mr. Chairman.

Senator SARBANES. Senator Proxmire.
Senator PROXMIRE. Mr. Secretary, let me indicate why I think

this is a dreamy, overoptimistic estimate, for example, on inflation.
You point out in your prepared statement that industrial produc-

tion rose 5.4 percent during 1987 and, as a result, the capacity utili-
zation rate has risen to 82.2 percent, with a number of industries
operating at or above 90 percent of capacity. This is a level when
prices usually begin to rise.

In the second place, we have unemployment-we're delighted to
see it-we have unemployment falling to very close to that level
where it usually triggers the inflationary effect of falling unem-
ployment.

You put those two things together and it seems to me it seems
unrealistic to expect that to continue. And as you indicate in your
estimates, inflation will be about 4.3 percent, you say, for this year,
and 4.1. Then you really go into the dreamboat and you estimate in
1990, it will be at 3.6, 3.2, then 2.7, then 2.2.

I mean, you expect to have a continued situation where we're op-
erating close to the level of capacity, where unemployment is fall-
ing, and yet, you have inflation going down. How can you justify
that?

Secretary BAKER. Well, I can testify to it because that is what
has happened since those estimates were made 4 months ago.

Senator PROXMIRE. Well, 4 months ago. We're talking about
years here. We're talking about the next 6 years.

Secretary BAKER. The only experience we have since those esti-
mates were made has been the last 4 months. And so far, they're
holding up a lot better than yours or, if I may say so, than CBO's.

I can also support our inflation forecasts with the fact that oil
prices, one of the most important components of inflation, are fall-
ing. We'd assumed significantly higher oil prices in our estimates,
and now they're trending downward a lot more rapidly than most
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people had expected. So it is an eminently reasonable estimate, if I
ma say so, Senator.

nator PROXMIRE. Well, now take unit labor costs. In 1986, the
United States was the only major industrial country to register a
decline in unit labor costs in manufacturing, as you point out,
properly. That's something to be perhaps proud of, until we exam-
me it.

Some of that improvement was due to a higher productivity
growth in the United States and elsewhere. But a significant part
of the improvement was because U.S. workers received smaller
wage increases than their counterparts in Europe and Japan, ac-
cording to the December 1987 Monthly Labor Review.

So if the United States is gaining a competitive advantage over
our trading partners by holding down wages, how does that repre-
sent an improvement for the United States?

Secretary BAKER. It's an improvement as far as inflation is con-
cerned. If those wages

Senator PROXMIRE. Well, if it's an improvement as far as workers
are concerned--

Secretary BAKER. Well, by how much do you want wages to in-
crease faster than the rate of inflation?

Senator PROXMIRE. Well, I'm just arguing that--
Secretary BAKER. I don't--
Senator PROXMIRE [continuing]. If the wages, real wages, are fall-

ing, it's not an improvement for them. That's what's been happen-
ing.

Senator SARBANES. They're not increasing as fast, and therefore,
the standard of living is being eroded.

Senator PROXMIRE. That's right.
Senator SARBANES. The question you put was, do you want them

to increase faster. But if they don't increase at least commensurate
with the rate of inflation, you get an eroding standard of living.

Secretary BAKER. Are you basing the question on the Congres-
sional Research Service's study, suggesting that standards of living
have fallen since 1970?

Senator SARBANES. Well, no. We get a lot of studies floating
around. There's an important difference when you talk about
family earnings as compared to individual earnings because a lot of
families have gone from one earner to two earners. You can show
increased family earnings. But if you take the average earnings of
individuals, you find an erosion has taken place.

Secretary BAKER. Well, our data indicate, Mr. Chairman, that
when you adjust for inflation, real earnings have risen and risen
consistently. The real employment cost index is up to 5.6 percent
from 1980 to 1987.

Senator SARBANES. Whose real earnings are you talking about?
Secretary BAKRR. And real per capita disposable income is up

12.9 percent over the same period.
Senator SARBANES. When you say real earnings, are you talking

about family earnings?
Secretary BARER. Well, I'll have to find out what's embraced in

the term.
Senator PROXMIRE. Let me give you the figure from the Econom-

ic Indicators.
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In 1977 dollars, for every month beginning in March 1987, they
dropped in March at an annual rate of 1 percent, the next month,
1.9 percent, the next month, 1.1 percent, the next month, 1.0 per-
cent, then 0.9 percent, 0.9 percent, 1.8 percent, 0.9 percent, 1.3 per-
cent, 1.2.

They've dropped in every single month without exception. In
January, they dropped at 0.9 percent.

Secretary BAKER. The real earnings series I cited, was compensa-
tion per hour for workers.

Senator PROXMIRE. This is average weekly earnings. Of course, if
they don't work enough hours, their income goes down and it
doesn't help them very much to have a little higher per hour if
they're not getting the jobs. Let me ask you this.

Secretary BAKER. Well, maybe there s a fundamental disagree-
ment between us with respect to whether real earnings have de-
clined during this administration. Our view is that they have not.
Your view may be that they have. I'll be glad to get our statisti-
cians to come up and work with yours if you want.

Senator PROXMIRE. Well, let me proceed on business investment
plans.

In your prepared statement, you suggest that business fixed in-
vestment will be an important source of economic growth this year
than in the recent past. Throughout most of this decade, net nonre-
sidential fixed investment has been unusually weak. It actually de-
clined in 1985 and 1986, and those are the last years for which we
have any data.

Is your statement that investment will contribute to growth this
year simply a forecast or is there hard data that businesses are in-
creasing their spending for plant and equipment?

Secretary BAKER. I'll have to get you an answer for the record,
Senator. I can't give you an answer to that right now.

[The following information was subsequently supplied for the
record:]

The administration forecasts that real gross nonresidential fixed investment will
grow by 4.4 percent over the four quarters of 1988. This forecast is based on (1) re-
sults of surveys of investment plans, (2) strength in the traditional leading indica-
tors of capital spending, and (3) forward momentum currently exhibited by the in-
dustrial sectors of the economy. The administration is not alone in forecasting
robust investment in 1988. The latest Wharton forecast, for example, indicates 6.4
percent rise across the four quarters of this year.

The most recent Commerce DeDartment survev of business investment plans
points to a 7.3 percent rise in real outlays for plant and equipment in 1988. Such
surveys have typically been reliable predictors of movements in capital spending.
New orders for nondefense capital goods in real terms, a leading indicator of future
purchases of capital goods, were 11.7 percent higher in 1987Q4 as compared with
1986Q4. The backlog of unfilled orders for such goods in December stood 14.4 per-
cent above a year earlier. Finally, rates of capacity utilization in a number of manu-
facturing industries are at very high levels. When these rates of capacity utilization
have been reached in the past, producers have typically responded by augmenting
capacity, that is, increasing investment expenditures.

Senator PROXMIRE. All right. Let me ask you, then, one final
question.

This is kind of a wrapup for me. For fiscal year 1989, the admin-
istration estimates that the deficit will be $138.5 billion under cur-
rent policies. The Congressional Budget Office estimates the deficit
will be $176 billion. Now that's a difference of $40 billion dollars.
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That's an enormous difference. What accounts for that sharp dif-
ference?

Secretary BAKER. What accounts for the difference primarily is
the fact that CBO is more pessimistic about real growth. They
come in at 1.8 percent for 1988. We come in at 2.4 percent.

The second major contributing factor, as I understand it, is they
are more pessimistic with respect to interest rates than we are.
They forecast higher interest rates than we do. Again, on both
counts, the experience since those estimates were made runs in our
favor and against CBO.

Senator PROXMIRE. Thank you, Mr. Chairman.
Representative WYLIE. Mr. Chairman, may I just make one ob-

servation here?
We've gone through this from time to time as to whether the

hourly wage earnings are up or not up. Mrs. Norwood comes before
us with her Bureau of Labor Statistics figures.

The hourly earnings measure, as she points out, doesn't include
bonuses, fringe benefits, lower taxes. So the wage is not the whole
picture, I would point out to the Senator from Wisconsin.

But the employment cost index, according to the Bureau of Labor
Statistics, shows an increase of at least 7 percent since 1981, after
inflation.

So I think you're right in your statistics, Mr. Secretary. Thank
you very much. You're an outstanding witness.

Secretary BAKER. Thank you, Congressman.
Senator PROXMIRE. Was that in real terms?
Representative WYLIE. In real terms.
Senator PROXMIRE. Since 1981?
Representative WYLIE. Real terms.
Senator SARBANES. Yes. But I think the Senator from Wisconsin

made a good point. You have to relate how many hours a week a
person works in order to get a picture of what they're earning,
what their standard of living is.

Senator PROXMIRE. And there hasn't been any real changes in
the fringes.

Representative WYLIE. I guess the point I would make is that the
issue is debatable, but also, employment has increased among low-
income persons, low-income wage earners during that period of
time. Thank you.

Senator SARBANES. Mr. Secretary, we very much appreciate your
coming before the committee. As always, you've made a very able
presentation and we thank you very much for it.

Secretary BAKER. Thank you, Mr. Chairman. It's been a pleasure
to be here.

Senator SARBANES. The committee stands adjourned.
[Whereupon, at 12:15 p.m., the committee adjourned, subject to

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

Senator SARBANES. The committee will come to order.
This morning the Joint Economic Committee resumes its annual

hearings in conjunction with the Economic Report of the President
for 1988, which we received in testimony from Chairman Sprinkel
a few weeks ago. We are very pleased to have as our witness this
morning Hon. Alan Greenspan, the Chairman of the Board of Gov-
ernors of the Federal Reserve.

We are entering a year of uncertainty for economic forecasters
and difficult challenges for economic policymakers. There are con-
flicting signs of strength and weakness, with strong employment
growth in February counterbalanced by a year-long decline in
housing starts and construction spending, the inventory overhang
from the fourth quarter of last year and prospects for continued
slow growth in the rest of the world.

Given these divergent signals with respect to the economy's di-
rection, economic policy must walk a tight-rope. If policy becomes
too restrictive, there is a serious risk of precipitating a downturn.
If, on the other hand, monetary and fiscal policies provide too
much stimulus, there is a risk of overheating the economy and dis-
rupting financial markets with anticipation of higher inflation.
Much of the challenge of maintaining a steady course falls to the
Federal Reserve.

Walking this tightrope will be made more difficult by problems
inherited from the recent past. Our continued dependence on for-
eign sources of capital has made monetary policy less autonomous,
since we must keep one eye on the behavior of our foreign creditors
while keeping the other eye on the performance of our domestic
economy. The large Federal deficit has put severe restrictions on

(389)
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the use of fiscal policy, a problem that could become serious if
growth slows in the near future or if the economy enters a reces-
sion.

The committee will now turn to Chairman Greenspan, who must
navigate this tightrope, for his comments on the economic outlook
and economic policy for 1988.

Mr. Chairman, before we hear from you, I'll turn to my col-
leagues to see if they have an opening statement. Senator
D'Amato.

Senator D'AmATo. Mr. Chairman, I'm delighted to see my good
friend, Alan Greenspan, our Chairman, here once again. There cer-
tainly are some questions I would be very much interested in get-
ting Alan's response to, particularly the questions concerning huge
foreign investments that continue to take place. There are many
who are saying we should be concerned about this. I know he
touches on this in his prepared statement. I would like to submit
my opening statement in its entirety so we can get the opportunity
of listening to the Chairman and asking some of our questions.

Senator SARBANES. Thank you very much. Your opening state-
ment will be included in full in the record.

[The written opening statement of Senator D'Amato follows:]
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WRITTEN OPENING STATEMENT OF SENATOR D'AMATO

MR. CHAIRMAN, I WOULD LIKE TO WELCOME TO THE JOINT

ECONOMIC'COMMITTEE THIS MORNING THE DISTINGUISHED CHAIRMAN OF

THE FEDERAL RESERVE, ALAN GREENSPAN. I LOOK FORWARD TO YOUR

TESTIMONY ON THE ECONOMIC OUTLOOK FOR 1988.

AT THE THREE PREVIOUS HEARINGS ON THE 1988 ECONOMIC
OUTLOOK, THE COMMITTEE HAS HEARD FROM A VARIETY OF WITNESSES
ATTESTING TO THE CONTINUED STRENGTH OF OUR ECONOMY.

UNEMPLOYMENT IS AT AN ALL TIME LOW, INFLATION HAS BEEN

BROUGHT UNDER CONTROL, AND INTEREST RATES ARE AT AN

ACCEPTABLE LEVEL. WE ARE IN THE MIDST OF THE LONGEST

PEACETIME ECONOMIC EXPANSION IN THE HISTORY OF OUR NATION.

OUR NATION'S MONETARY POLICY HAS PLAYED A MAJOR ROLE IN

KEEPING OUR ECONOMY STRONG.

ALTHOUGH THE ECONOMIC OUTLOOK IS BRIGHT, WE ARE STILL
LIVING UNDER THE CLOUD OF THE ENORMOUS BUDGET AND TRADE
DEFICITS. WHILE THERE HAS BEEN A GRADUAL IMPROVEMENT IN THE

NATION'S TRADE DEFICIT, THE SAME HAS NOT BEEN TRUE OF THE
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BUDGET DEFICIT - ALTHOUGH IT IS FROM A LACK OF IDEAS. WE
HAVE HEARD A PLETHORA OF SUGGESTIONS ON HOW TO REDUCE THE
DEFICIT RANGING FROM SEVERE CUT BACKS IN SOCIAL PROGRAMS TO

RAISING TAXES TO THE IMPOSTITION OF USER FEES. IN FACT,

CHAIRMAN GREENSPAN HAS BEEN AN ADVOCATE OF ONE OF THESE

PROPOSALS: ESTABLISHING A .15 CENT GASOLINE TAX ON

CONSUMERS. I LOOK FORWARD TO THE CHAIRMAN'S COMMENTS ON THIS
PARTICULAR PROPOSAL. I ALSO LOOK FORWARD TO HIS ECONOMIC
FORECAST FOR THE COMING YEAR.

THANK YOU, MR. CHAIRMAN.
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Senator SARBANES. Congressman Scheuer.

OPENING STATEMENT OF REPRESENTATIVE SCHEUER

Representative SCHEUER. It's a pleasure for us all to welcome you
here this morning, Mr. Greenspan.

I hope that you will go somewhat beyond the technicalities of
fiscal policy and so forth to give us at least a brief sketch of where
our economy is heading and the kind of policies that the new Presi-
dent might want to be thinking about starting next January.

Our economy is in a state of crisis. We're spending $160 or $170
billion more than we're earning. We've turned from the world's
greatest creditor nation to the world's greatest debtor nation in 2
or 2Y2 years. Our debt is greater than all of the Latin American
debt, the Brazilian, the Mexican debt, and other Latin American
countries, combined. We have to learn how to spend less, save
more, invest more in research and development, invest more in
new plant and equipment, and in general make our economy more
lean and mean and more productive so that we can emerge once
again as a major player in global commerce.

We're not competitive now. We've got to be competitive. Other-
wise, this hemorrhaging of jobs abroad is going to send us on a slip-
pery slope that will condemn us to the process that England has
gone through.

If you can address some of these broader issues that will face the
Congress and the next President, I think we would all appreciate it
very much. And, again, it's a delight to have you here this morn-
ing.

Senator SARBANES. Mr. Chairman, we would be happy to hear
from you.

STATEMENT OF HON. ALAN GREENSPAN, CHAIRMAN, BOARD OF
GOVERNORS, FEDERAL RESERVE SYSTEM

Mr. GREENSPAN. Mr. Chairman, I will respond to the questions of
your colleagues upon presentation of my statement, but I would
also like to excerpt from that statement and request that the full
text be included in the record.

Senator SARBANES. That will certainly be done.
Mr. GREENSPAN. As usual, Mr. Chairman, I am pleased to appear

before this committee to discuss the current economic situation and
the outlook for 1988. As you know, the Federal Reserve submitted
its semiannual report on monetary policy to the Congress about 3
weeks ago. That report and the accompanying testimony discussed
in some detail the monetary policy developments of 1987 and the
Federal Open Market Committee's policy targets for 1988.

I have summarized much of that report in my prepared state-
ment and I won't go over them. Today, however, I would like to
turn to some more general considerations, particularly the process
of external adjustment that's now underway and the challenge that
it poses to our economy.

A couple of decades ago, we still viewed our economy as being
relatively self-contained. We thought of business cycles largely in
terms of domestic spending, inventories and production; foreign
trade did not play a major role. Businesses saw their competition
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as being the firm down the road or in the next city or State, not
the producer on the other side of the world. We recognized, of
course, that American economic activity and policies materially af-
fected the rest of the world. Developments outside our borders,
however, appeared to have little impact on economic activity in
this country.

This has all changed in recent years. Our economy today is being
driven by external forces and is coming to resemble more nearly
the open, trade-based economies of Europe than the insulated econ-
omy of our own past. We are increasingly affected by developments
outside our borders and need to learn to do business there. Despite
the attendant complications, our own policies are going to have to
be shaped with close surveillance of what is happening in the rest
of the world.

Particularly striking evidence of a changed economic climate was
the deterioration of our external balance over the first half of the
1980's, a period in which import growth far outpaced the rise in ex-
ports. The causes of this imbalance were complex, but its effects on
consumers and businesses were relatively clear. Consumers benefit-
ted from having access to a broad range of good-quality imports,
while the producing sectors that are heavily affected by foreign
trade suffered a loss of market share, both domestically and world-
wide. In manufacturing, which accounts for nearly two-thirds of
our exports, production was sluggish, layoffs mounted, and pres-
sures for protectionism rose. Agriculture also suffered as the export
boom of the 1970's turned into the export bust of the 1980's. Over-
all, from mid-1980 to the summer of 1986, real net exports of goods
and services fell by an amount equal to 6 percent of real GNP.

Fortunately, this situation has started to change. In volume
terms, our external sector has been improving and accounted for
nearly half a percentage point of GNP growth over the four quar-
ters of 1987. As I noted earlier in my prepared statement, manufac-
turing growth was especially robust last year, and the current
backlog of orders suggests that factory output should be well main-
tained over the near term.

However, just as the deterioration of our external account cre-
ated serious dislocations for the domestic economy in recent years,
the swing back toward better balance also may create difficulties,
though of a different nature. These adjustments-and the way that
we deal with them-will go far toward shaping the economic out-
look for a number of years to come.

Let me illustrate by drawing some comparisons between the cur-
rent situation and other episodes from our recent economic history.
When real exports bottomed out in the summer of 1986, the Na-
tion's total spending for goods and services, including inventory in-
vestment, exceeded the comparable domestic production of goods
and services by about 4.25 percent, a gap unprecedented for the
postwar period. By comparison, production and spending were
closely matched throughout much of the 1950's and 1960's; and
even in the more volatile decade of the 1970's, spending did not
depart from production by more than a couple of percentage points.

Those smaller gaps of the 1970's eventually closed, largely be-
cause of growth in the volume of exports. But the transitions back
toward external balance were not smooth, either in the early part
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of the decade or in the late 1970's. Rather, the transitions were
marked by strongly competing demands on domestic resources, an
overheating of product markets, and widespread inflationary pres-
sures.

Of course, history does not have to repeat itself, and in harken-
ing back to these past episodes, I do not mean to suggest that the
economy will inevitably follow a similar path in the years immedi-
ately ahead. Indeed, the world is more competitive than it was 10
or 15 years ago, and recognition by business and labor of the need
to stay competitive may help to quell whatever latent inflationary
tendencies arise.

What is clear is that a major adjustment is underway. As part of
the move back toward external balance, export growth could place
stronger demands on a domestic resource base that already is oper-
ating at high levels of utilization is some areas. To date, lead times
in the deliveries of production materials remain moderate, imply-
ing for the moment little pressure from capacity restraints. Never-
theless, our experience from the 1970's, when smaller external ad-
justment took place, should make us cautious about thinking that
this adjustment can be accomplished without some upward pres-
sures on prices. Ideally, one can conceive of a strengthening of ex-
ports meshing neatly with a slowing of domestic spending in such a
way as to maintain utilization levels for labor and capital without
overheating. Certainly if growth is moderate in the period ahead,
bottlenecks should not be a serious problem. Realistically, however,
one has to recognize that events in the real world may not mesh as
neatly as contemplated and that the adjustment may not proceed
as smoothly as we would like.

Although the exact path of adjustment cannot be predicted with
precision, we know that there are a number of actions that can be
taken to help make the process smoother than would otherwise be
the case.

Monetary policy needs to remain supportive of the expansion but
also alert to the possibility of a reemergence of inflation. Policy-
makers must be especially mindful that the cost of temporizing in
the face of accumulating price pressures would be a far more seri-
ous and painful adjustment down the road.

After several years of debate, Congress is understandably tired of
wrestling with the budget deficit issue. The temptation is great to
lay it aside for a year or permit small retreats from the real
progress that has been achieved to date. However, there are risks
in delaying or retreating, even a little, on an issue of such great
importance. It is urgent that the Congress fully implement the def-
icit-reduction measures agreed to in December and continue to con-
sider additional measures that might be taken to lock in further
progress in the outyears.

As part of the coming adjustment, this Nation must find ways of
generating sufficient domestic savings to finance investment and
maintain the productivity gains that are needed to keep us com-
petitive in world markets. Over the course of the expansion, the ad-
verse implications of a low domestic saving rate have been tempo-
rarily obscured, as a large inflow of capital from abroad has made
it possible to finance a large Federal deficit and a high level of con-
sumption and investment spending without undue pressures on the
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credit markets. However, there are limits to how long a country
can depend upon savings from abroad, and at some point we will
have to revert to financing our future from our own resources.
Indeed, the pressures experienced in the foreign exchange and fi-
nancial markets last year suggest that those limits are closer than
they were before.

Nor can we count on a major pickup in private savings. We have
endeavored in recent decades to implement tax policies to augment
household and business savings; however, these policies have not
been demonstrably successful. Accordingly, it will become doubly
important for the Federal Government to reduce its demands on
the credit markets by cutting the budget deficit. Indeed, as I have
suggested previously, we may have to consider at some point
whether the Nation's inability to boost private saving argues for a
Federal budget policy aimed at generating surpluses.

Foreign governments also must play a part, if the adjustment
process is to work smoothly in the context of a growing world econ-
omy. During most of this expansion, the purchases of goods by U.S.
businesses and households have provided a strong impetus for pro-
duction gains abroad. Now that process must work in reverse.
Other countries need to promote growth in their economies, reduce
trade barriers, and in general ensure receptive markets for exports
from the United States and elsewhere. The chances of attaining
access to markets abroad would be damaged, of course, if the
United States itself were to embrace a greater protectionism, a
temptation that I earnestly hope we will avoid.

Let me conclude, Mr. Chairman, by saying that I view the out-
look as satisfactory, but not without risks. Our economy was dealt
a potentially severe shock last October, and at present, we seem to
be weathering that shock perhaps better than might have been ex-
pected. Looking ahead, we know that the economy will be heavily
influenced by the ongoing correction of fundamental internal and
external imbalances. However, the broad contours of the coming
adjustment are relatively clear and should not come to us as a sur-
prise. Although our place in the world is changing, the future can
be prosperous if we remain attentive to the course of events and
take those actions that we know are needed. Thank you.

Senator SARBANES. Thank you very much, Mr. Chairman. We ap-
preciate your statement and, as I said, the entire prepared state-
ment will be included in full in the record.

[The prepared statement of Mr. Greenspan follows:]
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PREPARED STATEMENT OF HON. ALAN GREENSPAN

I am pleased to appear before this Committee to

discuss the current economic situation and the outlook for

1988. As you know, the Federal Reserve submitted its semi-

annual report on monetary policy to the Congress about three

weeks ago. That report and the accompanying testimony

discussed in some detail the monetary policy developments of

1987 and the FOMC's policy targets for 1988. Today, I would

like to summarize briefly the main points of those reports

and then turn to some more general considerations,

particularly the process of external adjustment that is now

underway and the challenge that it poses to our economy.

The overall record shows 1987 to have been another

year of significant economic progress. Real gross national

product rose nearly 4 percent over the course of the year,

job growth totaled 3 million, and the unemployment rate
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declined to 5-3/4 percent, its lowest level of the current

decade.

Some sectors that had lagged earlier in the recovery

exhibited particular strength last year. Buoyed by rising

exports and a pickup in capital spending, industrial

production in manufacturing surged 5-1/2 percent over the

twelve months of 1987, and capacity utilization rose to its

highest level in nearly eight years. Capacity use in the

steel business was about 90 percent at the end of 1987, up

from 65 percent a year earlier. Improvement also was

evident in mining, oil extraction, and agriculture.

The year, however, was not without its setbacks.

Inflation, which had dropped sharply in 1986, increased in

1987, owing to the bounce-back in oil prices and to the

effects of the dollar's decline on prices of imported goods

and their domestic substitutes. Concerns that these one-

time price changes might trigger a more pronounced and more
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deeply-rooted upswing in inflation persisted through late

summer, surfacing, at one time or another, in the form of

upward pressures on commodity prices or rising long-term

interest rates. Under these conditions, further declines in

the exchange value of the dollar added to the general

uncertainty regarding longer-run price prospects.

For much of the year, Federal Reserve policy leaned

in the direction of countering potential inflationary

tendencies in the economy, while seeking to maintain a

monetary and financial environment compatible with

sustainable growth. The discount rate was raised on one

occasion, and growth in M2 ran lower than the target range

that the Federal Open Market Committee had established early

in the year. In view of the very rapid money growth of

1986, the perceived inflation risks, the strength in the

real economy and the marked variations in money velocity in
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recent years, modest growth of the monetary aggregates was

viewed as acceptable and appropriate.

The stock market crash of late October shifted the

balance of risks, and the Federal Reserve modified its

approach to monetary policy accordingly. In particular, we

took steps to ensure adequate liquidity in the financial

system during the period of serious turmoil, and we

encouraged some decline in short-term interest rates as a

precaution against the possibility of a significant

retrenchment by households and businesses.

While some uneasiness still is apparent in the

financial markets, the situation has calmed considerably

since October. Interest rates have come down noticeably,

and exchange rate pressures have moderated. In the real

economy a buildup in business inventories late last year,

coupled with the possibility that effects of the stock

market crash might still be working through, suggested at
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the turn of the year that the growth of real GNP might slow

in the first part of 1988. However, employment has

continued to advance early this year, and, at present, deep

or prolonged cutbacks in production do not seem likely.

Consumer spending seems to be holding its own, export

prospects remain favorable, and capital goods orders have

been strong. Overall, the chances appear relatively good

for maintaining the current expansion through another year.

As of mid-February, the central tendency of FOMC members'

and other Reserve Bank presidents' forecasts was for growth

of real GNP of around 2 to 2-1/2 percent from the fourth

quarter of 1987 to the fourth quarter of 1988; this is a

slower rate of growth than in 1987, but is probably close to

what the economy can maintain on a long-run basis. Exports

seem likely to provide a major impetus for growth in 1988,

WhiCle the growth in domestic demand may be relatively slow.
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With respect to inflation, price increases have

picked up in some markets this past year. However, in

general, business and labor still seem to be exercising a

considerable degree of restraint in their wage and price-

setting behavior, and bottlenecks are not a serious problem

at the present time. Should the FOMC's forecasts of

moderate growth of real GNP over the coming year be

realized, this situation is not likely to change much. The

FOMC central tendency forecast was for a rise in prices, as

measured by the GNP deflator, of about 3-1/4 to 3-3/4

percent in 1988--similar to the inflation performance in

most recent years.

The central tendency of our projections for real

GNP growth encompasses the Administration forecast that you

are reviewing today; the central tendency range for

inflation is slightly below the Administration forecast, but

the difference is not significant.
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In formulating its policy objectives for 1988, the

Federal Open Market Committee, at its mid-February meeting,

established monetary target ranges of 4 to 8 percent for

both M2 and M3 over the four quarters of 1988. Expansion of

money within these ranges is expected to support continued

economic growth at a pace that is consistent with progress

over time toward price stability. In recent years, of

course, the relation of money to income has not been very

stable. Accordingly, as the coming year unfolds, we will-

continue to keep a close eye not only on the behavior of the

aggregates, but also on the overall performance of the

economy.

Although the near-term prospects thus look

reasonably encouraging, major uncertainties remain and we

should not be complacent about the nation's economic future.

To a considerable extent, we still are sailing in uncharted

waters and are facing adjustments that have no precedent in
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our recent history. A couple of decades ago, we still

viewed our economy as being relatively self-contained. We

thought of business cycles largely in terms of domestic

spending, inventories and production; foreign trade did not

play a major role. Businesses saw their competition as

being the firm down the road or in the next city or state,

not the producer on the other side of the world. We

recognized, of course, that American economic activity and

policies materially affected the rest of the world.

Developments outside our borders, however, appeared to have

little impact on economic activity in this country.

This has all changed in recent years. Our economy

today is being driven by external forces and is coming to

resemble more nearly the open, trade-based economies of

Europe than the insulated economy of our own past. We are

increasingly affected by developments outside our borders

and need to learn to do business there. Despite the
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attendant complications, our own policies are going to have

to be shaped with close surveillance of what is happening in

the rest of the world.

Particularly striking evidence of a changed

economic climate was the deterioration of our external

balance over the first half of the 1980s, a period in which

import growth far outpaced the rise in exports. The causes

of this imbalance were complex, but its effects on consumers

and businesses were relatively clear. Consumers benefitted

from having access to a broad range of good-quality imports,

while the producing sectors that are heavily affected by

foreign trade suffered a loss of market share, both

domestically and worldwide. In manufacturing, which

accounts for nearly two-thirds of our exports, production

was sluggish, layoffs mounted, and pressures for

protectionism rose. Agriculture also suffered as the export

boom of the 1970s turned into the export bust of the 1980s.



406

Overall, from mid-1980 to the summer of 1986, real net

exports of goods and services fell by an amount equal to 6

percent of real GNP.

Fortunately, this situation has started to change.

In volume terms, our external sector has been improving and

accounted for nearly half a percentage point of GNP growth

over the four quarters of 1987. As I noted earlier,

manufacturing growth was especially robust last year, and

the current backlog of orders suggests that factory output

should be well-maintained over the near-term.

However, just as the deterioration of our external

account created serious dislocations for the domestic

economy in recent years, the swing back toward better

balance also may create difficulties, though of a different

nature. These adjustments--and the way that we deal with

them--will go far toward shaping the economic outlook for a

number of years to come.
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Let me illustrate by drawing some comparisons

between the current situation and other episodes from our

recent economic history. When real exports bottomed out in

the summer of 1986, the nation's total spending for goods

and services, including inventory investment, exceeded the

comparable domestic production of goods and services by

about 4-1/4 percent, a gap unprecedented for the postwar

period. By comparison, production and spending were closely

matched throughout much of the 1950s and 1960s; and even in

the more volatile decade of the 1970s, spending did not

depart from production by more than a couple of percentage

points.

Those smaller gaps of the 1970s eventually closed,

largely because of growth in the volume of exports. But the

transitions back toward external balance were not smooth,

e e the early part of the decade or in the late i970s.

Rather, the transitions were marked by strongly competing
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demands on domestic resources, an overheating of product

markets, and widespread inflationary pressures.

Of course, history does not have to repeat itself, and

in harkening back to these past episodes, I do not mean to

suggest that the economy will inevitably follow a similar

path in the years immediately ahead. Indeed, the world is

more competitive than it was 10 or 15 years ago, and

recognition by business and labor of the need to stay

competitive may help to quell whatever latent inflationary

tendencies arise.

What is clear is that a major adjustment is underway.

As part of the move back toward external balance, export

growth could place stronger demands on a domestic resource

base that already is operating at high levels of utilization

in some areas. To date, lead times in the deliveries of

production materials remain moderate, implying for the

moment little pressure from capacity restraints. Never-
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theless, our experience from the 1970s, when smaller

external adjustments took place, should make us cautious

about thinking that this adjustment can be accomplished

without some upward pressures on prices. Ideally, one can

conceive of a strengthening of exports meshing neatly with a

slowing of domestic spending in such a way as to maintain

utilization levels for labor and capital without

overheating. Certainly, if, as I noted earlier, growth is

moderate in the period ahead, bottlenecks should not be a

serious problem. Realistically, however, one has to

recognize that events in the real world may not mesh as

neatly as contemplated and that the adjustment may not

proceed as smoothly as we would like.

Although the exact path of adjustment cannot be

predicted with precision, we know that there are a number of

actions that can be taken to help make the process smoother

than would otherwise be the case.
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Monetary policy needs to remain supportive of the

expansion but also alert to the possibility of a re-

emergence of inflation. Policymakers must be especially

mindful that the cost of temporizing in the face of

accumulating price pressures would be a far more serious and

painful adjustment down the road.

After several years of debate, Congress is

understandably tired of wrestling with the budget deficit

issue. The temptation is great to lay it aside for a year

or permit small retreats from the real progress that has

been achieved to date. However, there are risks in delaying

or retreating, even a little, on an issue of such great

importance. It is urgent that the Congress fully implement

the deficit-reduction measures agreed to in December and

continue to consider additional measures that might be taken

to lock in further progress in the outyears.
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As part of the coming adjustment, this nation must

find ways of generating sufficient domestic saving to

finance investment and maintain the productivity gains that

are needed to keep us competitive in world markets. Over

the course of the expansion, the adverse implications of a

low domestic saving rate have been temporarily obscured, as

a large inflow of capital from abroad has made it possible

to finance a large federal deficit and a high level of

consumption and investment spending without undue pressures

on the credit markets. However, there are limits to how

long a country can depend upon savings from abroad, and at

some point we will have to revert to financing our future

from our own resources. Indeed, the pressures experienced

in the foreign exchange and financial markets last year

suggest that those limits are closer than they were before.

Nor can we count on a -aj- pickup in private

saving. We have endeavored in recent decades to implement
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tax policies to augment household and business saving;

however, these policies have not been demonstrably

successful. Accordingly, it will become doubly important

for the federal government to reduce its demands on the

credit markets by cutting the budget deficit. Indeed, as I

have suggested previously, we may have to consider at some

point whether the nation's inability to boost private saving

argues for a federal budget policy aimed at generating

surpluses.

Foreign governments also must play a part, if the

adjustment process is to work smoothly in the context of a

growing world economy. During most of this expansion, the

purchases of goods by U.S. businesses and households have

provided a strong impetus for production gains abroad. Now

that process must work in reverse. Other countries need to

promote growth in their economies, reduce trade barriers,

and in general ensure receptive markets for exports from the
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United States and elsewhere. The chances of attaining access

to markets abroad would be damaged, of course, if the United

States itself were to embrace greater protectionism, a

temptation that I earnestly hope we will avoid.

Let me conclude, Mr. Chairman, by saying that I

view the outlook as satisfactory, but not without risks.

Our economy was dealt a potentially severe shock last

October, and at present, we seem to be weathering that shock

perhaps better than might have been expected. Looking

ahead, we know that the economy will be heavily influenced

by the ongoing correction of fundamental internal and

external imbalances. However, the broad contours of the

coming adjustment are relatively clear and should not come

to us as a surprise. Although our place in the world is

changing, the future can be prosperous if we remain

attentive to the course of events and take those actions

that we know are needed.

85-120 0 - 88 - 14
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Senator SARBANES. In his statement last week to the Joint Eco-
nomic Committee, Secretary Baker testified that a further decline
in the value of the dollar would be counterproductive and that the
United States will work closely with our trading partners to foster
exchange rate stability.

That testimony came just 1 day after Prime Minister Thatcher,
in a statement to Parliament, said the British Government would
not intervene to stop the rise of the pound.

This suggests that the December 22 agreement among the G-7
countries to stabilize the dollar may not be as firm an agreement
as Secretary Baker has suggested.

What part did the Federal Reserve have in reaching the Decem-
ber 22 agreement, and what function does the Fed have in carry-
ing out that agreement?

Mr. GREENSPAN. I was involved personally in discussions with
both Secretary Baker and several of the finance ministers and cen-
tral bankers in what was a series of telephone conferences. I was
involved in the communique, and I subscribe to the substance of
what was finally issued.

Senator SARBANES. In your opinion, are the other G-7 countries
as fully committed to this agreement as Secretary Baker has indi-
cated? And in particular, how do you square the statement of
Prime Minister Thatcher with respect to the pound?

Mr. GREENSPAN. I think one has to distinguish between the gen-
eral relationship amongst the currencies and the specific issue of
sterling versus the mark, which the Bank of England had hoped to
hold at sterling equal to 3.0 marks.

The pressures of the markets overwhelmed that situation tempo-
rarily, and as far as I can judge, what they chose to do was correct,
and I think it would have been very difficult for the Bank of Eng-
land in conjunction with the other members of the G-7 to have
held that relationship.

I don't think that one should try to override market forces when
they are particularly strong, but the main issue of the G-7 accord
is to coordinate macroeconomic policies in a manner which would
minimize those types of events to a point where they would not
have any significant negative impact on the balance of internation-
al trade and international financial and economic activity.

Senator SARBANES. According to an article in the Sunday Post,
you stated that while a stable dollar is a desirable objective, it
cannot be decreed. If one tries to read behind that phrase, it may
seem to suggest that the Fed would not necessarily act to defend
the dollar if it begins to decline again.

Would you comment on that?
Mr. GREENSPAN. Well, I'd just as soon not comment on specific

Federal Reserve policy in that regard. All I will say, basically, is
that what I meant by that statement is something I've said over
the years and which I think is reasonably clear from the evidence,
that we cannot under current international financial institutions
lock in a fixed bilateral exchange rate of the dollar against all of
the other major currencies, even if we should choose to do so, be-
cause it would create imbalances in the international financial
system which I don't think we would be able to handle.
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I think the G-7 agreement is for general stability, and in that
regard, it has been, in my judgment, a reasonably successful exer-
cise and something which we should continue to pursue.

Senator SARBANES. How much of a problem do you think it is for
us on the trade front that certain countries are fixing their curren-
cy against the dollar and sustaining it in order to gain a trade ad-
vantage? I'm thinking of some of the Pacific Rim countries in par-
ticular.

Mr. GREENSPAN. I think it is something of a problem. I think it is
very difficult to argue in favor of an economic balance for Taiwan,
for example, when they build up reserves amounting to $76 billion,
which is another way of saying that there's an adjustment process
which is not happening.

I certainly trust that they will move in a direction which brings
them into better equilibrium both with us and the rest of their
trading partners.

Senator SARBANES. Actually, this committee has issued a staff
study on the Taiwan economy which focuses on that very point and
the fact that, contrary to established theory, we have not had the
expected adjustments to reflect the underlying trade situation,
which has only exacerbated the underlying trade situation.

There's going to be a summit in Toronto of the major economic
powers. In your view, what should be on the agenda of that
summit?

Mr. GREENSPAN. I think that general review of macroeconomic
coordination at a level one step above what the G-7 group has been
engaged in I think would be useful. I think that to have the heads
of government and the heads of state review the general agree-
ments and procedures implicit amongst the finance ministers and
the central bankers is a useful activity.

I have not given enough thought at this stage to be very useful
in adding anything which might be novel to what I think is a rela-
tively obvious agenda on issues of economic and trade matters, but
my general view of summits-and this one in particular-is that it
is very helpful to have these periodic meetings in which heads of
government are involved in the required macroeconomic policy co-
ordination, which, I think, is going to be an ever-increasing factor
in the economic policies of the various major trading governments
of the world.

Senator SARBANEs. Do you think the United States is carrying a
disproportionate share of the responsibility for world economic
policy, in view of the growing strength of a number of other econo-
mies? Let me turn the question the other way. Do the countries
that over a period of time have had growing economies and devel-
oped considerable economic strength now carry responsibilities
commensurate with their relative economic strength?

Mr. GREENSPAN. I think that is becoming increasingly the case,
and in a sense, it is largely market-determined. The very factor of,
for example, the Japanese becoming a much larger element in
world trade and finance in the last generation has brought them
into contact with the remaining major industrial countries of the
world in a manner which inevitably leads to far more action, activ-
ity, and responsibility on their part.
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We have to remember that at the end of World War II it really
was only the United States who had the capacity to try to organize
international economic policy, and the very fact of the emergence
of Europe, Japan, and the Pacific Rim countries is a remarkable
testament to how successful that policy has been.

I think it's just a matter of time before more and more of the
various elements of responsibility and burden will fall on our trad-
ing partners merely because that's the way the system automati-
cally will work, and I think that it's pretty much on track. I would
never argue that we are, at the moment, carrying an inordinately
large load because I really don't believe that.

Senator SARBANES. So you believe, at least within the economic
dimension, that the allocation of responsibilities will be essentially
self-adjusting?

Mr. GREENSPAN. I believe so.
Senator SARBANEs. Now let me ask you this question.
The United States essentially provides a security umbrella-the

sharpest example is that we spend about 7 percent of GNP on de-
fense and Japan spends 1 percent. If we were only spending 1 per-
cent of GNP on defense, there are lots of other things we could be
doing, among them eliminating the deficit problem.

But to what extent is it reasonable to insist that these disparities
in the security burden be factored into the judgment on the alloca-
tion of economic responsibilities? The answer may be not that
Japan should rearm, because there obviously are important politi-
cal consequences of such a decision, but instead that Japan, in view
of its much smaller security responsibility, should assume greater
economic responsibilities.

Mr. GREENSPAN. Well, Mr. Chairman, you're asking an extraordi-
narily broad political question which, in a proper sense, is a judg-
ment fundamentally outside the realm of economic policy decision-
making. I certainly recognize its importance, but I don't think that
it's the type of issue on which I would consider myself expert and,
as a consequence, would probably think it inappropriate for me to
respond.

The issue, however, is one I am fully aware of. We recognize that
the way the policy ultimately develops will require corresponding
adjustments in economic policy coordination.

Senator SARBANES. Do you have a sense, as you seek to carry out
your economic responsibilities, that you have been placed in a pres-
surized context, so to speak, because of the security dimension?
That limits the U.S. ability to act and to move, does it not?

Mr. GREENSPAN. It certainly does, and I'm not denying that, in a
proper aggregate policy mix sense, one has to coordinate economic
and security policies. I am merely saying that that is not the role
of the Federal Reserve, and I would just as soon not comment in
that context, but I'm not saying that there is not a major tradeoff
and a coordination of those policies is essential for a proper bal-
ance of American economic, political, and security interests.

Senator SA"ANEs. My time has expired. Senator D'Amato.
Senator D'AmATo. Thank you, Mr. Chairman.
Mr. Greenspan, there seems to be a growing concern related to

the increase in foreign investment in the United States. Let me
share with you-some say, for example, that we may be losing con-
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trol of our destiny. We hear from many sources that America is a
net debtor, which of course sounds a whole lot worse than if you
would describe the same condition as America is the world's most
attractive place to invest. America is the most attractive place to
invest. But the question, nevertheless, is one that I believe is meri-
torious as it relates to should there be a balance, how much? I
would say that there are some who have said as it relates to Japan
that Japan is buying America and leasing it back to us.

Mr. Chairman, do you have any sense of concern about foreign
investments in the United States?

Mr. GREENSPAN. Senator, excluding the security question which
relates to a very narrow range of issues, I have very little concern
about the issue of foreign investment in the United States.

On the contrary, I think that the integration of the world econo-
mies is a growing, inevitable, and probably unquestionably a desir-
able trend. The extraordinary shift at the end of World War II,
which was initiated by the United States, for nations to invest, to
put plants and facilities, and operate in other countries, is a highly
desirable international trend.

I think the recovery of Europe after World War II was in no
small measure the result of the very heavy direct investment by
American companies in Europe which created an infrastructure,
jobs, technology, and I think helped them to move forward.

We, of course-at least in this century-have not been on the
other side of that question. We were, obviously in the 19th century.
I think that we will find that foreign investment in the United
States will be a plus.

Remember that foreign-owned companies, if they are in the
United States, are American companies, governed by American
law, by American custom, and have generally been very good cor-
porate citizens in the localities in which they chose to locate.

So I have no concern at all about direct investment. In fact, it
has a certain advantage over the vast holdings of short-term liquid
assets, which is the alternative to that, and I think one thing one
can say about fixed investment is that it's very difficult to move
around and hence has very minor destabilizing effect on the econo-
my, whereas liquid investment could very easily be destabilizing.

Senator D'AMATo. Well, I certainly appreciate your response. I
do share some concern-I must be candid with you-as I watch
some of the major corporations from various countries move in this
area of mergers and acquisitions to acquire key segments of the
publishing industry and others and then I see that the countries
from which these corporations are headquartered have in many
cases very strict restrictions as it relates to percentage that can be
acquired by a foreign or American investor or American corpora-
tion. And it would seem to me that we should look very closely at
seeking at the very least reciprocity.

Now I will even make mention-dare mention-the fact that I
think that, notwithstanding that we are in the process of-we will
be-of considering the Canadian trade pact, that Canada is one of
those countries in which this Senator sees some very severe restric-
tions limiting our opportunity as it relates to investment in key
segments of their economy. That causes this Senator some concern
and some concern that has been expressed to me by not only con-
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stituent groups but leaders in the economic community as well. I
wonder if you would like to comment on that.

Mr. GREENSPAN. There's no question that there are undesirable
restrictions abroad and I think we should do everything that we
can to try to convince other countries that those sorts of restric-
tions are counterproductive.

I don't think it serves our personal purposes-or rather our do-
mestic U.S. purposes-to restrict investment merely because they
restrict ours because I think there is a positive good in that invest-
ment process.

Remember that even though we have had a significant increase
in net investment in the United States from foreign countries, only
now is the net annual outflow and inflow in balance and we still
have total net investment abroad which is $50 billion greater than
the investment here. So that the net balance is still hugely in our
favor.

Senator D'AMATo. If I might be permitted, Mr. Chairman, to
depart just for a moment and ask the Chairman if he's at liberty to
comment on any role that the Federal Reserve is playing as it re-
lates to the economic turbulence in Panama, given the immense
banking institution that exists there.

Mr. GREENSPAN. Well, as you know, the Federal Reserve with its
deposits in the Federal Reserve Bank of New York does hold
moneys from the Government of Panama. There's not much I can
say, Senator, except, obviously, that we are in constant contact
with both the State Department and Treasury on this issue. We are
not the lead on this, and we clearly follow whatever appropriate
action is considered by the executive branch or the Congress.

Senator D'AMATO. It's always good, Mr. Chairman, to see Alan
Greenspan. He's very forthright and direct in his testimony. He
has been again today. I thank you for affording us this opportunity.

Senator SARBANES. Thank you, Senator D'Amato. Congressman
Scheuer.

Representative SCHEUER. Thank you, Mr. Chairman.
Mr. Greenspan, you did in your statement answer or at least ad-

dressed many of the questions that I chatted with you about and I
would have propounded a different question if I had read your
statement first. It was an excellent statement on some of these
broad public policy issues that I chatted about.

You do talk about the urgent need for deficit reduction meas-
ures, that we must lock in further progress in the outyears. You
talked about ways of generating sufficient domestic savings to fi-
nance investment to keep us competitive. You mentioned the limits
on how much we can rely on savings from abroad. We must finance
our own future from our own resources. You urged a pickup in pri-
vate savings. And above all, you sort of summed it up when you
expressed the question as to whether, in view of the inability of our
Nation to boost private savings, we shouldn't look at a Federal
budget policy aimed at generating surpluses. When you said that,
you just about said it all.

Can you flesh that out a little bit and give us some outline of
what kind of a Federal budget we would have that would generate
surpluses? How would we look at the entitlements? How would we
look at the possibility for generating more Federal revenues from
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perhaps a sales tax, perhaps a value-added tax, perhaps a luxury
tax, perhaps alcohol and tobacco tax increases, and above all, the
possibility of a major increase in revenues from a gasoline tax? We
presently tax ourselves, as you very well know, about one-twentieth
of what the average of European countries whose economies are
flourishing compared to ours at what they tax themselves at,
roughly $1.50 to $2 a gallon compared to our 9 cents a gallon. If we
taxed ourselves at half of their average, we would be taxing our-
selves 70 to 80 cents a gallon which translates into $70 or $80 bil-
lion a year additional revenue.

Give us some version of what you have in the back of your mind
when you talk about a Federal budget policy aimed at generating
surpluses.

Mr. GREENSPAN. The reason I raise that question, Congressman,
is that we are clearly in the position where by any objective meas-
ure our domestic savings are insufficient to finance the levels of
capital investment that we would need to maintain rising stand-
ards of living. The budget deficit is a drain, a net reduction of sav-
ings and even were we to reduce it, that's probably still not
enough.

Representative SCHEUER. Mr. Greenspan, we know that. We
agree with you. You are right on the mark. What I'm asking you to
do is to flesh out some of the broad elements in a Federal budget
policy aimed at generating surpluses. What would the profile of
that program look like?

Mr. GREENSPAN. Let me suggest that the Congressional Budget
Office has done an extraordinarily helpful job in lining up virtually
every conceivable alternative revenue increase or expenditure re-
duction which the Congress would have to address.

I might say that my view of the issue of surpluses is not some-
thing I'm contemplating as appropriate policy next year or the
year after, but it's something for the 1990's, because in the near
term, clearly we're going to have enough difficulty getting the
budget deficit to zero not to mention going to surplus.

I don't think that the issues of economic policy are crucially de-
termined by the particular mix of how you reduce the deficit, with
the sole exception of a very important principle; namely, that if
you endeavor to substantially reduce it from the revenue side or
wholly from the revenue side, what's going to ultimately emerge is
a seeming inability to get the deficit down because, as best I can
judge, you will find that if you try to increase taxes inordinately, a
significant part of those tax increases will merely show up as in-
creased expenditures in the outyears and the deficit will not have
been reduced.

But having said that, I think that the small distinctions that
exist, whether you cut item "a" or "b" or whether you increase
revenue "c" or "d," are really quite small relative to the end
result.

Representative SCHEUER. You talk about the 1990's. Yet you very
properly say there are limits as to how long a country can depend
on savings from abroad and that we got some signals last fall that
those limits may be closer than they were before. So there is a
sense of urgency. I'm not sure that we can defer this indefinitely.
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Mr. GREENSPAN. No. I agree with that. I was merely responding
perhaps too narrowly, Congressman, to your issue with respect to
surpluses.

The road to surpluses is the road from a $150 billion deficit to
zero and that is more important than going to a surplus.

Represenative SCHEUER. And you very properly made a distinc-
tion between fixed investments from abroad in real estate and
plant and machinery and industrial assets and liquid assets. You
mentioned that foreign markets were sending us a real signal on
Black Monday.

Can you see the possibility that at some time we may be per-
ceived as not such a safe haven, as Senator D'Amato mentioned,
but that we might be a very risky haven if foreign countries simply
believe we're incapable of getting our act together and that they
might just withdraw their markers. They might say, "We want to
cash in our chips." Can you tell us how fast that kind of a phe-
nomenon can develop and what the result would be if the West
Germans and the Japanese and other foreign creditors decided that
we weren't a safe haven and we were a very risky haven and that
they wanted to reduce their investment here and in as orderly way
as possible they wanted to disinvest in our paper? What would the
result of that be and how could we cope with that?

Mr. GREENSPAN. Well, I think you're raising the fundamental
question, Congressman. I think if there's one issue that should con-
cern us over the long run, it is precisely that. And I think that
policies that we have to initiate and direct in this adjustment proc-
ess which we've been discussing is really addressed to exactly that
question.

At the moment, I think that, as best we can judge, there is a
willingness to hold assets in the United States. In 1987, a very sig-
nificant part-virtually all-of the current account deficit, as you
know, was financed by foreign central banks' accumulation of
dollar obligations. Fortunately, in the first quarter, we seemed to
have restored a significant amount of private accumulation of U.S.
dollar denominated assets and that, in a sense, was a very favor-
able turn. But over the ldng run we have to make certain that that
attitude continues to prevail and the only way to do that is to
maintain sensible domestic policies.

Representative SCHEUER. Let me ask you one last question on the
subject of Japan that the chairman raised.

Is there a role that the Japanese can play-not in increasing
military expenditures with all the sensitivities that the chairman
pointed out-but perhaps stepping in and shouldering some of the
burden of helping the developing world economies improve?
They're awash with capital.

Could they play a major role in helping Latin American econo-
mies cope with their debt problem? Could they play a role in in-
vesting and lending equity to the development of Third World
economies? Could they pick up some of the burden of the family
planning programs that we formerly played a leadership role in in
Asia and Latin America and most especially Africa, where with a
3.5 percent average population growth and a 1 or 1.5 percent food
growth, they're drowning. Could Japan play a major role here and
perhaps close some of the gap that the chairman pointed out be-
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tween their 1 percent investment in military and our 6 or 7 per-
cent-could they close half of that gap by investing and lending in
Third World economic and social development?

Mr. GREENSPAN. Well, Congressman, the other side of the very
substantial cumulative trade surplus that the Japanese have en-
joyed in recent years is an outflow of capital, and there has been a
significant outflow of capital pretty much around the world and to
Latin America, so that, in respect to the movement of capital, they
are already moving in that direction. How far or in what form or
what particular institutional relationships they require is some-
thing that the Japanese will have to make their own judgments on,
but one of the things that is moving them into the world is this
very large accumulation of net external assets on their part. That,
in turn, I think brings with it an awareness of an increased respon-
sibility. So I do see that emerging.

Senator SARBANES. Mr. Chairman, let me just interject that I
think Congressman Scheuer is onto a very important point. I'm not
sure that it should simply be left to the Japanese to make the judg-
ments, since they're operating in a context in which we have as-
sumed the security responsibilities. So it seems to me that's a
proper topic for the economic agenda.

Second, although the Japanese are undertaking some economic
responsibility, a good part of it is bilateral rather than multilater-
al. Therefore, they simply tie the countries into an economic rela-
tionship which doesn't address the broader question of overall
world economic growth.

Mr. GREENSPAN. Well, Mr. Chairman, I think that is an obvious
topic for the economic summit because I think it is only at that
level that appropriate policy discussions of this nature can be held.

Representative SCHEUER. Thank you, Mr. Chairman.
Senator SARBANES. Congresswoman Snowe.
Representative SNOWE. Thank you, Mr. Chairman. Mr. Green-

span, we've been talking a great deal today about the trade deficit
and obviously that is a very significant issue as it will be for some
time to come, and as you know, the currency intervention of the
U.S. in other countries in order to stabilize the value of the dollar.
Also it's necessary to have policies accompany that currency inter-
vention.

Are you confident that West Germany and Japan, for instance,
will advance policies that will stimulate their economies to allevi-
ate the burden that the United States has assumed for so long? Be-
cause obviously our trade deficit is part of our problem, but also is
in response to the problems that we're having with other countries
in trying to export to those countries.

Mr. GREENSPAN. Well, certainly, the Japanese economy has been
behaving exceptionally well, and one can scarcely argue that they
have not done an adequate job of economic stimulation.

The Federal Republic has created policies which ordinarily would
be quite expansionary. Their monetary policy has clearly been ex-
pansionary in the most recent past and their fiscal policies obvious-
ly have been. The difficulty at the moment is that they have not
yet triggered a rate of expansion which we would consider to be de-
sirable.
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We have had many bilateral and multilateral discussions with
especially the Japanese and the Germans as well as the other
members of the G-7 and the G-10, and we're all aware of these
problems and processes, and we're aware of the fact that it's not a
simple matter of just merely fine tuning a couple of switches and
economic policy does what you want it to do. Were that the case,
we would all be in much better shape.

But I do think that there is certainly a strong increasing sense of
international responsibility on the part of all of the members of the
G-7 and the G-10. I think that is implicit in increased endeavors to
coordinate and an increased awareness-largely as a result of in-
creased telecommunications, transportation, and the like-that the
processes of internationalization, the growth of it, is inevitable, and
that the sense that essentially domestic-oriented policies of the
major countries can be made independent of their implications
abroad is a notion which is on the wane.

Representative SNOWE. Well, Secretary Baker indicated in his
testimony last week that he was confident that these countries are
moving in the right direction. So do you sense a dramatic shift in
their attitude and sentiments in stimulating their economy, par-
ticularly in light of what happened on October 19? Because preced-
ing October 19, there were several agreements which ultimately
some of our allies reneged on-the Louvre Accord, for example. So
I'm just wondering if this is going to be a short-term shift or in fact
it's going to be long-term that will stabilize our situation and help
us to reduce our trade deficit in addition to other measures that we
should take.

Mr. GREENSPAN. I think it's long term, but when you're dealing
with relationships amongst sovereign nations, forecasting is not
always an easy activity. But from what evidence I've seen in these
multilateral groups, whether it be the G-10 central bank gover-
nors' meetings which I attend periodically or the G-7 meetings or
OECD or related meetings with the IMF or the World Bank, I
sense an increasing understanding of the necessity of international
cooperation, and I suspect that that will hold forth and be a major
factor in continuing what I think is a very desirable trend.

Representative SNOWE. I've had concerns in the past with the ad-
ministration in the sense of depending too much on the dollar de-
valuation as a way to improve our trade deficit picture.

Would you agree or disagree with the fact that the administra-
tion has relied on the dollar devaluation to improve the trade defi-
cit in and of itself as a method rather than doing a number of
things to address the problem?

Mr. GREENSPAN. I think that it was part of a judgment several
years ago when the dollar was perceived to be inordinately high. It
surely is not the case today.

Representative SNOWE. Is that trade deficit a result, as some
have said, of too many imports and not too few exports? Is con-
sumption the problem more than anything else or is consumption
the major problem we have with our trade deficit or is it because
we lack competitiveness in order to compete with other countries
with our products?

Mr. GREENSPAN. I think it's both. Clearly, if one looks at the
ratio of imports to domestic demand for a wide variety of goods, es-
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pecially in the consumer area, it's been obvious that in the first
part of the 1980's these ratios just went straight up and that there
was tremendous incursion into American markets as a vast in-
crease in domestic demand in the United States took hold.

In many respects, as you know, a number of consumer products
were completely sourced from imports. Nonetheless, we also
showed some considerable competitive weakness on the export side
and it's only been fairly recently when, in part because of extraor-
dinary improvements in productivity in manufacturing and some
exchange rate adjustment earlier, that our export competitiveness
has clearly taken on a very impressive dimension.

In fact, the order books of many export-oriented companies are
just full to the brim and it is quite likely that if we had additional
capacity in a number of areas, we would be exporting more.
There's obviously got to be some, albeit relatively small, amount of
restraint on exports coming from a tightness in our relative capac-
ities to produce. I don't want to overemphasize that. It's not a big
number, but I think it does suggest that a major change has oc-
curred because the contemplation that we would be as tight as we
are in those markets 3 or 4 years ago would have just boggled our
minds.

Representative SNOWE. I have read where some would suggest
that the trade deficit will be around for 10 years or perhaps for as
little as 5 years. Of course, it does depend on what we do.

But on the outside, how realistic can we be in terms of eradicat-
ing the trade deficit? How long will it take?

Mr. GREENSPAN. Well, first of all, let me just say that there's
nothing in market adjustment which says we have to eliminate the
trade deficit. What I think is the case is we have to very substan-
tially reduce it. We might eliminate it. We might even go to a sur-
plus. But I don't think that there's something sacrosanct about
exact balance.

I think the process is underway. I think it will be erratic, inevita-
bly, because that's the nature of that sort of adjustment process.
There will be occasions when I think we will be distressed that it's
moving more slowly than we would like. That will be offset by a
period in which it will move a lot faster. But we are getting there.
We are moving in the right direction. It will take several years. Ex-
actly when one can visualize a level of trade deficit or trade bal-
ance which is no longer destabilizin-g, I really don't think anyone
has the ability to forecast accurately.

Representative SNOWE. Thank you.
Senator SARBANES. Congressman Solarz.
Representative SOLARZ. Thank you very much, Mr. Chairman.

Mr. Greenspan, could you possibly tell us how much of the Federal
deficit is being financed by foreigners?

Mr. GREENSPAN. You can't in a direct way. And the reason, Con-
gressman, is that money is fungible. In other words, we know basi-
cally how much total net capital is coming in and how much cap-
ital is going out, what we use domestically and what we produce
domestically and it's a net against the net. So that all you can
really appropriately define is of the total sources of funds, includ-
ing the financing of our internal Federal Government deficit, what
proportion of that aggregate is financed from abroad.
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Representative SoLARz. Why isn't it possible to determine what
percentage of the Federal deficit is being financed by the foreign
purchase of Treasury bills?

Mr. GREENSPAN. Because that doesn't give you the full answer.
You can't really tell whether you are getting indirect financing or
not, which does not directly reflect itself in a holding by a foreign
financial institution, for example, of U.S. Treasury bills.

For example, if a Japanese life insurance company were to buy a
U.S. corporate debt instrument from a domestic holder and that
holder, taking the cash from Japan, were to use it to buy U.S.
Treasury securities, it wouldn't show up as a holding by Japan of
U.S. Treasury securities, yet in a certain sense, one would have to
argue that that flow really financed it.

Representative SOLARZ. Well, I take your point and there are ob-
vious complexities here. But shouldn't it be possible, at least in
principle, to determine who is responsible for the direct purchase
of Treasury bills?

Mr. GREENSPAN. Sure. The actual holdings of U.S. Government
securities on foreign account is a published number.

Representative SoLARz. And what is that?
Mr. GREENSPAN. On December 31, 1987, the number was 16.4 per-

cent of U.S. Treasury securities was held on foreign account.
Representative SOLARZ. Now I gather from what you said that

that would represent a kind of minimum percentage. If you intro-
duced the more subtle and complex calculation, based on the
notion of fungibility and the sort of indirect transaction which you
mentioned, it would obviously be somewhat higher. Is there some
percentage point at which alarm bells would begin to go off, and
how far is this 16 percent rock bottom estimate of the percentage
of the Federal debt-which in effect is in foreign hands-from the
danger point?

Mr. GREENSPAN. Let me say this. Theoretically, that 16 percent is
not necessarily a minimum because the same concept which I just
discussed can be reversed, but I do agree with you. I think that
probably is a minimum if you took direct as well as indirect.

I don't think that one can specifically answer the question in
terms solely of the holdings of U.S. Treasury securities because
there is the much broader question of what proportion of aggregate
total securities outstanding, both private and government, are held
on foreign private account, and it is difficult to judge at which
point you create a problem. I also think it's important for us to
define what do we mean by a problem. What I would mean by a
problem is the type of issue which Congressman Scheuer was rais-
ing; namely, is there some point at which the aggregate amount of
claims against the United States are so large that were they in
large part to be removed would that cause us significant problems.
I don't know what that number is. I think it is certainly higher
than where we are now, perhaps a good deal higher, but the fact
that the ratio of foreign to domestic security holdings is rising is a
trend which should give us pause, and I think it does. I hope we
will adjust it prior to reaching whatever level that danger point is.

Representative SoLARz. In your statement you spoke about the
need for us to find ways of increasing the domestic savings rate if
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we're going to maintain productivity gains and keep our competi-
tive position in the international economy.

As you probably know, the personal savings rate is rather low
these days. I think it's around 3.8 percent. I have a chart in front
of me which suggests that since the end of World War II the histor-
ic average has probably been somewhere about 6 or 7 percent.

I guess I'd like to ask you two questions here. First, can you
share any thoughts you might have with us about how we can in-
crease the personal savings rate? Second, if we were to increase it
to the level of the postwar average, how significant would that be,
given the extent to which, by comparison, Japan has a personal
savings rate of over 20 percent and the Federal Republic has a sav-
ings rate, I'm told of around 12 percent, so that, even if we got up
to the historic average of the postwar period, we would still have a
personal savings rate substantially below that of our major eco-
nomic competitors?

Mr. GREENSPAN. We've come off the bottom of the under 4 per-
cent savings rate. We're now somewhat higher, closer to 5 percent,
but that is only a short-term phenomenon. You're certainly quite
correct that even were we to go back to what one would consider to
be the historic norm, that still is too low.

We have in the last 10 to 15 years engaged in a number of policy
initiatives in this Government to enhance savings, mainly through
the tax side but through a number of other vehicles as well.

It's clear that we have not been overwhelmingly successful. The
result of that has led me to conclude that while it would be desira-
ble to continue to seek out policies which ultimately would work,
remembering that to bring the savings rate up you have to de-
crease consumption relative to income-we keep thinking in terms
of IRA's or incentives to save in various special accounts. What we
are learning is that most of that type of incentive tends merely to
move savings from one pile to another. We have to think of it in
terms of how do you reduce consumption relative to income. In my
judgment, the equivalent of increasing the domestic savings rate is
reducing the Federal budget deficit completely, and hopefully, as I
was indicating to Congressman Scheuer a short while ago, moving
eventually to a Federal Government surplus may be the way which
we have to go.

Representative SoLARz. Well, given our difficulties in brmining
the Federal deficit into balance, one can only pause and reflect on
the enormity of the difficulties we would confront if we decided we
had to move into surplus.

Mr. GREENSPAN. I do think it focuses our attention on the size of
the problem we confront.

Representative SOLARZ. We're now in terms of the unemploy-
ment rate, I gather, around 5.6 or 5.7 percent. This is my final
question. How much lower can the unemployment rate go, in your
judgment, without generating upward pressures on inflation. Could
you let us know whether you have any rough calculation of how
much of an increase in inflation further reductions on the order of
1 or 2 percent in the unemployment rate would produce so we can
get a sense of the tradeoffs?
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Mr. GREENSPAN. This is a notion which is debated amongst
economists and the level of agreement is somewhat less than it is
in most other subjects.

My own judgment is not all that far from what the Council of
Economic Advisers indicated in their annual report which was re-
lated earlier this year.

I probably don't go as far as they do, but I think we clearly have
some modest room on the downside, but not a very great deal. I
certainly think it's less than a percentage point, and my impres-
sion is that it's closer to a half, maybe even somewhat less than
that. But I don't think we're there yet. In other words, I do think
we have room to move somewhat lower without triggering an unac-
ceptable acceleration in wage and hence inflation costs.

Representative SoLARz. And do you have any calculation of how
much inflation goes up as unemployment goes down?

Mr. GREENSPAN. There are a number of calculations that address
that question, Congressman Solarz. Frankly, none of them have I
found very convincing because the econometric relationship is not
stable, and I think I would create more of a sense of exactitude by
quoting some of those numbers than I think they deserve.

Representative SOLARZ. Thank you, Mr. Chairman.
Senator SARBANES. Senator Symms.
Senator SYMMS. Thank you very much, Mr. Chairman. Thank

you, Mr. Greenspan, for being here today.
Along with Congressman Solarz' question, yesterday in USA

Today in the Money Section there was an interesting article by
Jim Henderson that said we're becoming a nation of savers and the
key reason is because of demographics, that the babyboomers are
now age 23 to 43. They're maturing into what economists call the
prime savings years from 45 to 65, and that's going to change our
savings rate.

Do you have a comment on that?
Mr. GREENSPAN. Well, I think it does over the very long run, al-

though we've changed our demography quite considerably over the
post-World War II period and it's not clear precisely how much
actual savings have really significantly changed.

Savings theory used to reflect the notion that there was a certain
normative relationship which people tended to adjust to and that
even as the demographics change, you very rarely saw that
number change. So I'm not altogether convinced that what changes
we're going to get will be particularly large. I think they will be
small, if they are visible, certainly not enough to address the types
of questions that we have been discussing.

Senator SYMMS. Just to pursue that a little further, millions of
Americans appreciate Your work as Chairman of the Presidential
Commission on Social Security, back in 1983 and, Jimmy Roosevelt
notwithstanding, it appears now that there's a huge surplus build-
ing up in the trust fund. Senator Packwood and others have raised
the question of what happens when the day comes when there are
no Treasury bill auctions each Monday because the Social Security
Trust Fund is buying them all?

According to the projections of the chief actuary of Social Securi-
ty, there will be a sufficient cash-flow by the 1990's to be able to
discontinue Treasury bill auctions, as a matter of fact.
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Do you think that's a healthy situation? Should we be talking
about not raising the payroll tax in 1990? Should we be talking
about allowing Social Security Trust Funds to be invested in pri-
vate capital formation, so that there would be more flexibility for
lending institutions?

Mr. GREENSPAN. Senator, I think let's reflect on precisely what
that concept means. If the Social Security Trust Fund rises to en-
compass the total outstanding Federal debt, it means, on a consoli-
dated so-called unified budget basis including the Social Security
and non-Social Security income and outgo funds, we are running a
unified budget surplus which is sufficiently large to run the out-
standing public debt down to zero.

When you think of it in those terms and we reflect on the issue
of what Congressman Solarz and I were just discussing, about just
getting the budget deficit down to zero and then getting to surplus,
I think we have to realize that it is a view of the future which has
no really significant possibility of emerging.

The notion that the Congress will enact huge unified budget sur-
pluses in the 1990's and in the first part of the 21st century of an
order of magnitude to pay off the national debt as it currently pre-
vails strikes me as an issue to which we should not be giving con-
siderable contemplation because its probability has got to be ap-
proaching zero.

Senator SYMMS. I think the move is to take the Social Security
Trust Fund off budget, though.

Mr. GREENSPAN. That may be, but what you will merely find is
that the problems will remain, excluding the offset from the Social
Security System, in the rest of the budget. The problem will be just
as severe.

Senator SARBANES. If the Senator would yield on that point,
wouldn't your effort to run a surplus be assisted or enhanced if the
Social Security Trust Fund came off budget because the trust fund
is projected to run large surpluses and its off-budget status would
then focus the problem on the deficit question remaining in the
rest of the budget? To the extent the budget deficit was worked
down, even if not totally eliminated, the net position would move
in the direction you advocated in your statement as far as the over-
all savings question is concerned.

Mr. GREENSPAN. If you're asking me whether or not tactically
that would work in that direction, I suspect it would. The issue is
whether or not one can contemplate, on a consolidated unified
budget basis, adequate surpluses in the total accounts of an order
of magnitude and for a prolonged period of time enough to run the
total outstanding Federal debt to zero, and I merely say that I just
find that an issue which, if one is addressing policy to avoid, I can
think of other priorities which are far in front of that.

Senator SYMMS. Well, I guess the part that bothers me is that we
keep hearing different opinions about all these numbers. I'd like to
ask unanimous consent that at the appropriate place in the record,
Mr. Chairman, we insert these actuary tables and those Senator
Packwood prepared, so people can have access to them. I think it's
a serious question, if we want to avoid a command economy, if the
Government owns all of the savings then they have to be the main
lenders. Is that correct?
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Mr. GREENSPAN. That is correct, but I think to just take a step
back, the issue of Social Security Trust Funds wholly invested in
U.S. Treasury instruments merely means that the Social Security
System is a transfer agent for financing other aspects of the Feder-
al budget. Because, for example, if social security taxes go into a
fund which is then invested in special securities, nonmarketable se-
curities, the funds of which are used to finance other aspects of the
budget, then it's not a savings issue. It would, however, be a sav-
ings issue-referring, Senator, to what you mentioned earlier-
namely, if the Social Security System or any trust fund were to
start to accumulate private securities. Then the issue of it being a
funnel for savings in the system becomes operative and important.

Senator SyMms. Why not cut the payroll tax and then raise the
taxes on the general fund, to keep the accounting honest?

Mr. GREENSPAN. Well, it depends on how one views the financing
of the system because even though the actuarial tables show a
huge increase in the surplus, it is still less than what is actuarially
required to fully fund all of the social security obligations. So in
that sense, as large as those numbers are, they still don't, in an
insurance and actuarial sense, fully fund the obligations of the
system.

Senator SYMMS. Thank you very much. Thank you, Mr. Chair-
man. I ask unanimous consent that my opening statement and the
actuarial charts be inserted in the record.

Senator SARBANES. Without objection, so ordered.
[The written opening statement of Senator Symms, together with

the actuarial charts referred to, follows:]
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WRITTEN OPENING STATEMENT OF SENATOR SYMMS

We welcome Chairman Greenspan to our hearing this morning. Your appearance is
most appreciated.

Mr. Greenspan, you have inherited a most welcome economic environment. When
you first took over, the economy was approaching the enviable mark of 58 months of
economic expansion. We now have added another 6 months to that record, and most
forecasters are not predicting a downturn this year.

In fact, the consensus forecast of Blue-Chip Economic Indicators has been revised up-
ward to 2.4 percent growth. That is the same as the Administration's forecast made three
months ago. That also means that the Congressional Budget Office pessimistic forecast of
1.8 percent is on the low end of the scale. I'm not here to quibble about numbers. I just
want to make sure that this hearing reflects the same confidence in the economy that
American workers, taxpayers and consumers have, and that confidence is reflected in con-
tinuing economic expansion.

Mr. Chairman, the Federal Reserve is at the focus of several crucial issues. To name
a few, you have a role in resolving the sensitive failing bank situation; dealing with a rapid-
ly changing financial sector and how to regulate it; formulating monetary policy that has
both domestic and global consequences; and analyzing the effects of huge international
financial capital flows.

Again, thank you for coming, Mr. Greenspan.
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LONG-RANGE ESTIMATES OF SOCIAL SECURITY TRUST FUND OPERATIONS IN DOLLARS

by Halry C. Ballantyne, A.S.A.

Chief Actuary

This note presents long-range estimates of the oper-
ations of the combined Old-Age and Survivors Insur-
ance (OASI) and Disability Insurance (DI) Trust Funds.

Long-range trust fund operations typically are not
shown in dollar amounts because inflation makes such
amounts noncomparable over time. Instead, relative
measures which are comparable over time have been
developed. Two examples of such measures are cost
rates and income rates, which express the cost and
income of the program as percentages of taxable pay-
roll. Another is the trust fund ratio, which expresses the
assets of the trust funds as a proportion of the outgo
dunug a specific penod of time, usually the next year.
These measures are discussed fully in the -1987 Annual
Report of the Board of Trustees of the Federal Old-Age
and Survivors Insurance and Disability Insurance Trust
Funds"' (1987 OASDI Trustees Report). They are the
ones that have been used by Social Security program
planners and legislators to evaluate the long-range actu-
arial status of the program and the long-range financial
effect of proposed changes to the program.

Nonetheless, in view of the interest that continues to
be expressed in long-range dollar values, this note
presents long-range OASDI estimates in current dollars,
together with several indices which can be used to
convert current dollars into constant (1987) dollars. In
addition, the Appendix to this note presents current-
dollar estimates of a more limited nature for the HI
program and for the combined OASDI and HI pro-
grams. It should be emphasized that any comparison of
recent or near-term trust fund operations to longer term
current-dollar estimates which do not reflect the very
considerable effects of inflation-especially for a period
extending 75 years into the future-would be very
misleading.

Table I shows estimated operations of the combined
OASI and DI Trust Funds-that is, income excluding
interest, interest, total income, total outgo, and assets at
the end of the year. These items are defined in footnotes
to the table. The estimates are based on four sets of
economic and demographic assumptions identified as
alternatives 1, Il-A, Il-B, and III, which are described in
detail in the 1987 OASDI Trustees Report. The esti-
mates of all these financial items are shown in current
dollars.

A major consideration in converting current dollars
to constant dollars is the selection of the index of
conversion. Price indices adjust for the effects of price
inflation. The price index used in this note is the

'Howl Drco- No. 1ts5s. deed M.cb 31, 197.

Consumer Price Index for Urban Wage Earners and
Clerical Workers (CPI-W, hereinafter referred to as
"CPI"), which is published by the Bureau of Labor
Statistics, Department of Labor. The CPI was chosen
mainly because it is used to determine automatic in-
creases in OASDI benefits.

Wage indices adjust for the combined effects of price
inflation and real-wage growth. The particular wage
index presented in this note is the "SSA average wage
index," as defined in section 215(i)(1)(G) of the Social
Security Act. This index is used to adjust many of the
Social Security program amounts that are subject to
automatic adjustment (such as the contribution and
benefit base).

Payroll indices adjust for the effects of changes in the
number of workers as well as for the effect of price
inflation and real-earnings growth. This note presents
the OASDI taxable payroll, which consists of all earn-
ings subject to OASDI contnbution rates, adjusted to
include deemed wages based on military service and to
reflect the lower effective contribution rates (compared
to the combined employee-employer rate) which apply
to tips and multiple-employer "excess wages."

Also shown are values of the gross national product
(GNP). In addition to reflecting all of the effects of the
three types of indices discussed above-pnce, wage, and
payroll indices-the GNP values also reflect the effects
of other changes in the national economy. The values of
the Implicit Price Deflator for the Gross National
Product, based on the projected values shown for the
GNP, are similar to the values shown for the CPI.

The application of an interest rate is another way of
converting dollar values through time. The selection of
an interest rate can be based on many types of invest-
ments, such as those by individuals, groups, or the
Social Security trust funds. The particular series of
interest-rate factors presented in this note is based on
the average of the assumed annual interest rates for
special public-debt obligations issuable to the trust funds
in the 12 months of the year, under each alternative.

The CPI, after several years of varying increases, is
assumed to increase annually at rates of 2.0, 3.0, 4.0, and
5.0 percent for alternatives 1, Il-A, Il-B, and 111,
respectively. Similarly, the average annual wage is
assumed to increase by 4.5, 5.0, 5.5, and 6.0 percent.
After the first few years, no explicit assumption is made
about GNP growth; rather, estimates thereof are based
on the complex interaction of many economic and
demographic variables. Similarly, the estimates of pay-
roll growth are based on the interaction of many

SSA Pb. No. 11- 1500
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economic and demographic variables. Appendix A of and III, respectively. These assumptions ace the result
the 1987 OASDI Trustees Report includes a more of the compound effect of the ultimate annual increases
complete discussion of the payroll estimates. The ulti- assumed for the CPI (2.0, 3.0, 4.0, and 5.0 percent) with
mate annual interest rates are assumed to be nominal the respective ultimate real interest rates assumed (effec-
rates, compounded semiannually, of approximately 5.0, tive annual rates of 3.0, 2.5, 2.0, and 1.5 percent).
5.5, 6.0, and 6.5 percent, for alternatives 1, Il-A, Il-B,
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Table 2 shows these economic variables or functions economists and financial analysts. It is left to the
thereof. The form of these tables is similar to that of she individual analyst to decide which index so use to
tables on truss fund operations, in order to facilitate accomplish his or her particular purpose.
constant-dollar calculations that may be of interest to
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Appendix

This appendix presents OASDI anrd HI tax income items are defined in the footnotes to the table. The formand outgo as estimated based on the four alternatives. of this table is similar to that of table 2 in the main partThe following table shows the tax inicome and outgo of this note in order to facilitate constant-dollar calcula-
esrimated based on the four alternaives for the OASDI, tions that may be of interest to economists and financialHI, and combined OASDI anrd HI programns. These analysts.
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SENATE FINANCE COMMITTEE, FOR USE BY SEN. PACKWOOD

ALTERNATIVE I (MOST OPTIMISTIC}

PROJECTED ANNUAL AND ACCUMULATED SOCIAL SECURITY SURPLUSES

(in billions)

ANNUAL ACCUMULATED
YEAR SURPLUS SURPLUS

1986* $ 4.7* $ 46.9*

1987 $ 23.0 $ 69.9

1988 $ 46.3 $ 116.2

1989 $ 55.3 $ 171.5

1990 $ 72.2 $ 243.7

1991 $ 83.5 $ 327.2

1992 $ 94.9 $ 422.1

1993 $ 104.7 $ 526.8

1994 $ 114.8 $ 641.6

1995 $ 125.7 $ 767.3

1996 $ 138.1 $ 905.4

2000 $ 226.5 $ 1,670.2

2005 $ 371.1 $ 3,224.1

2010 $ 523.6 $ 6,549.9

2015 $ 658.8 $ 8,587.9

2020 $ 779.8 $12,249.6

2025 $ 818.2 $16,457.3

2030 $1,150.6 $21,776.8

2035 $1,557.1 $28,658.6

* Actual figures

Source: Social Security Administration
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SENATE FINANCE COMMITTEE, FOR USE BY SEN. PACKWOOD

ALTERNATIVE II-A (SECOND MOST OPTIMISTIC)

PROJECTED ANNUAL AND ACCUMULATED SOCIAL SECURITY SIURPTALSEFS

(in billions)

ANNUAL ACCUMULATED
YEAR SURPLUS SURPLUS

1986* $ 4.7* $ 46.9*

1987 $ 21.6 $ 68.5

1988 $ 40.7 S 109.7

1989 $ 48.9 $ 158.0

1990 $ 62.8 $ 220.8

1991 $ 72.0 $ 292.8

1992 $ 81.5 $ 374.4

1993 $ 90.1 $ 464.4

1994 $ 98.8 $ 563.2

1995 $108.0 $ 671.3

1996 $118.4 $ 789.7

2000 $194.6 $ 1441.1

2005 $323.8 $ 2792.3

2010 $452.2 $ 4818.0

2015 $538.5 $ 7360.7

2020 $557.0 $10132.8

2025 $517.4 $12820.3

2030 $471.1 $15253.0

2035 $466.8 $17569.5

* Actual figures

Source: Social Security Administration

I
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SENATE FINANCE COMMITTEE, FOR USE BY SEN. PACKWOOD

ALTERNATIVE II-B (SECOND MOST PESSIMISTIC)

(in billions)

ANNUAL ACCUMULATED
SURPLUS SURPLUS

1986* $ 4.7* $ 46.9*

1987 $ 20.1 $ 67.0

1988 $ 36.8 $ 103.8

1989 $ 41.4 $ 145.2

1990 $ 54.3 $ 199.6

1991 $ 61.0 $ 260.5

1992 $ 69.6 $ 330.2

1993 $ 78.1 $ 408.4

1994 $ 86.8 $ 495.2

1995 $ 96.0 $ 591.2

1996 $106.2 $ 697.3

2000 $177.1 $ 1289.3

2005 $306.2 $ 2545.4

2010 $434.4 $ 4488.6

2015 $506.3 $ 6909.4

2020 $476.2 $ 9392.3

2025 $334.1 $11393.6

2030 $112.3 $12411.1

2035 -$143.1 $12213.2

* Actual figures

Source: Social Security Administration

Awn Cod-llDT CIDT rTCeC
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SENATE FINANCE COMMITTEE, FOR USE BY SEN. PACKWOOD

ALTERNATIVE III (MOST PESSIMISTIC)

PROJECTED ANNUAL AND ACCUMULATED SOCIAL SECURITY SURPLUSES

(in billions)

ANNUAL ACCUMULATED
YrEAR SURPLUS SURPLUS

1986* $ 4.7* $ 46.9*

1987 $ 14.6 $ 61.5

1988 $ 22.1 $ 83.6

1989 $ 23.3 $ 106.9

1990 $ 22.7 $ 129.6

1991 $ 23.6 $ 153.2

1992 $ 27.6 $ 180.8

1993 $ 31.4 $ 212.2

1994 $ 35.2 $ 247.4

1995 $ 39.0 $ 286.4

1996 $ 43.2 $ 329.6

2000 $ 84.8 $ 598.0

2005 $ 162.9 $ 1,247.8

2010 $ 203.7 $ 2,237.4

2015 $ 109.7 $ 3,046.0

2020 $ -249.3 $ 2,893.1

2025 $ 0.0 $ 0.0

* Actual figures

Source: Social Security Administration
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Senator SYMMS. Thank you very much, Mr. Chairman.
Senator SARBANES. Senator Melcher.
Senator MELCHER. Chairman Greenspan, I think your testimony

is very good reading.
You say we're still sailing on uncharted waters and are facing

adjustments that have no precedent in our recent history. I've been
saying that for a couple of years also.

Beyond that, I like your testimony because you point out that
we're engaged in production in competition in the world markets.
That's nothing new for commodity groups. That's been the case for
a long time, whether it's minerals or energy or agriculture.

I like the fact that you emphasize what the Federal Open Market
Committee decided in February. You're Chairman of that Open
Market Committee. There are seven of you that are appointed by
the President and confirmed by the Senate. Who are these other
five?

Mr. GREENSPAN. These are, as you know, Senator, presidents of
the Federal Reserve Banks.

Senator MELCHER. Who are they?
Mr. GREENSPAN. The individuals?
Senator MELCHER. Yes.
Mr. GREENSPAN. You want a listing of the 12 Federal Re-

serve--
Senator MELCHER. The five that are not appointed by the Presi-

dent and confirmed by the Senate, who are they?
Mr. GREENSPAN. One is the president of the Federal Reserve

Bank of New York.
Senator MELCHER. Who is always on it.
Mr. GREENSPAN. Who is always on it.
Senator MELCHER. That's Corrigan?
Mr. GREENSPAN. That's Corrigan. Also the president of the Feder-

al Reserve Bank of Chicago, Si Keehn. We're in the process now of
changing the membership of the Committee. Five presidents are
members of the Federal Open Market Committee and four serve on
a rotating basis. The president of the Federal Reserve Bank of New
York is the Vice Chairman of the Federal Open Market Committee
and is a permanent member.

Senator MELCHER. By tradition?
Mr. GREENSPAN. By law.
Senator MELCHER. By law?
Mr. GREENSPAN. Yes, by law.
Senator MELCHER. And that's Corrigan. Who are the other four?

Has anybody got their names at hand?
Mr. GREENSPAN. The problem is we're in the process of changing

at the present time. I will submit that.
Senator MELCHER. Who was it at the February meeting? Who

were the four others at the February meeting?
Mr. GREENSPAN. Who were the voting members? Si Keehn from

Chicago, Ed Boehne from Philadelphia was one, Bob Boykin of
Dallas, I think maybe Tom Meltzer from St. Louis. I will check who
was on a voting basis at that particular point.

The reason that I'm unsure is that that number is continuously
rotating at any particular time and only 5 of the 12 Federal Re-
serve Bank presidents can vote in any particular meeting. Member-
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ship rotates with a special sequence for the Cleveland and Chicago
Federal Reserve presidents alternating in one seat and the remain-
der going in a slightly different cycle.

Senator MELCHER. Well, their vote counts just as much as yours,
does it not?

Mr. GREENSPAN. Yes, they do.
Senator MELCHER. Yet you're a little bit fuzzy on who voted in

February or can't recall?
Mr. GREENSPAN. What I don't remember is which of the presi-

dents were on the committee at that particular point.
Senator MELCHER. That's what I meant.
Mr. GREENSPAN. But all of them are involved in the discussions,

all 12 members.
Senator MELCHER. At the meeting in February, I think you voted

to have a growth of M2 and M3 between 4 and 8 percent for this
year. Now what effect is that going to have on commodities?

Mr. GREENSPAN. Commodity prices?
Senator MELCHER. Yes.
Mr. GREENSPAN. To the extent that the monetary aggregates

affect the aggregate level of inflation or price change in the United
States, they will have a corresponding effect on all of the major
commodities directly and indirectly as a consequence of that.

Senator MELCHER. Would it mean that agricultural commodity
prices will be higher or lower?

Mr. GREENSPAN. It's more likely to affect finished goods prices
than it is agricultural prices which tend to be very much more af-
fected by relative supply and demand than by monetary aggre-
gates.

Senator MELCHER. Then if one of our major problems is exporting
products from the United States, since the United States dominates
in productivity of agricultural commodities, just what can the Open
Market Committee or the Board of Governors do about gaining
more exports of agricultural commodities?

Mr. GREENSPAN. Well, I don't think that the Federal Open
Market Committee itself is a functioning vehicle to do that. I think
much more to the point is the trade practices and trade policies of
other countries and that is more in the area of what our GATT re-
lationships are and what our overall bilateral agreements between
nations, are, such as our Dending agreement with the Canadians.

Senator MELCHER. What about the 4 to 8 percent growth in
money supply, won't that cheapen the dollar or do you think it will
remain rather stable?

Mr. GREENSPAN. Our judgment is that the dollar looks stable and
we hope it will continue in that direction. Certainly the 4 to 8 per-
cent is not inconsistent with a stable dollar.

Senator MELCHER. Do you think it will be stable?
Mr. GREENSPAN. That's my expectation.
Senator MELCHER. Your expectation for 1988 is the dollar will be

stable?
Mr. GREENSPAN. Let me be more exact. I would say that a stable

dollar is not inconsistent with the 4 to 8 percent range.
Senator MELCHER. Well, obviously, the decline in the dollar does

help export products from the United States, does it not?
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Mr. GREENSPAN. Only to the extent that the decline in the dollar
does not reflect itself in higher domestic costs. What we have seen
is that the decline in the dollar did not fully work its way through
in higher costs in the United States because productivity was off-
setting in many of the domestic areas. If a decline in the dollar en-
genders inflation within the United States, then it does not assist
us in our export accounts because our costs would go up.

Incidentally, Senator, we just figured out who the voting mem-
bers of the Federal Open Market Committee were in February. As
I said before, it was President Corrigan of New York, President
Boehne of Philadelphia, President Boykin of the Dallas Bank,
President Keehn of the Chicago Bank, and it was President Stern
of Minneapolis-not President Meltzer of St. Louis-who was on
the FOMC in February.

Senator MELCHER. Thank you, Mr. Chairman.
Senator SARBANES. Mr. Chairman, we very much appreciate your

testimony today. As always, it's been forthright and very helpful to
the committee and we thank you for this appearance. The commit-
tee stands adjourned.

[Whereupon, at 11:05 a.m., the committee adjourned, subject to
the call of the Chair.]
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