
Testimony of Paul A. Volcker, Chairman,
Federal Reserve Board
I am pleased to have this opportunity

once again to discuss monetary policy with
you within the context of recent and prospec-
tive economic developments. As usual on
these occasions, you have the Board of Gov-
ernors' "Humphrey-Hawkins" Report before
you. This morning I want to enlarge upon
some aspects of that Report and amplify as
fully as I can my thinking with respect to the
period ahead.

Crossroads on inflation

In assessing the current economic situa-
tion, I believe the comments I made five
months ago remain relevant. Without repeat-
ing that analysis in detail, I would emphasize
that we stand at an important crossroads for
the economy and economic policy.

I n these past two years we have traveled a
considerable way toward reversing the infla-
tionary trend of the previous decade or more.
I would recall to you that, by the late 1970s,
that trend had shown every sign of feeding
upon itself and tending to accelerate to the
point where it threatened to undermine the
foundations of our economy. Dealing with
inflation was accepted as a top national prior-
ity, and, as events developed, that task fell
almost entirely to monetary policy.

In the best of circumstances, changing
entrenched patterns of inflationary behavior
and expectations—in financial markets, in the
practices of business and financial institu-
tions, and in labor negotiations—is a difficult
and potentially painful process. Those, con-
sciously or not, who had come to "bet" on
rising prices and the ready availability of rela-
tively cheap credit to mask the risks of rising
costs, poor productivity, aggressive lending,
or over-extended financial positions have
found themselves in a particularly difficult
position.

The pressures on financial markets and
interest rates have been aggravated by con-
cerns over prospective huge volumes of Trea-
sury financing, and by the need of some busi-
nesses to borrow at a time of a severe squeeze
on profits. Lags in the adjustment of nominal
wages and other costs to the prospects for
sharply reduced inflation are perhaps inevit-
able, but have the effect of prolonging the
pressure on profits—and indirectly on finan-
cial markets and employment. Remaining
doubts and skepticism that public policy will
"carry through" on the effort to restore stabil-
ity also affect interest rates, perhaps most par-
ticularly in the longer-term markets.

In fact, the evidence now seems to me
strong that the inflationary tide has turned in
a fundamental way. In stating that, I do not
rely entirely on the exceptionally favorable
consumer and producer price data thus far
this year, when the recorded rates of price
increase (at annual rates) declined to 3 1/2 per-
cent and 21/2 percent, respectively. That appar-
ent improvement was magnified by some fac-
tors likely to prove temporary, including, of
course, the intensity of the recession; those
price indices are likely to appear somewhat
less favorable in the second half of the year.
What seems to me more important for the
longer run is that the trend of underlying
costs and nominal wages has begun to move
lower, and that trend should be sustainable as
the economy recovers upward momentum.
While less easy to identify—labor productiv-
ity typically does poorly during periods of
business decline—there are encouraging
signs that both management and workers are
giving more intense attention to the effort to
improve productivity. That effort should "pay
off" in a period of business expansion, help-
ing to hold down costs and encouraging a
revival of profits, setting the stage for the sus-
tained growth in real income we want.
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Economic strains

I am acutely aware that these gains against
inflation have been achieved in a context of
serious recession. Millions of workers are
unemployed, many businesses are hardpress-
ed to maintain profitability, and business
bankruptcies are at a postwar high. While it is
true that some of the hardship can reasonably
be traced to mistakes in management or per-
sonal judgment, including presumptions that
inflation would continue, large areas of the
country and sectors of the economy have
been swept up in more generalized difficulty.
Our financial system has great strength and
resiliency, but particular points of strain have
been evident.

Quite obviously, a successful program to
deal with inflation, with productivity, and
with the other economic and social problems
we face cannot be built on a crumbling foun-
dation of continuing recession. As you know,
there have been some indications—most
broadly reflected in the rough stability of the
real GNP in the second quarter and small
increases in the leading indicators—that the
downward adjustments may be drawing to a
close. The tax reduction effective July 1,
higher social security payments, rising de-
fense spending and orders, and the reduc-
tions in inventory already achieved, all tend
to support the generally held view among
economists that some recovery is likely in the
second half of the year.

I am also conscious of the fact that the
leveling off of the GNP has masked continu-
ing weakness in important sectors of the
economy. In its early stages, the prospective
recovery must be led largely by consumer
spending. But to be sustained over time, and
to support continuing growth in productivity
and living standards, more investment will be
necessary. At present, as you know, business
investment is moving lower. House building
has remained at depressed levels; despite
some small gains in starts during the spring,
the cyclical strength "normal" in that industry
in the early stages of recovery is lacking.
Exports have been adversely affected by the

relative strength of the dollar in exchange
markets.

I must also emphasize that the current
problems of the American economy have
strong parallels abroad. Governments around
the world have faced, in greater or lesser
degree, both inflationary and fiscal problems.
As they have come to grips with those prob-
lems, growth has been slow or non-existent,
and the recessionary tendencies in various
countries have fed back, one on another.

In sum, we are in a situation that obvious-
ly warrants concern, but also has great oppor-
tunities. Those opportunities lie in
major part in achieving lasting progress—in
pinning down and extending what has already
been achieved—toward price stability. In
doing so, we will be laying the base for sus-
taining recovery over many years ahead, and
for much lower interest rates, even as the
economy grows. Conversely, to fail in that
task now, when so much headway has been
made, could only greatly complicate the
problems of the economy over time. I find it
difficult to suggest when and how a credible
attack could be renewed on inflation should
we neglect completing the job now. Certainly
the doubts and skepticism about our capacity
to deal with inflation—which now seem to be
yielding—would be amplified, with unfortu-
nate consequences for financial markets and
ultimately for the economy.

I am certain that many of the questions,
concerns, and dangers in your mind lie in the
short run—and that those in good part re-
volve around the pressures in financial mar-
kets. Can we look forward to lower interest
rates to support the expansion in investment
and housing as the recovery takes hold? Is
there, in fact, enough liquidity in the econ-
omy to support expansion—but not so much
that inflation is reignited? Will, in fact, the
economy follow the recovery path so widely
forecast in coming months?

These are the questions that we in the
Federal Reserve must deal with in setting
monetary policy. As we approach these pol-
icy decisions, we are particularly conscious of
the fact that monetary policy, however
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important, is only one instrument of eco-
nomic policy. Success in reaching our com-
mon objective of a strong and prosperous
economy depends upon more than appro-
priate monetary policies, and I will touch this
morning on what seem to me appropriately
complementary policies in the public and
private sectors.

Review of money growth in 1982

Five months ago, in presenting our mone-
tary and credit targets for 1982, I noted some
unusual factors could be at work tending to
increase the desire of individuals and busi-
nesses to hold assets in the relatively liquid
forms encompassed in the various definitions
of money. Partly for that reason—and recog-
nizing that the conventional base for the M1
target of the fourth quarter of 1981 was rela-
tively low-1 indicated that the Federal Open
Market Committee contemplated growth to-
ward the upper ends of the specified ranges.
Given the "bulge" early in the year in M1, the
Committee also contemplated that that par-
ticular measure of money might for some
months remain above a "straight line" pro-
jection of the targeted range from the fourth
quarter of 1981 to the fourth quarter of 1982.

As events developed, M1 and M2 both
remained somewhat above straight line paths
until very recently. M3 and bank credit have
remained generally within the indicated
range, although close to the upper ends. Tak-
ing the latest full month of June, M1 grew 5.6
percent from the base period and M2 9.4
percent, close to the top of the ranges. To the
second quarter as a whole, the growth was
higher, at 6.8 percent and 9.7 percent, respec-
tively. Looked at on a year-over-year basis,
which appropriately tends to average through
volatile monthly and quarterly figures, M1
during the first half of 1982 averaged about
4 3/4 percent above the first half of 1981 (after
accounting for NOW account shifts early last
year). On the same basis, M2 and M3 grew by
9.7 percent and 10.5 percent, respectively, a
rate of growth distinctly faster than the nomi-
nal GNP over the same interval.

In conducting policy during this period,
the Committee was sensitive to indications
that the desire of individuals and others for
liquidity was unusually high, apparently re-
flecting concerns and uncertainties about the
business and financial situation. One reflec-
tion of that may be found in unusually large
declines in "velocity" over the period—that
is, the ratio of measures of money to the gross
national product. M1 velocity—particularly
for periods as short as three to six months—is
historically volatile. A cyclical tendency to
slow (relative to its upward trend) during
recessions is common. But an actual decline
for two consecutive quarters, as happened
late in 1981 and the first quarter of 1982, is
rather unusual. The magnitude of the decline
during the first quarter was larger than in any
quarter of the entire postwar period. More-
over, declines in velocity of this magnitude
and duration are often accompanied by (and
are related to) reduced short-term interest
rates. Those interest rate levels during the first
half of 1982 were distinctly lower than during
much of 1980 and 1981, but they rose above
the levels reached in the closing months of
last year.

Desire for liquidity

More direct evidence of the desire for
liquidity or precautionary balances affecting
M1 can be found in the behavior of NOW
accounts. As you know, NOW accounts are a
relatively new instrument, and we have no
experience of behavior over the course of a
full business cycle. We do know that NOW
accounts are essentially confined to individu-
als, their turnover relative to demand ac-
counts is relatively low, and, from the stand-
point of the owner, they have some of the
characteristics of savings deposits, including a
similarly low interest rate but easy access on
demand. We also know the great bulk of the
increase in M1 during the early part of the
year—almost 90 percent of the rise from the
fourth quarter of 1981 to the second quarter
of 1982—was concentrated in NOW accounts,
even though only about a fifth of total M1 is
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held in that form. In contrast to the steep
downward trend in low-interest savings ac-
counts in recent years, savings account hold-
ings have stabilized or even increased in 1982,
suggesting the importance of a high degree
of liquidity to many individuals in allocating
their funds. A similar tendency to hold more
savings deposits has been observed in earlier
recessions.

I would add that the financial and liquid-
ity positions of the household sector of the
economy, as measured by conventional liq-
uid asset and debt ratios, has improved dur-
ing the recession period. Relative to income,
debt repayment burdens have declined to
the lowest level since 1976. Trends among
business firms are clearly mixed. While many
individual firms are under strong pressure,
some rise in liquid asset holdings for the cor-
porate sector as a whole appears to be devel-
oping. The gap between internal cash flow
(that is, retained earnings and depreciation
allowances) and spending for plant, equip-
ment, and inventory has also been at an his-
torically low level, suggesting that a portion
of recent business credit demands is designed
to bolster liquidity. But, for many years, busi-
ness liquidity ratios have tended to decline,
and balance sheet ratios have reflected more
dependence on short-term debt. In that per-
spective, any recent gains in liquidity appear
small.

In the light of the evidence of the desire
to hold more NOW accounts and other liquid
balances for precautionary rather than trans-
action purposes during the months of reces-
sion, strong efforts to reduce further the
growth rate of the monetary aggregates ap-
peared inappropriate. Such an effort would
have required more pressure on bank reserve
positions—and presumably more pressures
on the money markets and interest rates in
the short run. At the same time, an unre-
strained build-up of money and liquidity
clearly would have been inconsistent with the
effort to sustain progress against inflation,
both because liquidity demands could shift
quickly and because our policy intentions
could easily have been misconstrued. Periods

of velocity decline over a quarter or two are
typically followed by periods of relatively
rapid increase. Those increases tend to be
particularly large during cyclical recoveries.
Indeed, velocity appears to have risen slightly
during the second quarter, and the growth in
NOW accounts has slowed.

The monetary targets—balance of 1982

Judgments on these seemingly technical
considerations inevitably take on considera-
ble importance in the target-setting process
because the economic and financial conse-
quences (including the consequences for
interest rates) of a particular M1 or M2
increase are dependent on the demand for
money. Over longer periods, a certain stabil-
ity in velocity trends can be observed, but
there is a noticeable cyclical pattern. Taking
account of those normal historical relation-
ships, the various targets established at the
beginning of the year were calculated to be
consistent with economic recovery in a con-
text of declining inflation. That remains our
judgment today. Inflation has, in fact, re-
ceded more rapidly than anticipated at the
start of the year potentially leaving more
"room" for real growth. On that basis, 'the
targets established early in the year still ap-
peared broadly appropriate, and the Federal
Open Market Committee decided at its re-
cent meeting not to change them at this time.

However, the Committee also felt, in the
light of developments during the first half,
that growth around the top of those ranges
would be fully acceptable. Moreover —and I
would emphasize this—growth somewhat
above the targeted ranges would be tolerated
for a time in circumstances in which it ap-
peared that precautionary or liquidity moti-
vations, during a period of economic uncer-
tainty and turbulence, were leading to
stronger than anticipated demands for
money. We will look to a variety of factors in
reaching that judgment, including such tech-
nical factors as the behavior of different com-
ponents in the money supply, the growth of
credit, the behavior of banking and financial
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markets, and more broadly, the behavior of
velocity and interest rates.

I believe it is timely for me to add that, in
these circumstances, the Federal Reserve
should not be expected to respond, and does
not plan to respond, strongly to various
"bulges"—or for that matter "valleys"—in
monetary growth that seem likely to be tem-
porary. As we have emphasized in the past,
the data are subject to a good deal of statisti-
cal "noise" in any circumstances, and at times
when demands for money and liquidity may
be exceptionally volatile, more than usual
caution is necessary in responding to "blips."*

We, of course, have a concrete instance
at hand of a relatively large (and widely antic-
ipated) jump in M1 in the first week of July—
possibly influenced to some degree by larger
social security payments just before a long
weekend. Following as it did a succession of
money supply declines, that increase brought
the most recent level for M1 barely above the
June average, and it is not of concern to us.

It is in this context, and in view of recent
declines in short-term market interest rates,
that the Federal Reserve yesterday reduced
the basic discount rate from 12 to 11 1/2percent.

The monetary targets-1983

In looking ahead to 1983, the Open
Market Committee agreed that a decision at
this time would—even more obviously than
usual—need to be reviewed at the start of the
year in the light of all the evidence as to the
behavior of velocity or money and liquidity
demand during the current year. Apart from
the cyclical influences now at work, the pos-
sibility will need to be evaluated of a more

*In that connection, a number of observers have
noted that the first month of a calendar quarter—most
noticeably in January and April—sometimes shows an
extraordinarily large increase in M1—amplified by the
common practice of multiplying the actual change by 12
to show an annual rate. Those bulges, more typically than
not, are partially "washed out" by slower than normal
growth the following month. The standard seasonal
adjustment techniques we use to smooth out monthly
money supply variations—indeed, any standard tech-
niques—may, in fact, be incapable of keeping up with
rapidly changing patterns of financial behavior, as they
affect seasonal patterns.

lasting change in the trend of velocity.
The persistent rise in velocity during the

past twenty years has been accompanied by
rising inflation and interest rates—both fac-
tors that encourage economization of cash
balances. In addition, technological change
in banking—spurred in considerable part by
the availability of computers—has made it
technically feasible to do more and more busi-
ness on a proportionately smaller "cash"
base. With incentives strong to minimize
holdings of cash balances that bear no or low
interest rates, and given the technical feasibil-
ity to do so, turnover of demand deposits has
reached an annual rate of more than 300,
quadruple the rate ten years ago. Technolog-
ical change is continuing, and changes in
regulation and bank practices are likely to
permit still more economization of M1-type
balances. However, lower rates of interest
and inflation should moderate incentives to
exploit that technology fully. In those condi-
tions, velocity growth could slow, or conceiv-
ably at some point stop.

To conclude that the trend has in fact
changed would clearly be premature, but it is
a matter we will want to evaluate carefully as
time passes. For now, the Committee felt that
the existing targets should be tentatively
retained for next year. Since we expect to be
around the top end of the ranges this year,
those tentative targets would of course be
fully consistent with somewhat slower growth
in the monetary aggregates in 1983. Such a
target would be appropriate on the assump-
tion of a more or less normal cyclical rise in
velocity. With inflation declining, the tenta-
tive targets would appear consistent with, and
should support, continuing recovery at a
moderate pace.

The blend of monetary and fiscal policy

The Congress, in adopting a budget reso-
lution contemplating cuts in expenditures
and some new revenues, also called upon the
Federal Reserve to "reevaluate its monetary
targets in order to assure that they are fully
complementary to a new and more restrained
fiscal policy." I can report that members of
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the Committee welcomed the determination
of the Congress to achieve greater fiscal re-
straint, and I want particularly to recognize
the leadership of members of the Budget
Committees and others in achieving that
result. In most difficult circumstances, pro-
gress is being made toward reducing the
huge potential gap between receipts and
expenditures. But I would be less than candid
if I did not also report a strong sense that
considerably more remains to be done to
bring the deficit under control as the econ-
omy expands. The fiscal situation as we
appraise it, continues to carry the implicit
threat of "crowding out" business investment
and housing as the economy grows—a pro-
cess that would involve interest rates substan-
tially higher than would otherwise be the
case. For the more immediate future, we rec-
ognized that the need remains to convert the
intentions expressed in the Budget Resolu-
tion into concrete legislative action.

In commenting on the budget, I would
distinguish sharply between the "cyclical"
and "structural" deficit—that is, the portion
of the deficit reflecting an imbalance between
receipts and expenditures even in a satisfac-
torily growing economy with declining infla-
tion. To the extent the deficit turns out to be
larger than comtemplated entirely because of
a shortfall in economic growth, that "add on"
would not be a source of so much concern.
But the hard fact remains that, if the objec-
tives of the Budget Resolution are fully
reached, the deficit would be about as large
in fiscal 1983 as this year even as the economy
expands at a rate of 4 to 5 percent a year and
inflation (and thus inflation-generated reve-
nues) remains higher than members of the
Open Market Committee now expect.

In considering the question posed by the
Budget Resolution, the Open Market Com-
mittee felt that full success in the budgetary
effort should itself be a factor contributing to
lower interest rates and reduced strains in
financial markets. It would thus assist impor-
tantly in the common effort to reduce infla-
tionary pressures in the context of a growing
economy. By relieving concern about future

financing volume and inflationary expecta-
tions, I believe as a practical matter a credibly
firmer budget posture might permit a degree
of greater flexibility in the actual short-term
execution of monetary policy without arous-
ing inflationary fears. Specifically, market
anxiety that short-run increases in the Ms
might presage continuing monetization of
the debt could be ameliorated. But any gains
in these respects will of course be dependent
on firmness in implementing the intentions
set forth in the Resolution and on encourag-
ing confidence among borrowers and inves-
tors that the effort will be sustained and rein-
forced in coming years.

Taking account of all these considera-
tions, the Committee did not feel that the
budgetary effort, important as it is, would in
itself appropriately justify still greater growth
in the monetary aggregates over time than I
have anticipated. Indeed, excessive monetary
growth—and perceptions thereof—would
undercut any benefits from the budgetary
effort with respect to inflationary expecta-
tions. We believe fiscal restraint should be
viewed more as an important complement to
appropriately disciplined monetary policy
than as a substitute.

Time to move ahead

I n an ideal world, less exclusive reliance
on monetary policy to deal with inflation
would no doubt have eased the strains and
high interest rates that plague the economy
and financial markets today. To the extent the
fiscal process can now be brought more fully
to bear on the problem, the better off we will
be—the more assurance we will have that
interest rates will decline and keep declining
during the period of recovery, and that we
will be able to support the increases in
investment and housing essential to healthy,
sustained recovery. Efforts in the private sec-
tor—to increase productivity, to reduce costs,
and to avoid inflationary and job-threatening
wage increases—are also vital, even though
the connection between the actions of indi-
vidual firms and workers and the perfor-
mance of the economy may not always be
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self-evident to the decision makers. We know
progress is being made in these areas, and
more progress will hasten full and strong
expansion.

But we also know that we do not live in an
ideal world. There is strong resistance to
changing patterns of behavior and expecta-
tions ingrained over years of inflation. The
slower the progress on the budget, the more
industry and labor build in cost increases in
anticipation of inflation or government acts
to protect markets or impede competition,
the more highly speculative financing is un-
dertaken, the greater the threat that available
supplies of money and credit will be ex-
hausted in financing rising prices instead of
new jobs and growth. Those in vulnerable
competitive positions are most likely to feel
the impact first and hardest, but unfortu-
nately, the difficulties spread over the eco-
nomic landscape.

The hard fact remains that we cannot
escape those dilemmas by a decision to give
up the fight on inflation—by declaring the
battle won before it is. Such an approach
would be transparently clear—not just to you
and me—but to the investors, the business-
men, and the workers who would, once
again, find their suspicions confirmed that
they had better prepare to live with inflation,
and try to keep ahead of it. The reactions in
financial markets and other sectors of the
economy would, in the end, aggravate our
problems, not eliminate them. It would strike
me as the cruelest blow of all to the millions
who have felt the pain of recession directly to
suggest, in effect, it was all in vain.

I recognize months of recession and high
interest rates have contributed to a sense of
uncertainty. Businesses have postponed in-
vestment plans. Financial pressures have ex-
posed lax practices and stretched balance
sheet positions in some institutions—finan-
cial as well as non-financial. The earnings
position of the thrift industry remains poor.

But none of those problems can be dealt
with successfully by re-inflation or by a lack of
individual discipline. It is precisely that envi-
ronment that contributed so much to the cur-

rent difficulties.
In contrast, we are now seeing new atti-

tudes of cost containment and productivity
growth—and ultimately our industry will be
in a more robust competitive position. Mil-
lions are benefitting from less rapid price
increases—or actually lower prices—at their
shopping centers and elsewhere. Consumer
spending appears to be moving ahead, and
inventory reductions help set the stage for
production increases.

Those are developments that should help
recovery get firmly underway. The process of
disinflation has enough momentum to be sus-
tained during the early stages of recovery—
and that success can breed further success as
concerns about inflation recede. As recovery
starts, the cash flow of business should im-
prove. And, more confidence should encour-
age greater willingness among investors to
purchase longer debt maturities. Those fac-
tors should, in turn, work toward reducing
interest rates, and sustaining them at lower
levels, encouraging in turn the revival of
investment and housing we want.

I have indicated the Federal Reserve is
sensitive to the special liquidity pressures that
could develop during the current period of
uncertainty. Moreover, the basic solidity of
our financial system is backstopped by a
strong structure of governmental institutions
precisely designed to cope with the second-
ary effects of isolated failures. The recent
problems related largely to the speculative
activities of a few highly leveraged firms can
and will be contained, and over time, an
appropriate sense of prudence in taking risks
will serve us well.

We have been through—we are in—a
trying period. But too much has been accom-
plished not to move ahead and complete the
job of laying the groundwork for a much
stronger economy. As we look forward, not
just to the next few months but to long years,
the rewards will be great: in renewed stabil-
ity, in growth, and in higher employment and
standards of living. That vision will not be
accomplished by monetary policy alone. But
we mean to do our part.

14 	 Economic Perspectives


	Page 1
	Page 2
	Page 3
	Page 4
	Page 5
	Page 6
	Page 7

