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U.S. International Transactions in 1992

William L. Helkie, of the Board’s Division of
International Finance, prepared this article.

After declining in each of the previous four years,
the U.S. current account deficit widened substan-
tially in 1992. A larger merchandise trade deficit
and the end of one-time cash contributions by
foreign governments associated with the Persian
Gulf War accounted for most of the change. Exclud-
ing the change in foreign cash transfers, the current
account deficit increased somewhat less than the
trade deficit, owing to a strengthening of net ser-
vice receipts. Nevertheless, the widening of the
current account deficit was dramatic (chart 1).

A $23 billion increase in merchandise exports
was more than offset by a $46 billion increase
in merchandise imports, so that the merchandise
trade deficit widened for the first time since 1987
(table 1). The end of Gulf War—related cash grants
by foreign governments eliminated a $43 billion
offset to U.S. unilateral transfers abroad; overali,
net transfers swung from an inflow of $8 billion in
1991 to an outflow of $31 billion in 1992. Net
service receipts expanded $10 billion in 1992,
mainly because of reduced payments by the U.S.
military for services purchased abroad and insur-
ance payments recovered from foreign reinsurers

1. U.S. external balances, 1982-92
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The data are quarterly at seasonally adjusted annual rates.
Sourck. U.S. Department of Commerce, Bureau of Economic Analysis, U.S.
international transactions accounts.

for losses caused by hurricanes in the United States
and its territories. Net investment income receipts
declined $6 billion, mostly as a result of larger
direct investment payments to foreigners due to the
U.S. economic recovery.

The substantial current account deficit was more
than matched by recorded net capital inflows, both
official and private. Thus, the statistical discrep-
ancy in the U.S. international transactions accounts
was negative.

MAJOR ECONOMIC INFLUENCES ON
U.S. INTERNATIONAL TRANSACTIONS

Cyclical movements in economic activity at home
and abroad, movements in U.S. international price
competitiveness, and swings in the rates of return
on real and financial assets at home and abroad
significantly influenced U.S. international transac-
tions in 1992, The main economic factor in the
widening of the external deficit (excluding the tran-
sitory eftects of payments for the Persian Gulf
War) was that economic growth in the United
States exceeded that of its major industrial country
trading partners.

Relative Growth Rates

From 1989 through 1991, economic growth abroad
on average exceeded growth in the United States
(chart 2). U.S. households and businesses struggled
to redress structural imbalances generated over the
1980s. Pressures to restructure balance sheets, rein-
forced by more cautious lending practices of U.S.
financial institutions, slowed U.S. economic
growth, and the relative slowdown in U.S. growth
contributed to the narrowing of the external deficit.
During 1992, balance sheet adjustment became less
of a restraint on the economy, and U.S. domestic
demand rose 3.7 percent. Much of the pickup was
in the consumer sector: Private consumption surged
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1. US. current account, 1987-92
Billions of doltars

Change,
Item 1987 1938 1989 1990 1991 1992 1991-02
Goods and services, NEL ........coveviivirieniinins -151.3 -114.3 -90.1 ~76.8 -28.1 -41.2 -13.0
Merchandise trade balance ... -159.5 -127.0 ~115.9 —~108.9 -734 -96.3 -22.8
Service transactions, net ... 8.2 12.7 25.8 32.1 453 55.1 9.8
Investment income, net ....... 11.0 124 14.3 19.2 16.4 10.1 -6.4
Direct investment, net ...... 30.7 38.7 478 54.3 529 49.2 =37
Portfolio investment, net -19.7 -26.3 -33.5 -35.1 -36.5 -39.1 -2.7
Unilateral transfers, net .....................c000 -23.1 -24.9 -25.6 -32.9 8.0 -31.4 -39.4
Foreign cash grants to the United States ........ 0 .0 0 17.2 42.5 1.3 -41.2
Othertransfers ..............coovovviiiiiiinns -23.1 -24.9 -25.6 -50.1 -34.5 =327 1.8
Current account balance ................c....00 -163.4 -126.7 -101.1 -90.4 -3 -624 -58.7
MEMO:
Current account balance excluding
foreign cash grants ..., -163.4 -126.7 -101.1 ~107.6 —46.2 -63,7 -17.5

Because of rounding, calculations in this and subsequent tables may not
yield results shown.

at a 5 percent annual rate during the first quarter,
flattened during the second quarter, and rose more
than 4 percent at an annual rate during the second
half of the year. Real expenditures on residential
structures also picked up. In addition, real expendi-
tures on business fixed investment rose sharply:
Significant price reductions and the push to acquire
state-of-the-art technology spurred real outlays for
office and computing equipment, and demand for
other machinery began to grow as well, as the pace
of economic expansion lifted expectations of future
sales, increased profits, and improved cash flow.
As a consequence of the pickup in domestic expen-
ditures, real merchandise imports during 1992 rose
at double-digit rates.

2. Growth of real gross domestic product, 1989-92

Percentage change from preceding quarter, annual rate
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The data are quarterly at seasonally adjusted annual rates, The GDP for
foreign countries is the weighted average of the Group of Ten (G-10) countries,
other industrial countries, and developing countries. The weights are based on
U.S. bilateral nonagricultural exports.

Source. US. Department of Commerce, Bureau of Economic Analysis,
U.S. international transactions accounts.

At the same time, a slowdown in economic
growth in major U.S. export markets restrained
exports (table 2). Despite reductions in interest
rates and other measures taken by some foreign
governments to boost spending and stimulate activ-
ity, average year-over-year growth of the econo-
mies of the United States’ industrial country trad-
ing partners was a disappointing 1 percent. Among
the major foreign industrial countries, only Canada,
where the earlier recession had been quite severe,
showed signs of a moderate pickup in growth,
boosted partly by the U.S. recovery. Growth in
Japan and Germany, previously fairly strong, weak-
ened significantly. Most other European countries
also recorded only weak growth. Although depar-
ture from the exchange-rate mechanism (ERM) of
the European Monetary System in September

2. Growth of real gross domestic product in selected
forcign economies, 1991 and 1992
Percentage change, year over year

Country 1991 19921
Canada ..............co0eeviens ~-1.7 9
Japan ... 4.1 1.3
Germany (western) .. 38 1.1
United Kingdom .... ~2.4 -5
| (1) 1.4 1.0
France .............coociviii 1.0 1.7
China ............... 7.0 12.8
Hong Kong 42 5.5
Korea ............... 8.4 50
Brazil ..... 9 -1.5
Mexico 3.6 2.8

1. Data for 1992 are partly estimated.
SOURCES. Various national sources.
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allowed short-term interest rates in Italy and the
United Kingdom to fall, interest rates in Europe on
balance remained fairly high during the year as
German authorities sought to blunt inflationary
pressures. Other factors that appear to have contrib-
uted to the generally disappointing demand in in-
dustrial countries were persistent low levels of
business confidence, continued adjustments of
spending to reduce high levels of debt on house-
hold and firm balance sheets, a reduced pace of
lending in some countries, and worries about prob-
lems in the financial sector.

Among U.S. trading partners in developing coun-
tries, economic performance in 1992 appears to
have been mixed; on average, however, their
growth is estimated to have been stronger than in
major foreign industrial countries. Economic activ-
ity in Asia expanded at a particularly strong 7 per-
cent annual rate, led by growth in China of nearly
13 percent. However, output growth fell to rela-
tively low rates on average in countries in the
Western Hemisphere; growth declined sharply in
Brazil as a result of political problems and turned
down slightly in Mexico as the authorities sought
to limit the current account deficit and further
reduce inflation.

US. Price Competitiveness

The change in price competitiveness of U.S. export-
and import-competing industries depends on the
relative movements of inflation rates here and
abroad and on changes in the foreign exchange
value of the dollar. Because of relatively tighter
monetary policies abroad, 1992 inflation rates in
the foreign Group of Ten (G-10) countries were, on
average, lower than U.S. rates (chart 3). The con-
tinuing efforts of U.S. businesses to contain produc-
tion costs and boost efficiency were reflected in the
U.S. consumer price index rising by just 3.1 per-
cent for the year.

However, foreign price inflation fell even further
in 1992. All major industrial countries operated
below their potential rates of output (some consid-
erably so), and inflation rates were generally mod-
erate. Average CPI inflation in the foreign G-10
countries was only 22 percent, almost 12 percent-
age points below the 1991 average rate. Pass-
through effects from depreciation of exchange rates
in the United Kingdom, Italy, and Canada were

3. Change in the consumer price index, 1989-92

Percentage change, fourth quarter to fourth quarter

3 United States
M Foreign

1989 1990 1991 1992

The CPI for foreign countries is the weighted average of the G-10 countries.
The weights are shares in U.S. non-oil imports.

moderate. Wage inflation also decelerated in most
foreign industrial countries. The main exception to
the generally deflationary pattern abroad was west-
ern Germany, where inflation remained at about
3% percent and concerns about inflationary pres-
sures contributed to the reluctance of monetary
authorities to ease more rapidly.

In nominal terms, the multilateral trade-weighted
foreign exchange value of the US. dollar, mea-
sured in terms of the other G-10 currencies, rose
nearly 6 percent from December 1991 to December
1992. The dollar appreciated over the first three
months of 1992 amid expectations of strengthening
economic recovery in the United States. Over the
summer, however, the dollar declined to a point
below the previous year’s low, as growth of the
U.S. economy was perceived to be more sluggish
than expected and the Federal Reserve eased short-
term interest rates further. The dollar reversed direc-
tion again in the fall, strengthening sharply in the
wake of turmoil in the European Monetary System
and, more important, on evidence of increased
momentum of the US. economic expansion and
sluggish conditions in foreign industrial economies.

The net rise in the weighted average dollar over
1992 primarily reflected sharp declines in several
European currencies and in the Canadian dollar.
Denmark’s rejection of the Maastricht Treaty in
early June called into question the future of Euro-
pean monetary and political union and led to pres-
sures on the ERM. In September, the pressures
intensified enough to force Italy and the United
Kingdom to withdraw from the ERM, and their
currencies depreciated sharply. For the year as a
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whole, the Italian lira and the British pound
declined 20 percent and 18 percent respectively
versus the U.S. dollar. Several other European cur-
rencies, including those of Spain, Portugal, and
several Scandinavian countries, also depreciated
sharply against the dollar in the fall. The parity of
the French franc with the German mark was main-
tained within the ERM, but at the cost of rela-
tively high French short-term interest rates in the
face of a sluggish French economy and rising
unemployment.

The dollar fell more than 7 percent on balance
against the German mark from December 1991 to
August 1992, as German monetary policy, respond-
ing to relatively high German money growth and
inflation, remained tight longer than market partici-
pants had expected. That rise of the mark was more
than reversed over fall and winter, however, as it
became clear that German economic activity had
turned significantly downward and as German
monetary policy was eased somewhat.

The dollar depreciated about 4% percent on bal-
ance against the yen during 1992, despite a notice-
able decline in Japanese gross domestic product
during the second and third quarters and a signifi-
cant reduction in Japanese interest rates over the
year. The net strengthening of the yen probably
was due, at least in part, to market reactions to a
substantial widening of Japan’s external surplus.

4. Reul exchange value of the dollar against currencies of
selected countries, 1982-92

Index, 1987 = 100

_— Group of Ten countries 150

Developing countries

1982 1984 1986 1988 1990 1992

The real exchange value of the dollar is calculated using weighted nominal
exchange rates adjusted with weighted consumer prices, The weights in the
indexes are proportional to each country's share in world exports plus imports
during the years 1972-76. The countries in the G--10 index are Belgium-
Laxembourg, Canada, France, Germany, taly, Japan, the Netherlands, Swe-
den, Switzerland, and the United Kingdom, The countries in the developing-
countries index are Brazil, Hong Kong, Korea, Malaysia, Mexico, the Philip-
pines, Singapore, and Taiwan. The data are quarterly.

A broad measure of the price competitiveness of
U.S. goods and services is the “real,” or “price-
adjusted,” foreign exchange value of the dollar,
which is computed as the ratio of U.S. consumer
prices to foreign consumer prices translated into
dollars at current nominal exchange rates (chart 4),
U.S. prices have fallen relative to average prices in
dollars in both foreign G-10 and developing coun-
tries since the mid-1980s. However, because of
developments in foreign exchange markets during
1992, primarily during the fourth quarter, the real
value of the dollar against the foreign G-10 curren-
cies ended the year higher than it began.

Another aggregated measure of U.S. export price
competitiveness, which gives a somewhat ditterent
picture of recent developments, is the ratio of aver-
age consumer prices in dollars in G-10 and devel-
oping countries to U.S. export prices (chart 5).
From a long-term perspective, fluctuations in nom-
inal exchange rates during 1992 did not signifi-
cantly affect the improvement in the prices of U.S.
goods relative to the prices of foreign goods and
services as they had in earlier periods (that is,
1981-85). Some of the improvement is due to the
decline in prices of traded goods relative to prices
of nontraded goods during recent years.

DEVELOPMENTS IN MERCHANDISE TRADE

The merchandise trade deficit widened to $96 bil-
lion in 1992, up from $73 billion in 1991 (table 3).
Imports grew almost twice as fast as exports as

5. Ratio of foreign consumer prices to U.S export prices,
1968-92

Ratio scale, 1987:Q4 = 100

Lot bee v bttty

1968 1974 1980 1986 1992
Foreign prices are the weighted average of the G-10 countries expressed in
dollars, The data are quarterly.
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the economic recovery in the United States gained
momentum but economic growth in markets for
U.S. exports remained sluggish. Early in the year,
the deficit narrowed somewhat when a drop in oil
prices lowered the value of imports. The deficit
widened sharply in the second quarter, however,
when imports surged and exports remained about
unchanged. During the remainder of 1992, both
imports and exports continued to grow strongly,
and the deficit increased turther.

Exports

Merchandise exports grew 64 percent in real terms
over the four quarters of 1992. The increase in
nominal terms was only slightly less, as prices of
exports changed very little. Sixty percent of total
U.S. exports went to industrial countries: 26 per-
cent to Western European countries, 21 percent to
Canada, 11 percent to Japan, and 2 percent to
Australia and New Zealand. These countries
accounted for only 15 percent of the growth in U.S.
exports, however. Most of the growth in exports
was due to increased shipments to developing
countries in Latin America and Asia,

About three-fourths of the increase in exports
was in capital goods and automotive products, and
more than one-third of the rise was in consumer
goods and agricultural products. Aircraft accounted

for about 15 percent of the increase in exported
capital goods, but most of the rise occurred in the
first part of the year; deliveries in the second half of
the year were 12 percent less than those in the first
half. The value of machinery exports grew 7 per-
cent; these exports expanded steadily throughout
the year, with more than 80 percent of the increasc
going to developing countries (half the increase to
Asia and half to Latin America). The rise was
strongest in high-tech equipment, especially semi-
conductors, telecommunications equipment, and
computers (including accessories and parts).
For automotive products, most of the rise in
exported vehicles went to Taiwan, Saudi Arabia,
Venezuela, and Hong Kong, and most of the
increase in exported parts went to Mexico and
Canada. Two-thirds of the increase in exported
consumer goods went to developing countries
(largely to countries in Latin America, particularly
to Mexico).

The value of agricultural exports increased approx-
imately [0 percent in 1992, as deliveries of wheat,
soybeans, meat, and dairy products increased
sharply. US. government programs (that is, loan
guarantees and donations) pushed up shipments of
wheat and dairy products to countries in Eastern
Europe and the former Soviet Union. Wheat ship-
ments to these two areas were especially strong
during the first half of 1992, whereas dairy ship-
ments to these areas were largest during the second

3. U.S. merchandise trade, 1990-92
Billions of dollars, scasonally adjusted
1991 1992
Ttem 1990 1991 1992

Q4 Ql [ Q2 | Q3 [ Q4
Merchandise trade balance ......... -109 ~-73 -96 -19 -18 25 -28 -26
EXpOrS . ooiivniiiiiii i 389 416 439 108 108 107 110 114
Agricultural ........... 40 40 44 11 11 10 11 i
Nonagricultural ........ 349 376 395 97 97 97 99 103
Capital goods ....... 153 167 177 44 44 43 43 46
Automotive products . 37 40 47 10 11 11 12 13
Consumer goods .. ... 43 46 50 12 12 12 13 13
Industrial supplies ... 97 102 102 25 25 25 26 26
All other exports ....... 19 21 20 6 5 5 5 5
TMPorts ..ovooviniieiiiiii 498 489 536 126 125 132 138 140
Petroleum and products 62 51 51 12 10 13 14 14
Nonpetroleum ......... 435 438 484 114 [15 119 123 127
Computers .......... 23 26 32 7 7 8 9 9
Qther capital goods .. 93 95 103 24 24 25 26 27
Consumer goods ... .. 105 108 123 30 29 30 32 32
Automotive products . 88 85 91 22 22 22 23 24
Industrial supplies .............. 83 81 88 21 21 22 22 23
Foods and other imports ........ 44 44 47 il it 12 12 12

Source, U.S. Department of Commerce,

Burcau of Economic Analysis, U.S. international transactions accounts.
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half of the year. Exports of soybeans were particu-
larly strong in the third quarter because of a bunch-
ing of shipments to Japan, Mexico, and China.
Increased exports of meat went mostly to Japan
and Mexico.

Imports

During 1992, merchandise imports grew 11 percent
in real terms. As with exports, the increase was
about the same in nominal terms, as prices of
imports on average changed little during the year.
Although all major categories of imports rose,
nearly two-thirds of the increase was in capital
goods and consumer goods. Somewhat smaller
increases were recorded for automotive products
and industrial supplies. The value of imported oil
rose only slightly.

The value of imported capital goods, increasing
steadily throughout the year, rose 11 percent. As
with exports, the strongest increases were in high-
tech equipment. Computers (including accessories
and parts) accounted for more than 40 percent of
the increase in the value of imported capital goods;
the increase came largely from Japan and develop-
ing countries in Asia. U.S. domestic sales of com-
puters were very strong beginning in the summer,
fueled by price wars and a push by U.S. businesses
to upgrade personal computers and workstations to
take advantage of improvements in software. Most
of the sales were at the lower end of the spectrum
of computer products—items that are often
imported. Excluding computers, imports of capital
goods rose 8 percent, led by semiconductors, tele-
communications equipment, business equipment,
and aircraft (including engines and parts). Imported
aircraft came mainly from France, the Netherlands,
and the United Kingdom.

Imported consumer goods rose 14 percent. Most
of the increase occurred during the second half of
the year as the U.S. economy began to pick up
more strongly: Imports surged during the third
quarter and eased slightly during the fourth. Thirty-
three percent of the increase in consumer goods
imports came from China, and another 45 percent
came from other developing countries in Asia and
Latin America; Western Europe and Canada
together contributed another 18 percent of the
increase, and Japan contributed 4 percent.

Imports of automotive products rose 7 percent.
About 50 percent of the increase came from Can-
ada (two-thirds vehicles, one-third parts), and
another 30 percent came from Mexico (almost
entirely parts). The remaining increase came
mainly from Germany (almost entirely vehicles).
The value of automotive imports from Japan was
about the same in 1992 as in 1991.

Imported industrial supplies (other than oil) were
9 percent higher in 1992 than in 1991. Categories
recording increases outnumbered those showing
declines. Some of the larger increases were in
lumber, steel, chemicals, natural gas, and miscella-
neous supplies; the larger declines were recorded in
newsprint and metals.

In 1992, 60 percent of U.S. non-oil imports came
from industrial countries (about 20 percent each
from Canada, Western Europe, and Japan). Non-oil
imports from these countries grew 8 percent and
accounted for more than 45 percent of the increase
in imports in 1992. Imports from developing coun-
tries in Asia and Latin America expanded 15 per-
cent, with the largest increases coming from China
and Mexico.

The value of oil imports increased only slightly,
as a gain in oil consumption resulting from the
rebound in economic activity was roughly offset by
a decline in the price of imported oil. As a result of
mild winter weather and strong OPEC production,
oil prices began the year at relatively depressed
levels—approximately $19.00 per barrel for spot
West Texas intermediate (WTI) (chart 6). Spot
prices of WTI rose from March through June when
OPEC restrained output and oil market participants

6. Oil prices, 1982-92
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Source. Petroleum Intelligence Weekly, various issues, and U.S, Department
of Commerce, Burcau of Economic Analysis.
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perceived a shift in Saudi Arabian pricing policy in
light of European Community proposals for a car-
bon tax. The pickup in U.S. economic activity
helped keep prices firm through October as the
continued absence of Iraq left the oil market with
little excess capacity. Mild weather in the fourth
quarter, coupled with production increases by Saudi
Arabia, Iran, and Kuwait, pushed prices down
almost continuously through December, with spot
WTI prices at the turn of the year just above $19.00
per barrel, essentially where they had been at the
beginning of 1992. Near the end of January 1993,
spot WTI prices rose to more than $20.00 per
barrel as OPEC appeared ready to rein in produc-
tion. Since then, spot WTI prices have fluctuated
between $19 and $21 per barrel as market percep-
tions of the adequacy of OPEC production cuts
have changed.

In three of the four quarters of 1992, the quantity
of oil imports posted increases relative to 1991
rates. The increases resulted from growing con-
sumption (triggered by increased U.S. economic
activity) and declining domestic oil production. For
the year as a whole, consumption increased 0.3 mil-
lion barrels per day while production fell (.2 mil-
lion barrels per day. Since 1985, U.S. oil produc-
tion has generally been falling, with a temporary
increase in 1991 brought about by the large gain in
oil prices during the Persian Gulf crisis. In 1992,
U.S. oil production resumed the downward course
typical of mature oil exploration areas (table 4).

DEVELOPMENTS IN TRADE IN SERVICES

Net receipts from service transactions increased
$10 billion in 1992. Most of the change occurred as
payments by the U.S. military for services provided
by foreigners declined $3 billion and as $4 billion
of insurance was recovered from foreign reinsurers

4. U.S. oil consumption, production, and imports,
sclected years, 1980-92
Millions of barrels per day

Ttem 1980 ] 1985 \ 1990J 1991 ] 19927
Consumption ....| 17.1 15.7 17.0 16.7 17.0
Production ....... 108 112 9.7 9.9 97
Imports .......... 6.9 51 8.0 7.6 179
p Preliminary,

Source. U.S, Department of Energy, Energy Information Administration.

for damage caused by Hurricanes Andrew and Iniki
in late August and mid-September. However, areas
that had provided a solid boost to net service
receipts in earlier years, such as travel, passenger
fares, and business, professional, and technical ser-
vices, increased very little, on net (table 5).

The slowdown in industrial economies abroad
restrained not only transportation service receipts
but also receipts from foreigners for other services.
After increasing in the first quarter of 1992, receipts
from foreign travelers in the United States leveled
off before picking up in the fourth quarter. The
depreciation of the U.S. dollar during the middle
of the year held down payments by U.S. travelers
abroad as well.

Transfers under U.S. military sales contracts
(exports) were about the same in 1992 as they were
a year earlier; after being especially high in the
fourth quarter of 1991 and the first quarter of 1992
because of a bunching of aircraft deliveries, mili-
tary exports declined during the remainder of
the year. Military expenditures abroad (imports)

5. U.S. service transactions, 1989-92
Billions of dollars

Change,

Item 1989 | 1990 | 1991 | 1992 | 7591 %53
Service transactlons, net .. ..... 26 32 45 55 10
Military, net ................. -7 -8 -6 -3 3
Insurance, net ................ 1 -0 -1 2 3

Other service transactions,
1T 32 40 51 55 4
Service receipts ................ 127 149 164 179 15
Military sales ................ 9 10 11 11 0
Insurance receipts, net! ...... 2 2 2 2 0
Other service receipts ........ 117 137 151 165 14
Travel and passenger

fares 47 59 64 72 7

Transportation

Royalties and license fees ..| 13 16 18 17 -1

Business, professional,
and technical

SETVICES .............. 6 7 10 i i
Other service receipts ...... 30 32 35 41 6
Service payments ............... 101 117 118 123 5
Military payments ............ 15 18 16 13 -3
Insurance payments, net? ... .. 1 2 3 0 -3
Other service payments ,..... 85 97 99 110 10
Travel and passenger
fares ... 42 48 48 55 8
Transportation ............. 21 23 23 23 0
Royalties and license fees .. 3 3 4 4 0

Business, professional,
and technical
SETVICES .............. 2 2 3 3

NO

1. Premiums received less losses paid.

2. Premiums paid less losses recovered.

Sourck. U.S. Department of Commerce, Bureau of Economic Analysis,
U.S. international transactions accounts,
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dropped $3 billion in 1992; key components such
as expenditures by U.S. military personnel on for-
eign services and expenditures for petroleum
declined rapidly, the decline reflecting the sizable
reduction of U.S. forces abroad. The pace of
decline for military imports was slowed by a con-
tinuing relatively strong level of expenditures on
contractual services.

Losses recovered from foreign reinsurers for
damage caused by Hurricanes Andrew and Iniki
increased net insurance receipts in the third quarter
of 1992. (The full amount of recoveries is recorded
on an accrual basis when disasters occur, rather
than when claims are presented to the insurance
companies. Net insurance transactions are part of
“other private services” in the current account).
The amount of insurance recovered from foreign
companies reduced recorded service payments, as
total insurance payments are calculated as premi-
ums paid less losses recovered.

NONTRADE CURRENT ACCOUNT
TRANSACTIONS

In 1992, the U.S. current account recorded, besides
the $41 billion decline in foreign cash grants to the
United States to help finance the Persian Gulf War,
a $6 billion decline in net investment income and a
$2 billion rise in other net transfers.

Investment Income

Net investment income fell. Net income from both
direct and portfolio investments contributed to the
decline (table 6).

The recovery in direct investment payments by
foreign-owned subsidiaries in the United States
accounted for the moderate $4 billion decline in net
direct investment income in 1992; the unpre-
cedented net losses in 1991 were turned around to
small net profits of $0.4 billion. The swing resulted
primarily from a cyclical improvement in profits of
subsidiaries in manufacturing and the end of losses
reported by foreign-owned banks and insurance
companies. However, the level of direct investment
payments was far from the peak of $12 billion
reached in 1988.

6. U.S. net investment income, 1989-92
Billions of dollars

Item 1989 [ 1990 [ 1991 | 1992

Investment income, net ........... 14 19 16 10
Direct investment income, net ...... 48 54 53 49
Receipts ....ooooovivivriiiniann, 54 55 49 50
Payments ...............c..v.ul 7 1 —4 0
Portfolio investment income, net ... =33 -35 -36 -39
Receipts .............cooocinnn 86 88 76 60
Private ............cooiviinn 81 78 68 53
Govemnment .,................ 6 11 8 6
Payments ...............coviunnn 120 123 113 99
Private ..............c00ini 84 85 74 60
Government .................. 36 38 39 39

Source. U.S. Department of Commerce, Bureau of Economic Analysis,
U.S. international transactions accounts.

Direct investment receipts from U.S.-owned affil-
iates abroad rose slightly in 1992, to $50 billion.
Increased profits in other industries offset the
downturn in manufacturing and oil industries.

Net income on portfolio investments (private
plus government) fell $3 billion, despite a large
decrease in interest rates. Portfolio investment
receipts from foreigners amounted to $60 billion,
$16 billion less than in 1991. Portfolio income
payments to foreigners also declined, but by a
lesser amount—about $14 billion. A decrease in
interest rates usually reduces both receipts and
payments on portfolio investments; however, for
the United States an interest rate decline reduces
income payments more than receipts because the
United States has a net recorded liability position
in portfolio capital. Had the U.S. net portfolio
position been unchanged in 1992 from the level
recorded at the end of 1991, the decline in interest
rates by itself would have reduced net income
payments roughly $4 billion. But in 1992 the net
portfolio position deteriorated significantly, and the
deterioration more than accounted for the $3 billion
decline in net portfolio income during the year.

Unilateral Transfers

The conclusion of transactions relating to the Per-
sian Gulf War greatly affected net unilateral trans-
fers, as foreign cash grants to the United States to
help finance the war declined $41 billion. At the
same time, U.S. government grants to foreign coun-
tries rose. A large part of the increase went to
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Israel, the result of both additional grants to finance
military purchases and adjustments to the disburse-
ment schedule; part of the grants that normally
would have been disbursed in the fourth quarter of
1991 were postponed until the second quarter of
1992, and the full amount of grants for fiscal year
1994 were paid out in the fourth quarter of 1992.
Another reason for the increase in net unilateral
transfers was larger contributions to meet the U.S.
share of expanded peacekeeping operations.

CAPITAL ACCOUNT TRANSACTIONS AND THE
STATISTICAL DISCREPANCY

In 1992, the U.S. current account deficit was sub-
stantial, net capital inflows were cven larger than
the current account deficit, and the statistical dis-
crepancy was significantly negative (table 7). In
contrast, the U.S. current account deficit, net capital
flows, and the statistical discrepancy in 1991 had
been close to zero.

Substantial inflows were recorded for both offi-
cial and private capital. Foreign official holdings in
the United States increased $40 billion, more than
double the increase in 1991. Inflows from both
industrial and other countries were substantial.

The net inflow of private capital in 1992, $32 bil-
lion, is in contrast to 1991, when private capital
had recorded a net outflow. Banks, particularly

7. Composition of U.S. capital flows, 1988-92

Billions of dollars

foreign-related banks, more than accounted for the
net inflow. The inflow coincided in general with an
expansion of U.S. assets at foreign-related banks
other than those based in Japan. In 1991, in con-
trast, foreign-based banks, spurred by a change in
reserve requirements, had rapidly expanded their
large time deposits in the United States and relied
less on inflows from abroad to finance asset growth.
Moreover, in 1991 demand for funds in the Euro-
markets had been strong because of borrowing by
certain countries to fund contributions to the cost
of Desert Storm.

Securities transactions, reflecting the continued
growing internationalization of financial markets,
also contributed to the net inflow of capital in 1992,
Foreigners added substantially to their holdings of
U.S. government and corporate bonds. In contrast,
they made net sales of U.S. equities. U.S. net pur-
chases of foreign stocks and bonds were very
strong, accompanied by a record pace for foreign
bond issues in the United States.

U.S. direct investment abroad was very strong in
1992, up from 1991. Outflows to Latin America
and Asia grew, and outflows to Europe were sub-
stantial. Foreign direct investment in the United
States, however, remained depressed, far below the
peak of almost $70 billion in 1989. Merger and
acquisition activity in the United States has gener-
ally fallen from the highs of the 1980s, and foreign
investors in particular may have been discouraged

Item 1988 1989 1990 1991 1992

Current account balance ............................. ~127 -101 -90 -4 -62

Official capital, net .............covoeeiiiiiiiii 39 -16 34 28 43

Foreign official assets in the United States ,.......... 40 9 34 18 40

U.S. official reserve assets ...........coviiiiiiinnnn ~4 -25 -2 6 4

Other U.S. government assets .......coovvvvviiinnnn.s 3 1 2 3 ~1

Private capital, net ....... ... ... . oo 88 114 9 -23 32

Net inflows reported by U.S. banking offices ......... 14 12 24 -18 47

Securities transactions, net .........c.oov i 35 42 =35 7 14
Private foreign net purchases of the following:

U.S. Treasury SECUTIties ... ..ovvvvivvineiininns 20 30 -3 16 35

U.S. corporate bonds! ... 23 27 11 27 32

U.S. corporate Stocks .......ooovvviiiiiiiiiiiins -1 7 -15 9 -3

U.S. net purchases of foreign securities -8 -22 ~29 —45 -49

Direct investment, net .............ccociiiiiia 45 43 17 ~17 -37

Foreign direct investment in the United States 57 68 45 12 —4

U.S. direct investient abroad ! -12 -25 -28 -28 -33

Other .. s -7 17 2 5 8

Statistical disCrepancy .........ooooveiie i 0 2 47 -1 -13

I. Transactions with finance affiliates in the Netherlands Antilles have
been excluded from direct investment outflows and added to foreign puor-
chases of U.S. securities.

Source, U.S. Department of Commerce, Burcau of Economic Analysis,
U.S. international transactions accounts,
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by the disappointing returns on much recent for-
eign investment in the United States.

PROSPECTS FOR 1993

Over the year ahead, U.S. imports of goods and
services should grow more rapidly than U.S.
exports of goods and services as the U.S. domestic

economy continues to grow faster than the econo-
mies of its major industrial trading partners. The
degree to which the U.S. external deficits widen in
1993 will depend largely on the strength of the
economic recovery in foreign industrial countries
and on the effects of the recent appreciation of the
weighted average value of the dollar on U.S. price
competitiveness. O
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Industrial Production and Capacity Utilization

for February 1993

Released for publication March 17

In February, industrial production rose 0.4 percent,
for its fifth consecutive monthly gain. The gain was
slightly below the upward revised 0.5 percent rise
in January and equalled the revised gain in Decem-

Industrial production indexes

Twelve-month percent change

ber. Although motor vehicle assemblies decreased
more than 2 percent, increases in other components
pushed up manufacturing output 0.3 percent. In
addition, the output of utilities, which had been
held down in January by relatively warm weather,
rebounded sharply. Mining output weakened, how-

‘Twelve- month percent change
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All series are seasonally adjusted. Latest series, I'ebruary. Capacity is an index of potential industrial production.
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Industrial production and capacity utilization'

Industrial production, index, 1987=100
Percentage change
Category 1992 1993 - - S - -
19922 19932 Feb. 1992
— e - — - — to
Nov.’ E Dec." Jan.© Feb.? Nov.* t Dec.” k Jan,® ’ Feb.? Feb. 1993
Total .......................... 110.4 110.8 111.3 1.8 .6 4 5 4 4.3
Previous estimate ............... 110.3 110.5 111.0 .5 2 4
Muajor market groups
Products, total ' ... oL 143 112.1 1125 1129 6 7 4 4 4.4
Consumer goods ..... 112.6 113.5 113.9 114.6 7 8 4 6 53
Business equipment ., . 1273 128.9 130.5 130.9 8 9 1.2 3 8.2
Construction supplies ......... 98.8 98.0 98.3 99.0 4 -8 3 N 31
Materials .......... .o 109.0 108.9 109.5 110.0 R -1 5 5 4.0
Muajor industry groups
Manufacturing .................. 1113 111.6 112.5 1128 .6 3 8 3 4.4
Durable ........ 110.2 110.8 112.0 112.4 6 5 1.1 4 5.1
Nondurable . 112.7 112.7 1132 113.4 .6 A 4 2 35
Mining .......... 99.4 98.7 98.4 96.4 .6 -8 -3 2.1 -2.0
Utilities ... 112.4 114.2 1122 1163 1.5 1.7 -1.8 3.7 9.2
“anaci ilizati - Mimo
Capacity utilization, percent Capucity,
— - — - = S — E— —_— - per-
1992 1993 contage
Average, Low, High, | __ S T change,
1967-92 1982 1988-89 _ ‘ Feb, 1992
Feb. Nov. Dec. Jan. Feb, Feb. 1993
Total .......................... 82.0 71.8 85.0 78.3 79.4 79.5 79.7 79.9 2.1
Manufacturing . 81.3 70.0 85.1 77.4 78.3 78.4 78.8 789 23
Advanced process 80.8 71.4 83.6 76.1 76.6 76.8 772 772 29
Primary process 82.3 66.8 89.0 80.4 82.5 82.2 82.8 83.0 1.0
Mining ... 87.4 80.6 872 85.7 86.6 85.9 85.7 83.9 N
Utilities ... 86.6 76.2 9.3 822 86.2 87.5 85.9 88.9 9

1. Data scasonally adjusted or calculated from seasonally adjusted
monthly data.
2. Change trom preceding month.

ever, because of reductions in oil and gas extraction
and a coal mining strike.

At 111.8 percent of its 1987 average, total indus-
trial production in February was 4.3 percent above
its year-ago level. Total industrial capacity utiliza-
tion increased 0.2 percentage point, to 79.9 percent,
the highest rate since September 1991,

When analyzed by market group, the data show
that the output of consumer goods rose about
0.6 percent. Along with the rise in the production
of residential utilities, a sharp pickup in the out-
put of appliances and gains in the production of
consumer fuels contributed notably to the overall
improvement; the decrease in motor vehicle output
partly oftset those increases. Production of busi-
ness equipment other than motor vehicles increased
0.5 percent. The increase in the output of informa-
tion processing equipment, 0.8 percent, led the way

3. Contains components in addition to those shown.
r Revised.
p Preliminary.

again. The production of construction supplies
picked up 0.7 percent, although, on balance, it has
increased only slowly since fall. The output of
materials increased 0.5 percent. The production of
energy materials picked up, a move reflecting the
gain in utilities. The output of both durable and
nondurable materials strengthened, with significant
increases in the production of industrial chemicals
and equipment parts, particularly those related to
computers.

When analyzed by industry group, the data show
that within manufacturing, the output of durable
goods rose 0.4 percent, and the output of nondura-
ble goods rose 0.2 percent. The gain in the pro-
duction of durables was concentrated in a few
industries. Output of electrical and nonelectrical
machinery, furniture, and stone, clay, and glass
products all increased | percent or more. Along
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with the continued weakness in aircraft manufac-
turing and the dip in motor vehicle production,
lower output of lumber, steel, and instruments held
down the increase in durables. Among nondura-
bles, production of petroleum products, chemicals,
and leather products all rose significantly.

Capacity utilization in manufacturing increased
0.1 percentage point, to 78.9 percent. The gain
reflected further increases in utilization at primary
processing industries; the operating rate for
advanced-processing industries was unchanged.

The utilization rate for primary-processing indus-
tries now stands at 83.0 percent, 0.7 percent above
its 1967-92 average. By contrast, the operating rate
for advanced-processing industries remains more
than 3 percentage points below its long-run aver-
age. Few advanced-processing industries are oper-
ating at or above their long-run utilization rate,
with the largest shortfalls in aerospace and miscel-
laneous transportation equipment, instruments,
apparel, and printing and publishing. a



392

Statements to the Congress

Statement by David W. Mullins, Jr., Vice Chairman,
Board of Governors of the Federal Reserve System,
before the Committee on Small Business, U.S. Sen-
ate, March 4, 1993

I am pleased to be here this morning to discuss the
credit crunch and the availability of credit for small
businesses.

The financing of small business enterprises is a
central issue in the future growth and vitality of the
U.S. economy. Small businesses account for almost
two-thirds of the nation’s work force. They created 80
percent of the new jobs in the 1980s, a decade in which
the U.S. economy created almost twenty million jobs,
despite the fact that Fortune 500 firms reduced their
employment.

The sources of small business financing are substan-
tially more limited than those of large firms that have
continuous access to the depth and liquidity of public
capital markets. For debt financing, small businesses
are generally dependent on financial institutions, pri-
marily commercial banking firms. Because of the
importance of small businesses to the growth of the
U.S. economy, especially job growth, the protracted
weakness in business loans at banks is an important
public policy concern—one worthy of rigorous analy-
sis and concrete action.

Why have business loans by banks fallen? In our
view, there are several contributing factors on both the
demand side and the supply side of this market.

First, the demand for bank loans typically declines
during recessions as economic activity slows, reducing
firms’ needs for working capital and new plant and
equipment. In the recent downturn this decline has
been amplified by a broad-based desire by businesses
to reduce their dependence on debt financing. This
deleveraging phenomenon, which has been apparent
for both businesses and households, followed a decade
in which debt financing expanded to historically very
high levels. Excess leverage in conjunction with a
weak economy reduced the creditworthiness of many
firms as well.

Federal Reserve surveys indicate that supply side
constraints on the availability of financing may have
played a role in reduced business borrowing. The
surveys demonstrate that large banks have systemati-

cally tightened the terms and standards for granting
business loans to customers of all sizes. Of course,
some of this tightening was likely justified as an
appropriate response to the lax credit standards of the
1980s and the resulting heavy loan losses of the early
1990s. Although no substantial reversal or easing is yet
apparent, our surveys indicate that tightening of credit
standards has ceased.

An important factor influencing the availability of
financing during this period has been the condition of
the U.S. banking industry. The debt financing of the
1980s left banks with record nonperforming loans—
especially commercial real estate loans—in the early
1990s. These asset-quality problems produced large
loan losses that reduced the capital base of the U.S.
banking industry. In response, the banking industry
over the past 2%4 years has focused on identifying and
working out bad loans, and rebuilding capital and
liquidity. In short, the banking industry has been
engaged in an intensive process of financial healing—
dealing with embedded asset-quality problems and
rebuilding its financial strength.

This retrenchment process has involved reducing
loan growth, investing in government securities, cut-
ting expenses to enhance earnings, retaining a larger
portion of these earnings, and issuing new equity to
bolster depleted capital bases. Although this process
may have adversely affected loan growth in the short
term, it was a necessary prerequisite to the industry’s
return to financial strength that is capable of support-
ing and sustaining new lending and growth.

In our view, the Basle risk-based regulatory capital
standards appear not to have played a significant role
in motivating banks to curtail lending. During this
entire retrenchment period, the overwhelming major-
ity of U.S. banks met these minimum standards,
most by a very wide margin. Indeed, those banks
with capital far above the minimum standards have
been responsible for the overwhelming majority of
bank investment in government securities. In invest-
ing in government securities it is not likely that these
very well capitalized banks were motivated by min-
imum capital standards. Finally, other financial insti-
tutions that are not subject to Basle risk-based stan-
dards, such as credit unions and finance companies,
exhibited the same pattern of retrenchment charac-
terized by reduced lending growth and increased
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investment in government securities. This pattern
suggests that neither Basle capital standards nor
bank examiners were primarily responsible for these
adjustments. Indeed, all financial institutions re-
sponded in a similar manner to this economic envi-
ronment of deleveraging and impaired asset quality
regardless of whether they were subject to risk-based
capital standards.

The pressure to increase capital beyond the regula-
tory minimum—in effect to build a notable cushion of
capital above the minimums—came from several
sources. Faced with uncertain large loan losses, banks
themselves raised their assessment of the necessary
capital base to sustain future lending; the capital
markets demanded higher capital in order for banks to
have low-cost access to funds; regulators, and changes
in statutes, recognized that a sound capital base is the
best protection for the federal safety net and the
taxpayer. All concluded that adequate capital is re-
quired for banks to be able, in the future, to sustain
lending in both good times and bad.

Finally, it is worth noting that this is a worldwide
phenomenon. The retrenchment from the financial im-
balance built up in the 1980s has produced stress in
financial institutions in Japan, the United Kingdom,
Sweden, and Australia to name a few nations. This
financial retrenchment has contributed to the economic
slowdown in many industrial nations, Both in the
United States and the rest of the world, it is quite likely
that some banks, some bank lending officers, and some
bank examiners may have become overly cautious.
Indeed, in the United States, the federal banking agen-
cies and the previous and current administrations have
attempted to ensure that our examiner staffs and exam-
ination guidelines do not impede the flow of sound loans
to creditworthy borrowers. These efforts continue.

Where do we stand today? The U.S. banking indus-
try has made impressive progress in improving its
financial health. Over the past 4¥4 years through the
third quarter of 1992, U.S. banks have charged off
$123 billion in bad loans; yet banks have increased
reserves by $5 billion and added $77 billion in equity
capital. Moreover, with loan-loss allocations declining
and after several years of stringent cost controls, 1992
was a record year for bank profitability. Bank capital
ratios now are at the highest level in more than a
quarter of a century. While a segment of the industry
remains under stress, the bulk of the U.S. banking
industry has made remarkable progress in working
through a very difficult economic cycle and emerging
with renewed financial strength.

Although this retrenchment process has been painful
and may have constrained credit availability during the
adjustment period, the banking industry now appears to
have a strong capital base and ample liquidity to fuel the

economic recovery. In addition, the interest rate
spreads on small business lending appear attractive
relative to alternative bank investments, and the
deleveraging process by firms seems to be well ad-
vanced, though perhaps not entirely completed.

The recently revised estimate of 4.8 percent growth
in gross domestic product (GDP) in the fourth quarter
of 1992 confirms that U.S. economic growth acceler-
ated markedly during the second half of last year. This
suggests that loan demand should be picking up as
well. Thus, both improved supply and demand cyclical
factors bode well for the outlook for increased small
business lending.

Signs indicate that business lending at smaller
banks—whose customers tend to be smaller firms—
may have begun to strengthen. Such increases in small
business loans may well be masked in the aggregate
data by the extensive restructuring of corporate debt.
In recent years, larger businesses with access to the
public capital markets have issued record volumes of
bonds and stocks and used much of the proceeds to
repay short-term debt, including bank loans. More
generally, for at least two decades, banks have found
it difficult to retain those large business customers who
can directly tap U.S. and foreign markets more
cheaply. This widely recognized trend has contributed
to a decline in business loans as a share of total bank
assets. Although this trend may well continue, small
businesses will remain reliant on banks for their exter-
nal finance. Thus, the continued importance of banks
to small businesses warrants taking a look at those
factors that may be constraining credit to small firms
that do not have access to public capital markets.

One possible contributing factor may be changes in
the nature of bank supervision and regulation in recent
years. The 1980s were characterized by a sharp in-
crease in the failure of federally insured financial insti-
tutions, both savings and loan associations and banks.
In response, rigorous regulatory statutes were enacted,
including the savings and loan reform legislation, the
Financial Institutions Reform and Recovery Enforce-
ment Act (FIRREA) in 1989, and the Federal Deposit
Insurance Corporation Improvement Act (FDICIA) in
1991.

These statutes produced, directly and indirectly, a
substantial increase in regulatory burden on the bank-
ing industry. For example, each of the federal banking
agencies had to create more than sixty separate work-
ing groups to write the regulations to implement
FDICIA regulations, a process that is still not entirely
completed. This process itself likely contributed to
subdued loan growth. Banks may have been under-
standably hesitant to launch major new lending initia-
tives before knowing the standards and regulations that
would apply to these new loans.
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Although many of these new regulatory requirements
have been worthwhile and important and have en-
hanced safety and soundness, many of them provide
less clear-cut benefits that may not justify their cost in
comparison with the increased burden. Higher burdens
raise the cost of financial intermediation and can ad-
versely affect the cost and availability of bank credit.
Recent research by Federal Reserve staff members has
suggested that the least risky and lowest cost credit
extensions to smaller businesses by banks in the 1980s
were unsecured relationship lending. If recent statutory
and regulatory changes have required additional docu-
mentation or collateral on such loans, the quantity of
lending to these safer borrowers may have declined,
because banks pass through the additional underlying
costs or because these borrowers cannot provide the
additional documentation or collateral.

Indeed there is every reason to think that recent
regulations and statutes have changed the nature of
supervision and regulation. The process has become
progressively more standardized and mechanical,
more dependent on documentation, analytical formu-
las, and rigid rules as opposed to examiner judgment.
This may have disproportionately affected small busi-
ness lending, which often takes the form of character
and cash flow loans, requiring judgment, and where
the bank’s return comes from a thorough knowledge
and working relationship with the borrower. These
loans are heterogeneous in nature, and they may be
less amenable to the increasing standardized character
of supervision and regulation.

At the same time, the focus on homogeneous, stan-
dardized lending products may have encouraged lend-
ers to shift toward areas such as mortgages and con-
sumer loans that are more easily documented, scored,
and categorized. To understand the potential bias from
this process, one need only consider the cost and
difficulty in documenting—especially for public or ex-
aminer scrutiny—the soundness of a character loan for
small firms with unaudited financial statements. Com-
pare this with placing funds in standardized mortgages,
in mortgage-backed securities, or in consumer loans
amenable to computerized credit scoring.

Now it is true that a more rigorous supervisory
process has many beneficial consequences. But one
unintended effect may have been to make small busi-
ness lending more difficult and costly, because such a
regulatory process may be in many ways simply
inconsistent with the inherent nature of small business
lending.

What can be done to ensure the availability of credit
for small businesses? First, we need more rigorous
insight into the nature of small business finance, and, to
this end, the Federal Reserve Board last year initiated a

substantial research project to sample the financial
behavior of a large number of small business firms. This
study will focus on the full range of financing alterna-
tives available to small business, not just bank financ-
ing. The objective is to gain a rigorous understanding of
the nature, problems, and trends in this area. This is a
major research project that will take some time to
complete, and it underscores the Board of Governors’
commitment to this important component of the econ-
omy.

As for the near term, we need to ensure that the
regulatory process does not impede the flow of credit
to small businesses. The suggestions for accomplish-
ing this goal that have appeared in the public debate
include exploring ways to reduce excessive documen-
tation, perhaps by considering small business loans as
a portfolio, rather than requiring each individual loan
to bear the full regulatory documentation burden—an
approach currently employed for consumer loans.
Some have also suggested examining whether the
requirements for real estate appraisal under the
FIRREA have unintentionally imposed an undue bur-
den on business lending, a large portion of which
involves real estate collateral. More generally, it is
useful to explore ways in which the regulatory process
might be tailored to be more congruent with the
inherent nature of small business lending, rather than
trying to force business lending into a standardized
regulatory mold.

To this end, the Treasury Department, the Federal
Reserve, and the other banking agencies are engaged
in a systematic analysis of the possible regulatory
impediments to business lending. The objective is to
design a set of regulatory actions that will eliminate
unwarranted restraints on lending. The scope of the
analysis encompasses the full range of issues associ-
ated with the regulatory burden on banks and possible
problems in the examination process. In addition, we
believe it is important to focus explicitly on impedi-
ments to small business lending. In attempting to
streamline regulatory procedures for such loans, we
are all committed to maintaining essential standards of
safety and soundness including adequate capital stan-
dards. Although it is premature to discuss specifics, a
detailed set of proposals should be compieted in the
near future.

A further avenue of attack for this problem, and one
that has been proposed in various forms, is securitiza-
tion. Securitization of business loans could measur-
ably increase access to capital for small businesses.
Such programs would be most productive for loans
other than relationship loans because the latter are not
easily standardized. Because of the heterogeneous
nature of small business loans, establishing these
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programs will not be easy. More work needs to be
done to standardize loan terms, and various legal,
regulatory, and accounting problems need to be re-
solved before securitization will be feasible.

We at the Board of Governors generally favor efforts,
including appropriate legislation, that would encourage
securitization. We generally do not favor the establish-
ment of a new government-sponsored enterprise in-
volving business loan securitization because of our
concern about adding to the already enormous over-
hang of contingent government liabilities.

Although securitization has the potential to increase
credit availability for small businesses, an important
role for banks in small business financing will still likely
remain, Securitization is unlikely to be feasible for a
basic staple of small business lending—the character
loan. These loans are critically dependent on lenders’
judgment, their knowledge of the firm, its principals,
business and community, and they require an ongoing
working relationship between the lender and the bor-

rower. Even if securitization is successful, large num-
ber of borrowers have loans that will not lend them-
selves to securitization. These borrowers are likely to
remain dependent on a healthy flow of bank credit.

In summary, the outlook for small business finance
seems encouraging. Loan demand should be reviving
as the economic recovery progresses, and the U.S.
banking industry now possesses a strong capital base
and ample liquidity to support increased lending.
Nonetheless, the weakness in bank business lending
and the importance of small businesses to job growth
suggest that it would be unwise to remain complacent
and rely entirely on improving cyclical conditions to
fuel growth in small business lending. This is why we
are working actively to try to identify and eliminate
any unwarranted bank regulatory impediments to bus-
iness lending. We feel this effort is wholly consistent
with the Federal Reserve’s fundamental objective of
promoting maximum sustainable noninflationary
growth in the U.S. economy. |

Statement by Richard F. Syron, President, Federal
Reserve Bank of Boston, before the Committee on
Banking, Housing, and Urban Affairs, U.S. Senate,
March 10, 1993

Thank you for this opportunity to discuss economic
conditions in the First Federal Reserve District and to
share my views on monetary policy. I believe the two
issues are integrally related. The regional experience
offers lessons that are critical to an understanding of
the national economy and to the formulation of sound
monetary policy. In turn, the single most important
factor affecting any region is the behavior of the
national economy.

The First District consists of the six New England
states: Maine, Massachusetts, New Hampshire,
Rhode Island, Vermont, and Connecticut with the
exception of Fairfield County, which falls in the Sec-
ond District.

New England is very much an economic region and
sees itself as such. The six states share such advan-
tages as a high level of education and such disadvan-
tages as high energy costs, and over the years their
fortunes have moved together. One consequence of
the almost complete overlap of the boundaries of the
First District and New England is that over the years
the Federal Reserve Bank of Boston has been highly
involved in economic developments in the region. This
interest in New England also derives from the severe
bouts of economic distress that the District has under-

gone periodically. Indeed, the Boston Fed’s approach
to analyzing national economic developments may
well have been influenced by the region’s historic
difficulties. In addition to national and international
financial developments, we tend to focus somewhat
heavily on the ‘‘real’’ sector of the economy and what
is happening to employment, output, and income
growth. In my view, the different analytical frame-
works used by Reserve Banks and the Board of
Governors enrich the economic policy determination
process.

The present time is a period of severe economic
distress for New England. The job losses suffered by
the region in the late 1980s and carly 1990s have
dwarfed those in all previous recessions since the end
of World War II. From early 1989 to the present,
nonfarm payroll employment in New England has
fallen 12 percent.! The nation, in contrast, experi-
enced a drop in employment of 2 percent between the
peak in the summer of 1990 and early 1992. While the
national job loss is serious, it has been more severe in
New England.

These difficulties are attributable primarily to a
combination of factors: a real estate collapse and the
resulting stress on lending institutions, increased com-
petition and restructuring in high technology indus-
tries, and cutbacks in defense spending. In each case

1. The attachment to this statement is available from the Federal
Reserve Bank of Boston, Boston, MA 02106-2076.
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New England’s problems are especially acute, but
they are part of broader developments and carry
lessons for the nation as a whole. In particular, New
England’s experience demonstrates how industrial re-
structuring can aggravate cyclical downturns, and it
highlights the dangers of real estate booms and busts.

HiGH TECH AND DEFENSE

New England’s current problems have their origins in
events of the early and mid-1980s. After suffering more
than most parts of the country in the 1975 recession,
New England began regaining ground in the late 1970s,
as computers and other high technology industries that
were more important in the region than nationally
enjoyed increasingly vigorous demand for their prod-
ucts. New England also accounts for a disproportion-
ate share of the nation’s defense procurement and,
thus, benefited from the Carter-Reagan defense
buildup.

In large part because of the strength of its high
technology industries, the region fared much better
than most of the country in the recessions of 1980 and
1981-82. High tech continued to fare well during the
early recovery as both civilian and defense demand
rose. Then in 1985 the high technology engine began to
sputter. Numerous layoffs occurred at computer and
electronics firms in 1985 and 1986.

At first, this seemed an aberration. The vigor the
industry had displayed over the previous ten years
made a quick return to prosperity seem likely. But the
layoffs continued. And still continue. Meanwhile,
more traditional manufacturing industries, which have
been in a competitive struggle in New England for
most of this century, were also cutting payrolls. The
combination of job losses in high tech and steady
erosion of the traditional industrial base has caused
manufacturing employment in New England to fall
almost 30 percent from its peak in 1984,

Even with the wisdom of hindsight, no completely
satisfactory explanation for this abrupt reversal
emerges. To some degree, the region was a victim of
its earlier success. During most of the 1980s, wages
rose more rapidly in New England than the nation,
increasing the cost of doing business in the region.
Defense cutbacks have been a drag in recent years. In
addition, the computer industry has matured, and the
large New England firms were concentrated in prod-
ucts and followed strategies that were no longer on the
cutting edge. The persistent layoffs in these areas have
overwhelmed the new jobs created in biotech and
software and other regional growth sectors.

While the problems created by the maturing of the

computer industry and the cutbacks in defense are
especially severe in New England, they are manifes-
tations of the restructuring and downsizing of major
corporations that are occurring nationwide. Structural
job losses are aggravating cyclical cutbacks. Nation-
wide, the fraction of job losers who were on temporary
layoff in 1992 was smaller, and the proportion who
were on permanent layoff was correspondingly larger,
than they have been in twenty-five years.

Eventually, this aggressive cost-cutting may pro-
duce more-competitive firms, higher productivity, and
a stronger economy. Certainly, the conversion from
military to civilian production should ultimately lead
to higher standards of living. But the transition is very
painful, New England’s experience highlights the drag
that such long-term structural changes can exert on the
economy and shows how they may stretch out and
deepen a cyclical downturn.

REAL ESTATE AND BANKING

Despite the seriousness of the difficulties faced by
New England’s high tech industries, overall employ-
ment growth in the region remained strong until the
late 1980s. Labor shortages, not layoffs, were the
focus of concern from 1984 to 1988, as unemployment
rates in some years dipped toward 3 percent.

The cutbacks in manufacturing were masked by
vigorous growth in construction and related financial
and other services industries. The region’s strong
performance in the early 1980s, after a period in which
construction activity was low and the supply of hous-
ing and office space had tightened, sparked a construc-
tion and real estate boom. Real house prices in the
Boston area more than doubled between 1982 and
1987; prices in other New England cities rose just as
fast. On the commercial side, office vacancy rates
plummeted and rents soared.

CONSTRUCTION RESPONDED

Construction employment in New England increased
70 percent between 1982 and 1987. Growth was also
very strong in such related industries as real estate and
architectural and engineering services. Retail activity
received a boost, as rising home prices made New
England homeowners wealthier, encouraging them to
spend more. And the banking industry flourished—for
a time—as it pursued the opportunities created by the
real estate boom.

Commercial banks and thrift institutions in New
England found the investment opportunities generated
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by the real estate boom irresistible. Commercial bank
assets in New England almost doubled in the second
half of the 1980s, largely on the basis of increased real
estate lending. Between 1984 and 1989 the share of New
England commercial bank assets in the form of loans
backed by real estate almost doubled, from 17 percent
to 32 percent. Although the real estate share of com-
mercial bank assets in the country as a whole rose less,
it still increased very significantly, from 15 percent to 23
percent. Lenders’ willingness to fund real estate
projects was further fuel for the real estate boom.

The boom came to an end as housing prices became
less and less affordable and as more and more home-
owners and investors began to think that values were
approaching their peak. The Tax Reform Act of 1986
reduced the attractiveness of rental properties to indi-
vidual investors, and the difficulties facing high tech-
nology industries removed a major source of demand
for research and development and light industrial
space in suburban areas.

Once the boom ended, it turned to bust almost
overnight. Much of the New England economy had
come to depend upon the construction and real estate
boom. Lawyers, accountants, and insurers, as well as
bankers, real estate agents, and construction workers,
had prospered as real estate values rose and construc-
tion activity expanded. Thus, many tenants of the new
office buildings, patrons of the retail outlets, and new
homebuyers worked in sectors whose fortunes were
tied to real estate and construction. As the cycle
turned down, these sectors contracted, aggravating
the downward pressure on real estate values. New
England’s experience in this regard provides insights
into what can happen in other parts of the country and
even in other countries where real estate markets are
weakening.

IMPACT ON BANKS AND THEIR BORROWERS

As boom turned to bust, banks’ nonperforming real
estate assets increased rapidly. Existing provisions for
loan losses proved to be inadequate, and additions to
these reserves caused bank capital to plummet. At
their peak in the first half of 1991, nonperforming
assets exceeded commercial banks’ total equity plus
loan-loss reserves.

Around the beginning of 1990, we at the Federal
Reserve Bank of Boston began to hear reports that
New England banks’ difficuities with their real estate
portfolios were affecting the availability of credit in the
region. Not only were banks unwilling to lend to real
estate projects, but they were also reported to be
imposing considerably more stringent standards for

loans that were not linked to real estate or for which
real estate provided only supplemental collateral. This
tightening in turn exacerbated the region’s economic
problems.

MONETARY POLICY

I would like to finish by making a few observations
about the Boston Fed’s approach to monetary policy
and our views of the challenges we face. As I have
noted previously, although financial variables such as
interest rates and stock prices contain valuable infor-
mation about the economy, the Boston Fed’s ap-
proach tends to focus on our ultimate objectives—real
growth and price stability—and how these will re-
spond to policy actions. Because monetary policy acts
with a lag, our approach is forward-looking: What will
be the consequences for output and prices a year from
now of an action today?

To help answer this question, the Boston Fed care-
fully constructs its own forecast and monitors those of
other respected forecasters to determine the most
likely economic outlook and the risks surrounding that
outlook. Over the years, we have devoted consider-
able attention to analyzing different forecasting tech-
niques, and we favor forecasts that combine formal
structural macroeconometric models with the judg-
ment that comes from experience. Such forecasts have
the advantage of making explicit the channels through
which policy works, as well as the ways in which
actions could go awry,

We also confer with private sector and academic
economists and meet frequently with leaders from the
business, government, and general communities.
These communications have provided valuable signals
about emerging trends in the economy, sometimes in
advance of the statistics.

The past few years have been particularly challeng-
ing for the economy and thus for the conduct of
monetary policy. Structural shifts have been a signif-
icant depressant. In addition, the recent recession has
been remarkably uneven in its geographic impact.
New England, and to a lesser extent the entire North-
east and now California, have suffered extraordinary
job losses, while other parts of the country continued
to grow. In contrast, the 1975 recession was felt
throughout the nation; and even in the 1982 downturn,
which was much more severe in the industrial heart-
land than along the coasts, the regional experience was
more uniform than in the present period. Unfortu-
nately, monetary policy is not a precise tool; one
cannot administer a stimulus to one part of the country
without affecting the whole.
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The clear objective of monetary policy is to maxi-
mize the long-term real income of all Americans. Price
behavior that does not distort the decisionmaking of
individuals or firms is an important means to that end.
My own view is that monetary policy has been broadly
successful over the past few years, particularly when
viewed in the context of a period that has encom-
passed a variety of economic challenges. After a
period of fits and starts, the economy seems to be
entering a somewhat more promising growth path.
Importantly, we are beginning to benefit from the
substantial increases in the productivity growth that
the United States lacked for so long. The inflation
situation is encouraging, My primary concern about
the early economic recovery has been in the area of
job growth and unemployment.

Until most recently, the pace of job creation has been
quite disappointing. One month’s data do not make an
economic trend, but we all hope that last month’s
report signals the beginning of an improvement in this
area. Earlier, slow job growth had been greatly exacer-
bated by the kinds of structural problems that have
been particularly pronounced in New England. The
overload of commercial real estate has acted as a drag
on the economy directly and has also impaired the
ability of many banks to lend as aggressively as in
earlier recessions, thus hampering the growth of small
business. Similarly, although the conversion from mil-
itary to civilian production and the restructuring of
many companies as a result of competitive pressures

should ultimately lead to higher standards of living,
they impose real pain on the workers affected in the
process. All this has been reflected in the number of
workers permanently losing their jobs.

My own fear has been that if the emerging improve-
ment in the employment market were to reverse,
income growth would slow and consumers would have
to retrench, thereby jeopardizing the recovery itself.

A monetary policy that promotes the maximum
sustainable growth of the economy is essential to
promoting continued employment growth. However,
because of the structural nature of much of the
problem, monetary policy alone will not be an ade-
quate mechanism for dealing with all our employ-
ment problems. Macropolicy will probably need to
be augmented by measures that will aid firms and
workers affected by defense conversion and by re-
structuring more broadly. Thus, improving employ-
ment prospects may be the major challenge for all
economic policy.

In conclusion, and at the risk of repeating myself, I
believe that the variety of economic frameworks used
by the Reserve Banks and the information brought
from the individual Federal Reserve Districts make a
valuable contribution to the formulation of monetary
policy. However, monetary policy is inherently na-
tional policy, and I believe it is very'useful for those of
us from the Reserve Banks to have the opportunity to
appear before the Banking Committee to express our
views and to answer questions. O

Statement by E. Gerald Corrigan, President, Federal
Reserve Bank of New York, before the U.S. Commit-
tee on Banking, Housing, and Urban Affairs, U.S.
Senate, March 10, 1993

I am pleased to have this opportunity to discuss with
you recent economic trends in the Second Federal
Reserve District. In keeping with your request, my
prepared remarks are very brief, but I have included
with my statement a great deal of statistical and
anecdotal information bearing on recent trends in the
District.! These materials include (1) a comprehensive
set of charts and tables on various indicators of
economic conditions; (2) a digest of observations and
comments made by the members of the Bank’s Small
Business and Agriculture Advisory Council at its most
recent meeting, which was held on February 5, 1993,

1. The attachment to this statement is available from the Federal
Reserve Bank of New York, New York, NY 10045.

and (3) the results of the latest informal survey of ten
large and fifteen smaller businesses regarding the
economic outlook as seen by those firms.

Although the Second District is relatively small in
geographic terms—representing, for example, only a
small fraction of the land area of my former Federal
Reserve home in the Minneapolis District—it is quite
large and important in economic terms. For example,
it is home for about 10 percent of the U.S. population,
and it accounts for about 11 percent and 12 percent
respectively of national GDP and personal income.

Like so much of the rest of the country, the past
several years have been difficult for the District in
economic and financial terms. Indeed, by many indi-
cators, the period of subpar economic performance in
the District probably began a little earlier, cut a little
deeper, and lasted a little longer than is the case for the
nation as a whole. Although it is difficult to generalize,
the reasons for this probably center on disproportion-
ately greater problems—either directly or indirect-
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ly—in several areas, including (1) commercial real
estate overbuilding, (2) defense and aerospace cut-
backs, (3) the cutbacks in employment in banking and
finance, (4) corporate restructuring more generally,
and (5) the slower growth of exports, especially to
Europe.

Having said that, I believe it is fair to suggest—drawing
on both statistical and anecdotal information—that the
near-term outlook has improved, even if it remains true
that certain structural elements will continue to exert a
drag on the District economy for some time.

Although some of these lingering problems are
very real, the fact remains that the District’s econ-
omy is rich and diverse and has certain sources of
underlying strength. For example, the State of New
York produces a dramatically disproportionate num-
ber of the most scientifically talented high school
seniors in the United States, accounting for 43 per-
cent of those cited in the 1991 Westinghouse Talent
Search and 35 percent of the outright winners in that
competition. Another important source of its
strength rests in its strong ties to the international
community at large—ties that extend well beyond
New York City’s critical role as one of the most
important, if not fhe most important, international
financial center in the world. Here, too, the statistics
tell quite an interesting and often overlooked story
that includes the following features:

» In 1990, an astonishing 28 percent of all residents
in New York City were foreign-born.

» Foreign-owned firms employ about a half million
workers in the New York metropolitan area, which is
the equivalent of about 25 percent of total employment
in the greater Washington, D.C., metropolitan area.

« New York ranks third behind California and Texas
in the value of goods exports and would probably be
our largest exporting state if data on service exports
were available on a state-by-state basis,

While the District as a whole has a broad and diverse
economic base—including its strong international orienta-
tion—New York City has a very special place in the
economy of the region, the District, the nation, and,
indeed, the world. While the term *‘Big Apple” is widely
cited, we sometimes forget just how big the apple really is.
For example:

« If New York City were a stand-alone country, its
economy—using conservative estimates—would rank
twelfth among the nations of the world.

+ Manhattan alone has more office space than the
combined total of the next eight largest central busi-
ness districts in the United States.

I cite these statistics not simply because they are so
dramatic, but also because the recent period of weak
economic performance has been even more pronounced
in the city than in the District as a whole, While there are
straws in the wind that suggest the economy of the city
may at last be firming, the strains on the city’s economic
and social infrastructure growing out of this prolonged
period of subpar economic performance have been quite
serious. Despite this, the city, and the state, too, have
done a commendable job in managing their fiscal affairs,
but not without great difficulty. Moreover, the city’s
demographic profile is such that the burden associated
with social, educational, and health care costs will remain
a formidable problem for both the public and private
sectors for as far as the eye can see.

In summary, the city, the state, and the District as a
whole have—like much of the nation—gone through a
difficult period. At present, most indicators point to
improving conditions, but several more fundamental or
structural factors will tend to moderate the process of
recovery. Taking a somewhat longer view, I am quite
confident that the underlying strength and diversity of
the District economy will provide the framework for
renewed vitality and growth—a process that will feed
on itself as the structural overhangs of the past abate.

Statement by Edward G. Boehne, President, Federal
Reserve Bank of Philadelphia, before the Committee
on Banking, Housing, and Urban Affairs, U.S. Sen-
ate, March 10, 1993

BACKGROUND ON THE THIRD DISTRICT

Thank you for the opportunity to appear before this
committee to discuss District economic conditions and
monetary policy. The Third Federal Reserve District,
headquartered in Philadelphia, includes the State of

Delaware, the southern half of New Jersey, and roughly
two-thirds of the State of Pennsylvania. About one-
third of New Jersey’s population and more than 70
percent of Pennsylvania’s population are in the District.
The three states that are either wholly or partially in the
District represent more than 8 percent of the U.S.
population, employment, and income. The District it-
self, although small in size geographically, represents
about 5 percent of the U.S. economy in terms of
population, employment, and personal income. More
than 25 of the Fortune 500 companies are headquar-
tered within the District boundaries.
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The largest concentration of economic activity in the
District is in the Philadelphia metropolitan area. The
Philadelphia area is the fourth most populous metropol-
itan area in the country, with almost 5 million residents.
It ranks among the ten largest U.S. markets in both
industrial and commercial office space. The city of
Philadelphia is the fifth largest city in the country and
has the nation’s sixth largest downtown office market.

In general, the economy in the three states of the
District is quite diversified and could be described as a
microcosm of the U.S. economy because the nonfarm
economy in the three states mirrors the nation quite
closely. The proportions of jobs in most nonfarm cate-
gories differ little from the proportions at the national
level.! The two major nonfarm sectors in which the
percentage of jobs diverges significantly from the na-
tional average are business and personal services and
government services. Compared with the nation, about
2 percent more of the jobs in the tristate area are in the
private service industries (including accounting, private
education, and health care), and about 2 percent fewer
jobs are in the government sector. Agriculture and
agricultural services contribute about ! percent to the
total output of the three states—somewhat less than the
U.S. average. But agricuiture remains a major industry
in parts of south Jersey, southern Delaware, and south-
central Pennsylvania,

The District used to have a high proportion of its
jobs in manufacturing, but that has changed. In the
early 1970s more than one-third of the jobs in the three
states were in manufacturing—about 7 percent more
than at the national level. As late as 1980 more than
one-quarter of the jobs were in manufacturing, still
higher than the national average. Today the percent-
age of jobs in manufacturing in the Third District states
is less than 20 percent and very close to the national
average.

Within the broad business categories, the chemical
industry and health services are more heavily repre-
sented in the Third District than in the nation. The
production of industrial chemicals in the District is
concentrated in Delaware. Pharmaceutical research
and production, also classified among the chemical
industries, is concentrated in central New Jersey and
in the Philadelphia area. The higher-than-average
number of jobs in health services in the District is the
result of two factors: The average age of the popula-
tion in the District is higher than that in the nation, and
there are many large medical schools, hospitals, and
health research facilities in the District.

1. The attachment to this statement is available from the Federal
Reserve Bank of Philadelphia, Philadelphia, PA 19106-1574.

Even though the District as a whole is not highly
dependent on defense spending, certain parts of the
District, such as the areas around Dover Air Force
Base in Delaware and McGuire Air Force Base in New
Jersey, are heavily dependent on defense. In Philadel-
phia, the Navy Yard and the Personnel Support and
Industrial Supply Centers employ a large number of
workers. In addition, the District has some major
defense contractors, such as Boeing Helicopter and
GE Aerospace (which is currently in the process of
being sold to Martin Marietta).

DISTRICT EMPLOYMENT AND UNEMPLOYMENT

The Third District economy enjoyed solid growth
during the expansion of the 1980s even as it continued
to shift away from manufacturing and toward services.
The history of state unemployment rates illustrates
how the region’s economy performed during most of
the 1980s. In the late 1970s and early 1980s unemploy-
ment rates in all three states in the District were
regularly at or above the national average. During the
long expansion in the 1980s, unemployment rates in all
three states fell below the national average. By the end
of the decade Pennsylvania’s rate was a percentage
point below the nation's rate in some months, and the
rates in Delaware and New Jersey were even further
below the national rate. For a time Delaware’s unem-
ployment rate was below 3 percent, and the rate in
New Jersey was between 32 percent and 4 percent.

Job growth in our District was very good in the last
decade, but not quite as good as the drop in unemploy-
ment rates would suggest. Combined job growth in the
three states of the District was slower than job growth
at the national level, although some labor markets
were notable exceptions. Jobs in Atlantic City and
Monmouth-Ocean Counties in New Jersey, in Lan-
caster and State College in Pennsylvania, and in the
State of Delaware all grew appreciably faster than the
national average. In Delaware jobs grew more than
one-and-a-half times the national rate. Some of these
fast-growing areas benefited from special circum-
stances.

The introduction of casino gambling in Atlantic City
in the late 1970s, for example, resulted in very rapid
job growth. Atlantic City was the fastest growing labor
market in our District in the 1980s; jobs increased
more than 35 percent. Delaware experienced a major
boom as financial service firms moved in to take
advantage of the state’s 1981 Financial Center Devel-
opment Act. Jobs in the financial service sector more
than doubled in the state during the 1980s.

Unemployment rates in the District came down
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relative to the national unemployment rate during the
1980s, despite overall job growth that was slower than
the national average, because the District’s labor force
generally grew more slowly than that in the nation.
With the exception of Delaware, labor force growth in
the three states in the District lagged growth in the
nation. This slower growth was partly a function of the
age distribution in our District. Fewer young people
entered the labor force than in earlier decades. The
number of jobs in the three states of the District
increased about twice as fast as the slowly growing
labor force during the expansion of the 1980s, so many
labor markets became very tight near the end of the
expansion.

By the late 1980s, the economy in several parts of
the District was showing signs of becoming over-
heated. Wages and prices were rising faster in the
Northeast than in the nation as a whole. The rate of
increase in the regional consumer price index (CPI) for
the Wilmington-Philadelphia-Trenton area, for exam-
ple, was 0.5 to 1.5 percentage points higher than the
CPI inflation rate for the nation as a whole during the
latter part of the 1980s. The region’s inflation rate is
now close to the national average. Inflation and wage
costs are not a concern [ hear much about now in the
District.

In contrast to the District’s better-than-average per-
formance during much of the 1980s, the District has
suffered a more serious recession and slower recovery
than has the nation in the 1990s. One of the most
frequent complaints I heard in the late 1980s when I met
with business people was their inability to find qualified
workers. Now I hear from people who cannot find jobs.
The job situation turned around dramatically in the
District, especially in New Jersey. As measured by the
period in which jobs were generally declining, the
recession lasted longer in most parts of our District than
in the nation. Jobs began to decline in our region before
they did in the nation. In New Jersey the general
decline began in early 1989—more than a year before
the onset of the national recession. In Pennsylvania the
general decline began three months before the official
beginning of the recession. Mirroring the national pat-
tern, jobs continued to decline in the District beyond
the official end of the recession. In New Jersey, there
has not yet been any sustained job growth.

The job picture following this most recent recession
stands in marked contrast to the average job growth
after the other recessions since 1970. [ have included a
set of charts comparing the job growth in each state in
our District after this recession with the average
growth after the recessions of 1970, 1974-75, and
1981-82.

Twenty-two months into the national recovery, only

Delaware has more jobs than it did at the end of the
recession. The net increase is slightly more than 1
percent, far short of the more than 6 percent average
for earlier recoveries. In New Jersey jobs are more
than 2 percent below their levels at the official end of
the recession, and in Pennsylvania they are still
slightly below their levels at that time. By this time in
earlier recoveries, jobs in these two states averaged
2V2 percent to 5 percent above their levels at the
trough of the business cycle.

Given the extended period of job declines in most of
our District, it is not surprising that the percentage loss
of jobs has been deeper than the loss at the national
level. Recently revised numbers show that the job
declines in the District were not as severe as earlier
numbers suggested, but District losses were still
steeper than the national decline. While the U.S. lost
less than 2 percent of its jobs, Pennsylvania and
Delaware lost 2.4 percent and 2.7 percent respec-
tively. New Jersey had the highest percentage of job
losses; the state lost almost one out of every fourteen
jobs between 1989 and 1992,

Job losses in the District were spread across every
sector of the economy. The goods-producing indus-
tries took the biggest hit, as they typically do in any
recession. More than three-quarters of the jobs lost in
our states were in construction and manufacturing,
even though they account for less than one-fourth of
the jobs. A larger-than-usual percentage of the job
losses in this recession, however, were in the service-
producing industries. In every other recession during
the past twenty years, the private service-producing
industries suffered little or no net job loss. This time
almost 25 percent of the job losses in our region
(between first quarter 1990 and first quarter 1992) were
in the private service-producing industries.

Whether in the goods sector or the service sector,
the job losses this time seem to be more permanent as
many firms have undergone major restructuring. Qur
District has suffered, or is about to suffer, cutbacks by
several large employers. DuPont has gone through a
major restructuring that has reduced its work force by
6,000 in Delaware alone. Last year, Bell Atlantic
announced reductions of more than 1,000 positions in
New Jersey and almost 1,000 in Pennsylvania. General
Motors is slated to close an auto parts plant in Tren-
ton, New Jersey, and an assembly plant in Wilming-
ton, Delaware; Sears closed a distribution facility in
Philadelphia; and Bethlehem Steel closed its division
in Johnstown, Pennsylvania, eliminating 1,900 jobs.

The continuing job losses beyond the end of the
national recession meant that unemployment rates in
most of the District did not peak until mid-1992.
Except for Delaware, the state unemployment rates in
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the District are again higher than the national average,
as they were in the 1970s and early 1980s. Pennsylva-
nia did not quite have the boom times in the 1980s that
New Jersey did, and Pennsylvania has not fallen as far
during the past two years either. Pennsylvania’s un-
employment rate, which had been quite a bit below the
national average during the late 1980s, has more
recently been very close to the national average.
Within Pennsylvania and New Jersey we have a wide
range of unemployment rates. Some are in the §
percent to 6 percent range; others are more than 10
percent. These differences across the states represent
differences in the mix of industries in these geograph-
ical areas.

The emerging recovery from the recession is un-
even across the District. So far, the low point for jobs
in the District’s three states combined was Septem-
ber 1992. Employment was up slightly in the fourth
quarter for the District as a whole. I must caution,
however, that we have had temporary improvements
in the job picture earlier in the national recovery only
to see the gains evaporate, so we continue to closely
monitor the job picture in the region.

OTHER DISTRICT INDICATORS

Other indicators give some evidence of a pickup in
economic activity in several sectors in the District.
The index of current activity from the Philadelphia
Fed’s monthly Business Outlook Survey of manufac-
turers rose from close to zero in October 1992 to
almost 39 percent in February of this year. That means
that 39 percent more manufacturing firms reported
increases in current business activity than reported
decreases in activity. A similar index from our quar-
terly survey of all types of firms in southern New
Jersey rose from 12 percent in the third quarter to 34
percent in the fourth quarter.

Consumers in our region are also showing more
faith in the recovery. The Conference Board’s con-
sumer confidence index for the mid-Atlantic region
was up in the fourth quarter of last year and again in
January but fell back a bit in February. This bears
close watching because confidence in the region rose
twice before in this recovery before falling back to
low levels.

Retail sales in the region have increased since their
cyclical low in early 1991. The improvement has not
been as strong in New Jersey as it has been in
Pennsylvania. Moreover, the advance has been un-
even over the past two years. (Monthly retail sales
data are not available for Delaware.)

DISTRICT REAL ESTATE

The real estate sector in the District deserves special
mention because a full recovery in that sector is
probably still several years away. There is no sign yet
of a real recovery in the commercial office market. In
the mid-Atlantic region, office construction, measured
in square feet, is down more than 75 percent from its
peak in 1987. In dollar terms it is down more than 60
percent. Office vacancy rates in the Philadelphia mar-
ket remained high in 1992 despite the lack of any new
construction. Quoted rental rates in 1992 were down in
the downtown Philadelphia market and were un-
changed in the suburbs.

High vacancy rates, lower rental rates, and sales of
some distressed properties have meant that purchase
prices per square foot in the Philadelphia area have
dropped dramatically. The average price per square
foot for properties sold dropped from $94 per square
foot in 1990 to $43 per square foot in 1992. Many of
these recent sales, however, were distress sales.

On the residential side, in contrast, a recovery has
been going on for some time, at least in parts of the
District. However, the increase in housing starts has
been neither steady nor evenly distributed. The hous-
ing recovery in New Jersey has been particularly
weak; housing starts there are only about 40 percent of
their 1987 level. Although some of the builders in
southern New Jersey have recently indicated improve-
ment in activity, they have also expressed concern
that rising lumber prices (which have gone up 40
percent to 50 percent in a few months) could choke off
the recent rise in housing demand in the area.

Most of the improvement in housing has been in the
single-family market. With high vacancies and falling real
rents, there has been little incentive to invest in rental
housing. But there are some signs that the rental market is
stabilizing. In 1992 landlords offered fewer incentives,
such as one-month’s free rent or free parking, to renters.

BANK LENDING IN THE DISTRICT

Bank lending was very weak in the District in 1990 and
1991, as it was in the nation as a whole, as the
recession reduced loan demand and as deteriorating
asset quality led banks (and regulators) to be more
conservative in evaluating lending opportunities. Real
estate lending was especially limited in the face of
declining property values. The cost of financial inter-
mediation rose because of increased capital require-
ments and higher deposit insurance premiums, and the
deterioration in loan quality increased the perceived
risk of default. These factors led, despite weak loan
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demand, to a widening of spreads between loan rates
charged by banks and their cost of funds.

1 believe, however, that we have started to see signs
of an improved environment for bank lending in the
District. We seem to be moving from a credit crunch to
credit caution. Banks have increased their capital
positions and reduced their net charge-offs during the
past two years, and nonperforming loans as a percent-
age of total loans declined last year. Consequently, the
region’s banks are now in a better position to increase
their lending as loan demand picks up.

Loans by banks in our region have, in fact, increased
somewhat during the past year in all categories of lending:
real estate, consumer, and commercial and industrial,
Banks also reported at the beginning of this year that they
are beginning to see stronger loan demand from middle-
market firms and small businesses. Also, banks are be-
coming more active in seeking out lending opportunities.
For example, at a recent meeting of builders in southern
New Jersey, some bank loan officers attended the meet-
ing—something we had not seen during the previous two
years. (In another region of the District, one developer
even reported receiving a phone call from a banker asking
if the developer was interested in borrowing money!)
Banks in the region also are no longer tightening credit
standards, and some banks reported an easing of their
loan terms. 1 expect to sce further increases in lending
over the next year.

Nonetheless, obstacles remain to the resumption of
normal borrowing relationships, especially for small
and medium-sized businesses. In particular, we must
find ways to facilitate the so-called ‘‘character’ loan
by easing up, where prudent, on excessive documen-
tation and other costs that fail disproportionately on
small businesses.

SUMMARY OF DISTRICT

Overall, District economic activity has shown im-
provement since September of last year. The unem-
ployment rate has declined in each of the District’s
three states, and employment levels are up in the
District as a whole. Unfortunately, employment has
not risen very much since the end of the national
recession. Also, some large firms have announced
major layoffs that will affect our District. The Dis-
trict’s growth has lagged the rest of the nation during
most of the past two years, and I expect this situation
to continue during 1993. Even though I expect employ-
ment to increase in each of the District’s three states,
the improvement is likely to lag behind gains in the
nation as a whole. Among the states in our District,

growth in New Jersey is likely to be weaker than in
Delaware and Pennsylvania.

MONETARY POLICY

Let me now turn from the District to monetary policy.
The Federal Reserve, against a background of weak
economic growth and lessening inflationary pressures,
has brought short-term rates down to their lowest
levels in about thirty years. The federal funds rate has
declined almost 7 percentage points since early 1989.
Monetary policy began to ease more than a year before
the onset of the 1990 recession, it eased substantially
during the recession, and it continued to ease during
the sluggish recovery. By this point in past recession—
recovery periods, the federal funds rate had, on aver-
age, risen from its low point a few months after the
trough of the business cycle. In contrast, in this most
recent recession-recovery period the federal funds
rate has continued to decline since the trough of the
recession in March 1991, This further decline of short-
term interest rates reflects a continued easing of mon-
etary policy that has been entirely appropriate given
the weak growth of employment and real gross domes-
tic product (GDP) through much of this recovery.
Because employment and real GDP growth have been
weaker during this recovery than in previous ones,
monetary policy has been unusually accommodative in
continuing to bring down short-term rates to try to get
the economy growing at a more sustainable pace. With
core inflation (that is, the CPI excluding food and
energy) somewhat above 3 percent during the past two
years and short-term rates falling to about 3 percent,
short-term real rates (that is, short-term rates adjusted
for core inflation) have been close to or a little below 0
percent since the trough of the recession, whereas in
previous recessions the real federal funds rate has
typically risen by now and become positive.

The pattern of declining short-term interest rates
during this recession-recovery period has been in
marked contrast to the behavior of M2 money growth.
M2 growth has been very sluggish in comparison to
past recoveries despite the continued easing of mone-
tary policy. Because M2’s relationship to economic
growth has been changing in ways that we do not fully
understand, M2 has become a less-reliable guide for
monetary policy. Indeed, the pace of economic activ-
ity in 1992 was much faster than could have been
anticipated using the historical relationship between
M2, income, and interest rates.

The pace of economic activity improved substan-
tially over the last two quarters of 1992, and, as noted
in Chairman Greenspan’s testimony to this committee
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on February 19, the central tendency of the governors’
and Reserve Bank presidents’ forecasts is for real
GDP to grow 3 percent to 3V percent during 1993,
with the unemployment rate continuing to decline to
around 6% percent to 7 percent. In light of the still-
substantial degree of slack in the economy, I would
not be concerned by somewhat faster growth than this.

Much of the growth in output during 1992 reflected
sharp gains in productivity rather than gains in labor
input. This high rate of productivity growth is wel-
come news in one sense, in that it improves our
nation’s competitive position in world markets. But
these productivity gains over the past two years have
meant that employment has not risen very much so far
during this recovery. Productivity gains as large as
those in 1992 are unlikely to persist in 1993, and
consequently I expect that employment growth will be
more substantial this year than last.

One factor that will be especially important in
contributing to continued, and perhaps even stronger,
growth during 1993 is the recent decline in long-term
interest rates. By the end of last year, long-term
interest rates had already declined substantially from
their peak in early 1989. The continued easing of
monetary policy in 1990, 1991, and 1992, along with
reduced private sector credit demands as the economy
went into recession, contributed to these reductions in
long-term interest rates.

The decline in actual inflation and in expectations of
future inflation was another very important contribu-
tor to the decline in long-term interest rates over the
past several years. Unlike the expansions of the 1970s,
when the rate of inflation rose in stepwise fashion from
one business cycle to the next, average inflation rates
have not exhibited a tendency for inflation to acceler-
ate during the long expansion of the 1980s and the
recovery so far in the 1990s.

Not only did actual inflation remain relatively low in
1991 and 1992, but expectations of long-term inflation
fell as market analysts came to believe that the econ-
omy would not experience a resurgence of inflationary
pressures. Based on a survey of economic forecasters
in business and academia, the rate of inflation expected
to prevail over the next ten years fell nearly a full
percentage point from about 4.4 percent in early 1990 to
3.5 percent last month. This reduction in expected
inflation undoubtedly has been a major factor in helping
to reduce long-term bond and mortgage rates.

But at the current 3.5 percent level, long-term
expected inflation is still somewhat above the actual

rate of 3 percent CPI inflation experienced over the
past two years. I expect inflation will decline below 3
percent in 1993 and 1994, helping to bring expected
inflation down further and helping to keep long-term
interest rates low.

Proposed changes in fiscal policy also have contrib-
uted to low long-term rates. The Administration’s
long-term deficit reduction proposal has received a
generally favorable reaction in financial markets. Ev-
idently, the markets view it as a credible plan to
reduce the federal government’s future demands for
credit. This has resulted in a significant reduction in
long-term interest rates in recent weeks. This reduc-
tion should be a big help to the housing market and
other interest-sensitive sectors of the economy during
1993. Consequently, I am more optimistic about the
future path of economic growth and employment than
I was at the beginning of the year.

Nonetheless, the economy continues to face some
serious obstacles to growth, A major concern is that
employment is not rising commensurately with the rise
in economic activity. Further increases in employment
would help ensure that an expansion in the economy
will be self-sustaining. In addition, several structural
impediments to the economy remain with us. The
overhang of commercial office space, still-high debt
burdens of some households and firms, substantial
cutbacks in defense spending, and the continued re-
structuring and layoffs of workers by some firms all will
continue to hold back the growth of the economy to
some extent in 1993. Keeping long-term interest rates
low will continue to be important in helping to ease the
debt burdens of firms and households and in offsetting
some of these other impediments to economic growth.

The objective of monetary policy is to help maxi-
mize sustainable growth in output, jobs, and living
standards. Keeping inflation low is a necessary ingre-
dient for maximizing sustainable economic and job
growth. Low inflation promotes long-term planning
and investment by keeping long-term interest rates
low. We now have inflation rates back to levels of the
1960s, and these levels will help to keep long-term
interest rates low. Reducing the federal budget deficit
is another critical ingredient to achieving low long-
term interest rates. For that reason, the current focus
of fiscal policy on deficit reduction is a welcome
development. In combination, these policies—both
fiscal and monetary—will help to support expansion of
the economy while also supporting improved living
standards and low inflation over the long term. O
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Statement by Jerry L. Jordan, President, Federal
Reserve Bank of Cleveland, before the Committee on
Banking, Housing, and Urban Affairs, U.S. Senate,
March 10, 1993

1 appreciate the opportunity to appear before you this
morning to discuss economic developments within the
Fourth District of the Federal Reserve System and to
offer my views on monetary policy. I find that ap-
proaching the issue of monetary policy from the per-
spective of economic conditions within our region is
particularly informative. I make this statement for two
reasons. First, the extensive restructuring within the
four states that make up the Fourth District—Ohio and
parts of Kentucky, Pennsylvania, and West Virginia—
provides important insights into the experience of the
national economy during the last several years. Sec-
ond, the gains that this region achieved because of
these adjustments were aided to a large extent by the
stable-price policies of the Federal Reserve System
during that period. As I will discuss in my testimony,
these issues are important for understanding the cur-
rent and future course of the national economy.

In many ways, the Fourth District’s performance
during the past decade foreshadowed that of the na-
tional economy during the past several years. Al-
though the national economy saw extraordinary
growth since 1980, the Midwest’s expansion was much
more subdued. Employment within the Fourth District
states grew 9 percent from 1980 through 1992. During
the same period, employment in the national econ-
omy, driven by the bicoastal boom, expanded 21
percent. The nationwide increase was sufficient to
absorb both an enormous number of baby boomers
reaching working age and the steady rise in women’s
participation in the work force.

While much of the rest of the nation expanded, the
Midwest was forced to focus on restructuring—a pro-
cess that had been under way for some time. Although
restructuring was a painful experience for many peo-
ple, businesses, and banks in the District, it was
necessary to restore the competitiveness of its indus-
tries. On the negative side, in 1980-82 we saw the
devastating results of the worst recession to hit this
region since the 1930s: basic industries scaling back or
shutting down, whole communities cut off from their
economic mainstay, workers displaced and discour-
aged. On the positive side and more recently, the
beneficial results of this ongoing process have become
more evident in the phoenix-like rise by some indus-
tries to become much more vibrant and competitive
forces in the local, national, and international econ-
omy. Newspapers and magazine articles have her-

alded this recent resurgence as the renaissance of
manufacturing. The Rust Belt has indeed begun to
regain some of its old luster.

Through improvements in productivity and a
more-balanced industrial mix, our region is now
poised for future growth. The growth will be uneven,
as some parts of the District are much stronger than
others. Clearly, restructuring will continue, both
within the Fourth District and across the United
States. But I have no doubts that a strong foundation
is in place for a healthy and sustainable expansion for
the foreseeable future. Our relatively buoyant re-
gional economy during the past two years and our
increased presence in foreign markets attest to the
gains that we have made. The central questions will
be about the pace and durability of the expansion,
not about contraction. During the 1980s, the Midwest
faced a host of market imbalances, not unlike the
problems that confront other parts of the country
today. The region was able to work through these
problems, not because of government action, but
because market forces led inefficient industries to
invest in new technologies or simply to close down,
workers to invest in new skills, employees and
management to seek more flexible and innovative
relationships, and entrepreneurs to find and develop
promising new opportunities.

Government does have an important role, however.
It is to establish an environment of competition and
long-run stability so that markets can allocate re-
sources to their most valued uses. The restructuring
that took place in the Fourth District was aided
immensely by the reduction in inflation and by the
acceptance that this vigilance would continue in the
future. Maintaining this commitment will facilitate the
restructuring that this and other regions of the country
are currently experiencing.

As 1 have stated on many occasions, monetary
policy can best promote sustainable long-run eco-
nomic growth and rising standards of living by stabi-
lizing the aggregate price level, by creating a climate of
confidence about the outlook for price stability, and by
avoiding being a source of economic disturbances
through unexpected changes in monetary policy. The
extent to which this current recovery is at risk depends
importantly on monetary policy. Deviating from a
steady and determined pursuit of our longer-run ob-
jectives in response to short-term events could jeop-
ardize our progress.

My prepared comments discuss in some detail the
restructuring and current conditions of the Fourth
District and my views on the most effective monetary
policy for maximizing long-run output and raising the
standard of living of all of us.
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FOURTH DISTRICT RESTRUCTURING

The byword for this region over the past decade has
been restructuring—replacement of old technologies
with new ones, innovation in business practices, scaling
back of less-efficient industries and expansion of more-
competitive ones, and absorption of excess commercial
real estate, The restructuring, although difficult and
painful, was necessary to improve efficiency and re-
store competitiveness. The success of these adjust-
ments can be illustrated by comparing the employment
pattern during the past recession with that of previous
ones. In the six downturns before this most recent
contraction, the Fourth District states experienced em-
ployment declines two to four times as large as that of
the nation. In the past recession, the drop was less than
half as large as the national decline. Furthermore,
during the 1990s, the region’s unemployment rate gen-
erally has been lower than the national rate.

The restructuring led to four basic changes, which
have strengthened this economy. First, companies,
particularly in the manufacturing sector, have im-
proved productivity. For example, manufacturing out-
put in Ohio has doubled since 1982, while the number
of factory jobs has remained roughly the same. With
each worker producing considerably more output, we
now have a leaner, more-competitive manufacturing
sector, but one that does not generate as many jobs as
it once did. If this trend continues, as I expect,
employment will move up as productivity levels in-
crease, but in all probability, more slowly than past
experience would suggest.

Second, the industrial mix of the economy is more
balanced, relying less on the cyclically sensitive
durable-goods-producing sectors. Third, the region
has increased its participation in export markets.
Through greater competitiveness, improved product
quality, and a deliberate effort by businesses to meet
foreign specifications and to cater to foreign tastes,
local businesses have gained an increasing share of
many export markets. This is one reason the region
was more resilient in the early-1990s downturn.

Finally, the region has a strong banking sector.
Sound and efficient banks are better able to provide
financing to creditworthy borrowers, which bolsters
regional growth. Our banks are among the strongest in
the country. By implementing prudent management
strategies and avoiding the construction boom-and-
bust cycle of the past decade, Fourth District banks
have outperformed their national counterparts. In the
first nine months of 1992, return on assets of District
banks was higher than the national average (1.37
percent versus 0.95 percent) and net loan losses as a
share of total loans was lower (0.95 percent versus

1.15 percent). In addition, as of September 30, 1992,
noncurrent loans as a share of total loans of District
banks was lower (1.87 percent versus 3.34 percent),
and the ratio of book equity to total assets was
somewhat higher (7.77 percent versus 7.39 percent).

As aresult of these developments, our region is now
in much better shape than previously. I am encouraged
by my conversations with business people and bankers
around the District, who tell me of significant improve-
ments in some of our key industries. The view and the
attitude expressed are overwhelmingly forward look-
ing, and this gives me reason to believe that the trend
will continue. Capital goods producers generally an-
ticipate continued and broadening strength in orders
and production this quarter from last. Auto manufac-
turers tell us that they anticipate a healthy improve-
ment in U.S. motor vehicle sales in early 1993. With
dealer inventories generally under control, increased
vehicle demand has led to rising factory orders. Steel
producers in the District report that the surge in new
orders since late last year, from auto and appliance
producers, continued in February and has led to rising
backlogs of unfilled orders and stretching out of deliv-
eries. Some flat-rolled-steel producers report that their
order books for the first half of 1993 are virtually at
capacity.

Despite production gains, most of the people we
have talked to are very cautious about near-term hiring
plans. Employment gains simply have not matched
output growth in most industries. For example, while
manufacturers of industrial controls, truck compo-
nents, and steel note a high level of operations in
recent months, they are resorting primarily to out-
sourcing, extra shifts, and overtime to accommodate
output growth instead of adding workers. In the auto
industry, however, most employees on temporary
layoff have been recalled, and some facilities are hiring
additional workers, as many assembly plants have
increased their production schedules. But we must not
forget that the U.S. auto industry is still adapting to
change and working through large excess capacity.

Service-sector employment growth also has been
relatively anemic. For instance, retailers report that
they, like manufacturers, are experiencing intense
competitive pressures to cut costs and have relied on
labor-saving technology and management techniques,
such as tighter inventory control, to accomplish that
goal. Employment growth has been steady in the
health care industry, which has emerged as one of the
largest sectors in both Cleveland and Pittsburgh—two
of the largest cities in our District.

Sluggish job growth in the Fourth District is part of
a national phenomenon. The interesting question is
whether employment will pick up enough to offset the
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slow growth of the past few years or whether it will
remain moderate, growing along a permanently lower
trend. Certainly, last month’s payroll employment
figures are encouraging.

In my mind, there are several reasons why employ-
ment has not been increasing faster in this expansion.
A large amount of sectoral reallocation of labor is
taking place, not just in my District, but across the
country. For example, displaced defense workers are
having to retrain for employment in other sectors. This
process is neither painless nor instantaneous, but as
workers become absorbed in new jobs, we expect
employment to return to previous trends, Productivity
is on the rise, some of which is due to new technolo-
gies. As workers are reabsorbed into more-competi-
tive industries and these industries expand in domestic
and world markets, we might expect a return to normal
growth along a higher trend.

There may be some additional factors that discour-
age firms from hiring workers. One factor is the steady
rise in the cost of medical coverage for employeces.
Firms often find it cheaper to pay overtime to existing
workers than to take on more workers. Another factor
is the mounting regulation facing businesses. Even
legislation designed to achieve useful purposes can
sometimes create unintended side cffects. For in-
stance, business people have viewed several pieces of
legislation enacted during the past several years as
adding significantly to payroll costs. While businesses
may not yet fully understand the actual costs of such
regulations, they may very well be reluctant to do any
significant hiring until these costs become more clear.
To the extent that recent slow employment growth is
due to permanently higher labor costs, we may not
recover all those jobs lost in the past few years.

While signs of a faster-paced and sustainable expan-
sion are improving, I still have some concerns. Unless
monetary policy is conducted in a manner consistent
with price stability, the overall expansion could re-
main anemic.

MONETARY PoLicy

Monetary policy has played an important role in the
restructuring that is still going on in the nation and, to
a lesser—but still important—degree, in the Fourth
District. No doubt the need for some of this restruc-
turing has its roots in mistakes that were made in the
1970s. One of the problems with inflation is that it
obscures price signals and causes both businesses and
households to make mistakes that can take years, even
decades, to remedy. Price-level uncertainty distorts
the economic information contained in market-

generated prices. It can induce people to save too
much or too little, to invest in the wrong assets, and to
be cynical about their government. And, when infla-
tion surprises are curtailed, as the public inevitably
demands, the resource-allocation mistakes become
painfully apparent.

Unfortunately, the role of monetary policy in affect-
ing output is often misunderstood. It is important to
remember what policy can and cannot do. It cannot
create capital stock, train workers, or improve tech-
nology. Nor can it produce real goods and services,
create employment, permanently lower the unemploy-
ment rate, or peg or permanently lower the real
interest rate. This is not to say that there is no role for
monetary policy. But instead of manipulating aggre-
gate demand in a futile attempt to achieve an unattain-
able employment objective, monetary policy should
focus on providing the conditions that lead to maxi-
mum sustainable growth.

In the not-too-distant past, prices were destabilized
by policymakers who believed in a tradeoff between
price stability and full employment. That dichotomy
was false. Monetary policy affects only the efficiency
with which real productive resources are used. In the
past, monetary policy often kept the economy from
reaching its potential because the policy was not made
consistently from one year to the next. When short-
run attempts to stimulate the economy through mon-
etary policy have led to inflation, the economy oper-
ated less efficiently and people ended up working just
as hard but producing less.

What monetary policy can do to promote long-run
economic efficiency is to stabilize the aggregate price
level and to create a climate of confidence about the
outlook for price stability. Confidence in price-level
stability would raise living standards because it would
enable business people, investors, workers, and con-
sumers to make wiser plans for consuming, saving,
and investing. Plans made on the basis of inaccurate
assumptions about future prices are often inefficient.

Price-level stability would eliminate the incentives
people have to employ resources to hedge against
inflation. A firm commitment to price stability would
free these resources for more productive uses. More-
over, it would foster the stability of banks and the
financial system. When investments are made on the
basis of price projections that prove to be wrong, the
lenders that provided the funds for those projects are
often hurt along with the investors.

How can price stability best be achieved? There has
been some discussion about the need to go beyond
monetary targets in the Humphrey-Hawkins process.
I could not agree more. We need a commitment to an
explicit long-run price objective so that the Federal
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Reserve can use annual monetary targets more effec-
tively. The question is whether monetary targeting can
achieve price stability in the absence of an explicit
commitment to a price objective. Perhaps so, but not
as easily in my view, and at a considerably greater
cost. An explicit commitment to price stability is an
essential operational element that is missing from
today’s policy process. Given the apparent inability of
policymakers to agree on an explicit price objective,
the next best thing the Federal Reserve can do is to
keep money supply growth within specified target
ranges that are consistent, over longer periods of time,
with price stability.

But which money supply: M2, or a narrow measure
like M1? M1, which includes currency and transac-
tions balances, grew very rapidly last year. House-
holds and businesses added considerably to such bal-
ances relative to their income and as a share of total
assets. In economists’ jargon, the velocity—rate of
turnover—of such balances declined. At the same
time, the small time deposits included in the broad
measure of money, M2 (which includes M1 as well as
small time deposits and savings balances) fell sharply
and are continuing to decline. Households have re-
duced their holdings of these instruments in absolute
terms, as well as relative to their income and as a share
of their total assets. As a result, the velocity of this M2
component rose substantially and by a surprisingly
large amount relative to past experience.

For a policymaker, the challenge is to analyze these
conflicting signals and attempt to anticipate future
trends in order to conduct reserve-supplying opera-
tions that, over time, are consistent with achieving
maximum sustainable growth in a stable price environ-
ment. We have spent considerable time and resources
trying to understand the monetary data, and still we
are uncertain. While this is discouraging, it is not
unusual. We should not forget that all economic data
represent attempts to match aspects of the real world
with theoretical concepts. Just as there is a wide gap
between the theoretical concept of output and the
real-world measure of output, there is also a gap
between a theoretical concept of money and the tar-
geted aggregates.

Nevertheless, in the real world, we must make
prudent judgments about how much weight to give to
various measures of money. In my opinion, the best
we can do today is to choose monetary targets that we
think are consistent with long-term price stability and
try to maintain them. When these targets need to be
adjusted in order to achieve and maintain price stabil-
ity, we should adjust them. Such a strategy automati-
cally avoids aggravating the fluctuations in economic
activity. Should the economy go into recession, the

money supply would tend to fall below target, unless
the Federal Reserve supplied additional reserves.
Conversely, should the economy expand very rapidly,
the money supply would tend to go above target unless
the growth of reserves is restrained. If the long-run
inflation objective is known, and credibility is main-
tained, then the adjustments necessary to achieve
price stability can be made much more effectively.

Of course, other factors affect the monetary aggre-
gates, including interest rate differentials, the resolu-
tion of the savings and loan crisis, and the evolution of
liquid mutual funds. Although these factors have been
exerting an unusually large effect on money supply
growth, the announced target ranges for the broad
aggregate (M2) are wide enough to accommodate even
this extreme behavior.

What is the alternative? Some have argued that
policy judgments would be better made if the Federal
Reserve ignored monetary aggregates and instead
looked at the real economy. I cannot agree. In view of
the dramatic economic restructuring taking place to-
day—technological developments, defense cuts, com-
mercial real estate problems, to name just a few—we
cannot have any more confidence in our estimates of
potential output than we have in our estimates of
demand for a specific monetary aggregate,

Furthermore, we have no direct linkage between
monetary policy actions and either actual or potential
output. Let me say once again that although we may
be uncertain about how to interpret the disparate
behavior of the monetary aggregates today, this uncer-
tainty is no greater than the uncertainty that always
exists about potential output.

What does all this mean for monetary policy? One of
the biggest obstacles to sustained economic growth
during the year or so has been the lack of credibility of
the long-run commitment to price stability. While
inflation has moved down, the public has persisted in
its belief that future inflation will be higher. Long-term
interest rates have declined but are still substantially
above the levels that would be consistent with price
stability. This belief is reflected in consumer surveys
and is manifested in the extraordinary steepness of the
yield curve and in such behavior as the record number
of homeowners who have refinanced mortgages. The
extensive business balance sheet restructuring, which
is still going on, also suggests expectations that future
borrowing costs will be higher as inflation accelerates.

The credibility of the Federal Reserve’s goal to
achieve price stability has been undermined to some
extent by the belief of analysts and policymakers that
the Federal Reserve, through aggressive monetary
policy, could move the economy to a sustainable,
faster long-run growth trend. As Chairman Greenspan
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indicated to you last month in his Humphrey-Hawkins
testimony, these mistaken beliefs have left us with an
economy in which private markets quickly embed even
the expectation of stimulative monetary policy into
higher-inflation expectations and nominal bond yields.

To lock in the hard-won gains made against inflation
in the 1980s and extend them well into the 1990s, the
challenge is to find a way for the Federal Reserve to

make a credible long-term commitment to an explicit
goal for price stability. Only by doing this can we
combat the 1970s legacy of heightened market sensi-
tivity to short-run monetary policy actions, reduce
long-term nominal interest rates by another 2 or 3
percentage points, and create an environment in which
inflation fears no longer retard the efficient functioning
of the economy. {

Statement by J. Alfred Broaddus, Jr., President, Fed-
eral Reserve Bank of Richmond, before the Commiittee
on Banking, Housing, and Urban Affairs, U.S. Sen-
ate, March 10, 1993

1 am pleased to be here today to discuss economic
activity in the Fifth Federal Reserve District—the
region served by the Federal Reserve Bank of Rich-
mond—and to describe my views on monetary policy.
1 will begin with some background information on the
District economy. Subsequently, I will review some
recent regional economic trends, summarize current
economic conditions in the District, and conclude with
a brief statement of my basic views on monetary
policy.

OVERVIEW OF THE DISTRICT ECONOMY

The Fifth District includes Maryland, the District of
Columbia, Virginia, North Carolina, South Carolina,
and all but the northwestern spur of West Virginia.
The Federal Reserve Bank of Richmond has branch
offices in Baltimore and Charlotte, regional check
processing centers in Charleston, West Virginia, and
Columbia, South Carolina, and a special facility in
Culpeper, Virginia.

The Fifth District is home for about 10 percent of the
U.S. population. The District’s fine transportation
networks (including its three major seaports: Balti-
more, Charleston, and Hampton Roads—Norfolk), fa-
vorable climate, and proximity to major domestic
markets combine to make the region especially attrac-
tive to business. The District is headquarters for
several major nonfinancial corporations and some of
the nation’s largest and most rapidly growing banking
organizations. Collectively, the Fifth District ranks
fourth among Federal Reserve Districts in terms of
both the total assets and the market capitalization of
its banking organizations. The District is also the
location of thousands of farms and small businesses,

many community banks, and an unusually large num-
ber of strong colleges and universities,

Our Bank has identified three distinct regional econ-
omies in the District. One includes south central
Virginia, North Carolina, and South Carolina and is
characterized by substantial manufacturing activity.
North Carolina leads the nation in the proportion of
payroll employment in manufacturing, and South
Carolina is close behind. Textiles heads the list in
value of output among the manufacturing industries in
this region. The area’s strong manufacturing base also
includes such other industries as chemicals, machin-
ery, electronic equipment, tobacco products, and fur-
niture.

The second regional economy consists of Maryland,
most of Virginia, and the District of Columbia. This
region is heavily dependent on federal government
activity, especially defense purchases. Employment
stemming from federal nondefense purchases is also
important in this area, as is federal government em-
ployment of civilian and military personnel.

The third region is West Virginia. West Virginia’s
economy is based largely on coal, which explains the
state’s comparative advantage in the production of
chemicals and primary metals. Lumber and wood
products are other West Virginia industries that have
enjoyed especially rapid growth in recent years.

The economies of these three regions have some
elements in common, such as their strong tourist
industries. The Fifth District is known for its many
scenic and historic areas and for its mountain and
seashore resorts. Tobacco is grown in many parts of
the District, as it has been since colonial times. Al-
though domestic tobacco consumption has declined,
exports of both tobacco leaves and manufactured
tobacco products continue to rise. Other agricultural
products in the District range from peaches in South
Carolina, where the harvest often exceeds Georgia’s,
to poultry production in North Carolina, Virginia, and
Maryland. The Chesapeake Bay usually produces a
plentiful harvest of fish, crabs, and oysters, although
the oyster harvest has been quite low in recent years.
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TRENDS IN EMPLOYMENT AND INCOME

The table accompanying my testimony summarizes
the behavior of employment and real personal income
in Fifth District states since the early 1980s.! The table
shows that the decade of the 1980s, after its early
recession, brought strong growth in both employment
and income to most of the District. This growth was
spurred in the northern part of the District by the
defense buildup and the concurrent real estate boom
and in the southern part by foreign and domestic
investment in manufacturing. West Virginia, however,
recorded a more modest increase in jobs and very little
increase in income during the 1980s, largely because of
job losses in the coal industry.

Employment and real personal income declined
throughout the District during the 1990-91 recession,
as they did in most of the country. Job market condi-
tions have improved since the end of the recession,
although only North Carolina and West Virginia expe-
rienced significant employment growth through the
end of 1992, Employment actually continued to fall
sharply in Maryland in this period. Real personal
income grew moderately in the District from the
recession trough through the third quarter of 1992 (the
last quarter for which data are available), and here also
the performance of North Carolina and West Virginia
was strongest. In agriculture, data on cash receipts
suggest that real farm income in the District was
virtually unchanged in 1992 from 1991 but higher than
in earlier years.

CURRENT ECONOMIC CONDITIONS

The latest data and anecdotal economic information
available to us indicate that the pace of the recovery in
the Fifth District has quickened in recent months.
Consumer spending was strong during the Christmas
season, and more recent information suggests that
spending has held up well since then. The housing
industry has also been improving for many months,
and the decline in mortgage rates in recent weeks has
given home sales an added boost. Manufacturers re-
sponding to our regular mail survey report that District
factory activity improved during the first six weeks of
1993 after several months of little change.

Profits are up and nonperforming loans are down at
the District’s banks. Our recent telephone survey of
financial institutions indicated that both business and
consumer loan activity increased during the first six

1. The attachment to this statement is available from the Federal
Reserve Bank of Richmond, Richmond, VA 23261,

weeks of 1993, although half of the commercial loan
officers surveyed said that stiffer regulatory require-
ments were still limiting their lending activity. Small
business members of our Bank’s Small Business and
Agricultural Advisory Council report that credit is still
tight despite ample opportunities, in their view, for
banks to make good start-up business loans. District
farmers are evidently finding adequate credit available
in federal programs.

Let me comment now on recent developments in
individual state economies. Southt Carolina has been
recovering at a moderate but steady pace. Retail
sales—including sales of new cars—have risen in
recent weeks, as have sales of new and existing
homes. Textile manufacturers are now operating at
capacity and exporting some of their production.
BMW’s choice this past October of the Greenville-
Spartanburg area as the site for its new U.S. plant has
sparked increased business activity in that vicinity.
Along the seashore, tourism has revived somewhat,
and business is better. In Columbia, bankers report
increased commercial loan demand. On the negative
side, the air force base at Myrtle Beach has been
closed and parts of South Carolina are vulnerable to
possible further defense cuts.

Our contacts in North Carolina report improving
conditions and greater business and consumer opti-
mism regarding the outlook. The improvement is es-
pecially evident in retailing, housing, and manufac-
turing but extends also to commercial construction. In
Charlotte, for example, one of our sources recently
complained that a scarcity of large blocks of vacant
office space was discouraging some businesses from
locating in the city, and he bemoaned the absence of
speculative builders of commercial real estate. In
Raleigh, office vacancy rates are among the lowest in
the nation. Furniture manufacturers in North Carolina
are enjoying their best year in many years, and in-
creases in new orders point to continued good busi-
ness in this industry in the months ahead.

Economic conditions in Virginia appear to be im-
proving at a faster pace than earlier in the recovery.
The gains are reflected in a recent pickup in state
government revenues, which has permitted a modest
pay increase for state employees. Retail sales and the
construction of single-family homes in the state are
showing continued gains. The Northern Virginia and
Tidewater areas, which have been the hardest hit by
defense cuts, seem to be recovering despite continued
job losses due to reduced defense purchases. Vacancy
rates for office buildings in the state’s urban areas have
declined somewhat, especially in the suburbs. Va-
cancy rates are still high, however, in central cities.

Economic activity in the District of Columbia,
which began to show some signs of turning up early
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last year, continues to improve slowly. Much consol-
idation of Washington’s financial institutions has taken
place, and their performance has improved consider-
ably, although some problems remain. The local gov-
ernment continues to be mired in fiscal difficulties
brought on by population declines and by the move-
ment of business and government activity to the sub-
urbs. Even so, the mood among our business contacts
in Washington is positive. One favorable sign is a
pickup in tourist activity. Another is the relative
scarcity of office space in Washington, which has led
to plans for some new government and commercial
construction.

In Maryland, indications that the economy has
bottomed out are tempered by concern about short-
falls in state government revenues and by additional
layoffs at defense contracting plants such as those of
Westinghouse and Martin Marietta. On the positive
side, activity at the Port of Baltimore, which earned
its first profit in four years in 1992, is rising modestly.
Also, the residential real estate market finished
1992 with a good fourth-quarter performance, and
building permits in the state were up 26 percent in
1992 over 1991. One homebuilder who has not built
speculatively in two years now indicates that he is
planning to resume building without advance buyer
contracts,

Business activity in West Virginia has been improv-
ing steadily in recent weeks, and our business contacts
in the state are upbeat about prospects for the months
ahead. The state’s lumber industry, which has bene-
fited from strong export demand, is experiencing
record production. Production is also at capacity lev-
els in some wood products industries. One hardwood
flooring plant operating with double shifts and with all
its production pledged was recently asked if it had
anything at all to sell. *‘Only rejects,’’ the customer
was told. He bought them.

Until last month, West Virginia’s coal production
was proceeding at a near-record pace, although em-
ployment in the industry was still declining because of
the continued shift to capital-intensive extraction.
From February 2 through March 2 a strike idled a
small but significant portion of the industry, and out-
put was about 10 percent below the same period a year
earlier. Coal prices were not affected until the end of
February, however, when spot prices rose somewhat
as fear that the strike might spread prompted electric
power companies to add to their coal stockpiles. On
March 2, striking miners agreed to return to work
while talks continued.

To sum up, the Fifth District economy is on the
mend, apparently even in the northern part of the
District, which was hit hardest by overbuilding and
defense cuts. Conditions are better in retailing, hous-

ing, and manufacturing. The improvement in the Dis-
trict economy has also benefited District banks, which
in the aggregate are in their best condition since before
the recession began,

MONETARY POLICY

Turning to my views on monetary policy, I believe that
the primary goal of policy is to promote economic
growth and employment and that the Federal Reserve
can best pursue this goal by fostering a stable aggre-
gate price level over time. Inflation constrains growth
by interfering with the market’s ability to allocate
resources to their most productive uses. In addition,
inflation results in arbitrary and unfair redistributions
of income and wealth that cause social tensions and
weaken the fabric of our society. Moreover, rising
inflation is invariably followed by corrective policy
actions that depress economic activity, sometimes—as
in the early 1980s—severely. This stop—go pattern
retards technological progress and thereby slows the
longer-run rise in our standard of living.

Substantial progress has been made in reducing
inflation and interest rates since the early 1980s. The
inflation rate has declined from more than 10 percent
in 1980 to around 3 percent today, and the thirty-year
Treasury bond rate has fallen from above 14 percent to
below 7 percent. I belicve that the large decline in
long-term rates over this period reflects at least in part
a significant increase in the credibility of the Federal
Reserve's disinflationary strategy. The current thirty-
year Treasury bond rate, however, remains well above
the 3 percent rate prevailing in the 1950s, when the
price level was reasonably stable, which suggests that
the public still fears that inflation will persist at 3
percent or 4 percent in the years ahead. In my estima-
tion a fully credible policy to achieve price-level
stability would bring long-term rates down further and
provide an important additional stimulus to economic
activity. In this regard, I should note my belief that
passage of the Neal Amendment would strengthen
greatly the Federal Reserve’s effort to achieve full
credibility for its longer-term objectives.

Against this background, I believe firmly that spe-
cific monetary policy actions taken in the short run
should be evaluated within the framework of our
long-run goal for price-level stability. In particular, the
annual targets for the monetary aggregates should be
seen as a means of helping the Federal Reserve attain
its longer-term objectives rather than as ends in them-
selves. The targets play a useful role in signaling our
long-run commitment to a stable price level, and we
should continue to lower the targets gradually until
they are fully consistent with this objective. In making
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our short-run policy decisions, however, we should
not adhere slavishly to the targets, in my judgment,
when technical developments or institutional
changes appear clearly to be altering the relationship
between GDP growth and money growth—such as
occurred in 1992, when nominal GDP grew at a rate
of more than 5% percent while M2 grew at a rate of
only 2 percent.

In making our short-run policy decisions we also
need to be mindful that actions that weaken the
credibility of our commitment to price-level stability
can have perverse effects on interest rates and eco-
nomic activity. The Federal Reserve directly influ-
ences only a small number of short-term interest rates.
As I mentioned earlier, long-term interest rates, which
have a greater influence on economic behavior, are
determined in large part by the public’s inflation
expectations. If we want to foster low long-term rates,
with all their benefits to the economy, we must make
policy decisions that the public views as consistent
with longer-term price level stability.

I should note here that while I believe that the
System’s short-run policy actions need to be condi-
tioned at all times by our longer-term objectives, I also

recognize that these actions must be taken in the
context of current developments in the economy. If
market forces are putting downward pressure on
short-term interest rates, then we must allow short-
term rates to fall in reflection of those forces, as indeed
we have over the past several years. I think it is futile,
however, to base our policy actions on the notion that
monetary policy can eliminate or nearly eliminate
short-run fluctuations in economic activity, which
occur for a wide variety of reasons. Actual experience
over the past thirty years provides little, if any,
support for this idea. In particular, history suggests
that attempts to stimulate economic activity in the
short run without regard to the possible inflationary
consequences result eventually in higher inflation and
the depressing corrective actions that I mentioned
earlier.

To sum up, my view is that monetary policy should
seek to promote real economic growth and employ-
ment by achieving and maintaining price-level stabil-
ity. The Federal Reserve’s day-to-day policy actions
should be consistent with this goal, and the System
should do whatever it can to increase and enhance the
credibility of this strategy. a

Statement by Robert P. Forrestal, President and Chief
Executive Officer, Federal Reserve Bank of Atlanta
before the Committee on Banking, Housing, and Ur-
ban Affairs, U.S. Senate, March 10, 1993

I am pleased to appear before this committee today to
discuss economic conditions in the Sixth Federal
Reserve District and to provide my views on appro-
priate monetary policy. I will first review current
economic conditions in the District and the prospects
for 1993. Then I will turn to the longer-term outlook
for the region and some challenges related to lingering
disparities in income growth in the southeastern
states. This perspective will bring me to my final
subject, monetary policy.

The issue of sustainable growth is of special concern
to me because of the uneven performance of the
Southeast. Over the past few decades we have expe-
rienced some relatively rapid growth, most notably,
perhaps, in the Atlanta environs. Middle Tennessee
has also performed relatively well, as have most of
Florida and sections of Alabama.

However, the Sixth Federal Reserve District is an
extremely diverse economy, encompassing Georgia,
Florida, Alabama, two-thirds of Tennessee, and the
southern halves of Mississippi and Louisiana. For
many decades the states that make up this District

were some of the most impoverished in the nation.
Even today, by many measures of social well-being,
Sixth District states continue to underperform the
nation. For example, the proportion of children
living below the poverty line exceeds the national
average in every District state and reaches about 30
percent in Mississippi. All the District states, with
the exception of Florida, have lower-than-national-
average per capita disposable personal income. And
Florida, Georgia, and Louisiana represent three of
the four states across the nation with the lowest high
school graduation rates. These few figures hint at my
views about macroeconomic policy. As I will share
with you, I favor a policy mix that fosters long-term
investment. Only through the creation of physical
and human capital can the poorer areas of the Sixth
District share in the successes of the more prosper-
ous areas.

CURRENT ECcONOMIC CONDITIONS AND
OUTLOOK FOR 1993
Overview

As background to this view, let me begin with current
economic conditions in the Sixth District. After shar-
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ing weak conditions with the rest of the nation, the
southeastern economy began improving in the middle
of last year. Regional nonfarm payroll employment
increased moderately through the end of 1992. From
January 1992 to January 1993, states in the Sixth
District reported more than 300,000 new jobs, a 2.2
percent growth rate. This compares with a 0.6 percent
increase in payroll employment for the nation over the
same period. Most of the increases were posted in
services, construction, wholesale trade, and durable
goods manufacturing. The District’s seasonally
adjusted unemployment rate stood at 7.3 percent in
January of this year, fed by high jobless rates in
Alabama, Louisiana, and Florida that pulled the re-
gional average above the nation’s. However, Florida,
the only state with more recent employment statistics,
experienced a sharp decline in unemployment in Feb-
ruary—to 6.7 percent.

After enjoying significant increases in holiday sales,
with many areas showing double-digit percentage
gains over year-ago levels, retailers saw sales holding
up fairly well in the first quarter. Realtors and home-
builders have been seeing ongoing improvements in
most single-family markets. Manufacturers are report-
ing modest increases in production. Bankers indicate
that consumer and business loan demand is picking up.
Except for some construction materials, wholesale
and retail prices have remained stable and wage gains
modest. Contacts across the District suggest that
consumer and business confidence has revived.

In 1993, growth in the Southeast should outpace the
nation. The region’s concentration in household tex-
tiles, furniture, appliances, and lumber production will
be boosted by national strength in single-family con-
struction, while new construction to replace losses
from Hurricane Andrew will add further to demand. In
addition to the housing rebound, the Southeast, which
has been treating timber as a cultivated crop for
decades, stands to benefit from environmental restric-
tions in the Northwest through the 1990s.

Drags from defense cutbacks and state government
fiscal problems are also likely to have relatively less
impact in the Southeast. Although defense contractors
in the region are suffering, the Sixth District is ex-
pected to be hurt relatively less by spending cutbacks
because defense production is a less important factor
than in other regions. In addition, the Southeast will
probably not be hit as hard as the rest of the nation by
the U.S. Defense Department’s current base reduction
plans.

The Southeast is also comparatively less hampered
by state and local government budget problems. Al-
though several states are currently considering some
form of revenue enhancement and budgets have cer-
tainly been tight, the problems generally have not been

as significant as those found elsewhere, nor are they
expected to be. .

Of course, lingering problems will keep growth only
moderate. Several forces that limited employment
gains in 1992 are still in effect. Excess real estate
investment from the 1980s will continue to dampen
office, apartment, and condominium construction.
Employment in service industries should grow more
rapidly in 1993 as demand for business and personal
services picks up, but the possibility of further consol-
idation in several industries, including banking, air-
lines, and communications, will continue to restrain
total employment growth through 1993. On balance,
however, the Southeast’s economy is likely to expand
more rapidly than the nation’s in 1993.

Retail Activity

According to the vast majority of our retail contacts,
after a strong holiday season with increased spending
noted across a wide range of goods from apparel and
household textiles to big-ticket items such as electron-
ics, appliances, and furniture, year-over-year con-
sumer spending growth continued in January and early
February. Most retailers are upbeat about near-term
prospects, and they are also generally happy with
current inventory levels. Auto sales growth, however,
has been less uniformly positive across the region.

Tourism continues to be a positive force in the
regional economy. Air passenger traffic, particularly
international arrivals, was significantly above year-ago
levels in December. Reports of convention attendance
in early 1993 show that it is exceeding year-ago levels;
industry contacts indicate that advance bookings
through at least midyear are strong.

Looking ahead, Hurricane Andrew will continue to
generate a spending surge on building materials and
related household goods in southern Florida and Lou-
isiana through most of the year. Although localized,
the stimulus is likely to be large enough to boost
regional sales an additional 1.5 percentage points, to
well above 1992 levels and comfortably above the
expected national pace. In addition, previously post-
poned purchases of autos, household goods, and other
big-ticket items as well as increased home sales—new
and resales—will support purchases of appliances,
furnishings, and household textiles next year.

The stimulus from Hurricane Andrew will peak in
the second half of the year as insurance proceeds are
exhausted. When hurricane-related construction slows
after midyear, spending generated by rebuilding in
Florida and Louisiana will begin to fade, in turn
causing overall consumer spending gains in the region
to decelerate. Stimulus from moderate increases in
total employment and incomes will be left, but that
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cannot sustain the current pace of consumption
growth in the Southeast. Nonetheless, the retail work
force is expected to expand somewhat faster than total
employment through 1993,

Manufacturing

Manufacturing in both the Southeast and the nation
currently employs between 16 percent and {7 percent
of the nonagricultural work force. However, the re-
gional average does not accurately reflect the impor-
tance of manufacturing activity in the different District
states. Low manufacturing concentrations in Florida
and Louisiana veil the importance of factories as
employers in Georgia, Tennessee, Alabama, and Mis-
sissippi. The Southeast’s considerably greater depen-
dence on nondurables production—352 percent of total
factory employment versus 43 percent nationally—has
given the region an advantage since mid-1991.

District manufacturers reported moderate increases
in activity through February. Industry spokespersons
note that production and shipments continue to in-
crease for textile and apparel plants. An improving
national housing market is supporting carpet produc-
tion, although the glut of office space nationally is
depressing the outlook for commercial textile products.
Contacts also note improving conditions for electronic
equipment and rubber and plastic producers. According
to preliminary figures from the Atlanta Fed’s monthly
survey of southeastern manufacturers, almost two-
fifths of responding plants indicated increased produc-
tion during February, compared with 15 percent report-
ing declines. More than half of the respondents expect
production and shipments to increase over the next six
months. About half of the survey respondents think
that new orders will be greater six months from now. A
third of responding firms expect to increase investment
over the next six months.

Among specific industries within the manufacturing
sector, textile and apparel producers account for a large
proportion of regional employment. Textile and apparel
factories began adding jobs in mid-1991 as the national
housing recovery spurred orders for carpets and house-
hold textiles generally and rising apparel sales inspired
retailers to begin rebuilding inventories that had been
sliced to the bone during three tough years. The upward
tick in apparel demand through early 1992 provided
only temporary relief to an embattled industry, how-
ever. By the second half of the year, apparel employ-
ment was already beginning to look unsteady. The
long-term trend toward lower employment should
resume over the next year as apparel production con-
tinues to become more capital-intensive or is moved
offshore. Fortunately, gains in housing activity and

stability in the nonresidential sector should continue to
strengthen the demand for textiles.

The region also has a concentration of producers of
pulp and paper products and food processors. Produc-
tion of pulp and paper products advanced convincingly
in 1992 as improved shipments and distribution activity
stirred demand for boxes and paperboard. Food pro-
cessing also continued to expand at a steady pace last
year. The expansion nationally should continue to
boost demand for pulp and paper products through
1993, and steady growth in food processing should be
sustained.

Regional and national producers of machinery, fabri-
cated metals, and electronics all suffered during the
past year. In general, however, their troubles struck the
Southeast less severely because these industries are not
as crucial to the region’s total factory output as they are
in the nation in general. The expansion of auto produc-
tion capacity in Tennessee provided a welcome respite
to an otherwise gloomy transportation equipment sec-
tor in the region. The national upturn in demand for
durable goods bodes well for these industries.

The main weakness—past, present, and future—in
durabies production nationally revolves around de-
fense, but regional declines in defense-related activity
should be comparatively less significant than in the
United States as a whole. The six-state region repre-
sents 13.5 percent of total U.S. employment but,
according to the U.S. Department of Defense, is home
to only 10.5 percent of the nation’s defense-related
jobs. In a recently released Congressional Budget
Office ranking of states by projected effects of defense
employment declines through 1996, no southeastern
states appear in the top ten. Declines in the region’s
defense-related production should also be mitigated
somewhat by a national recovery in demand for dura-
ble goods. All in all, manufacturing should lend
strength to the southeastern economy in 1993.

Construction

Construction in the Southeast reached a trough in late
1992 after four years of steady decline. Since its peak
in 1988, when the industry employed nearly 790,000
workers in the region (7 percent of the total job base),
125,000 jobs have been lost, paring construction em-
ployment to 4.5 percent of the work force—equal to
the current national average. Most of the job losses
occurred in Florida and Georgia, the Southeast’s
boom states in the 1980s. Alabama and Tennessee
posted modest construction layoffs while Louisiana
and Mississippi registered offsetting gains.

After adjusting for seasonal variation, realtors re-
ported that home sales continued to rise in most areas
of the Sixth District into the first quarter. They noted
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increased traffic and interest in low- to mid-priced new
and existing homes. While most reported little change
in inventories, a growing minority have seen some
absorption of excess space in the resale market. Home
prices have remained mostly steady except for new
construction, where higher materials prices are re-
ported to be pushing housing prices up. Realtors
attributed sales gains to low mortgage rates and in-
creased consumer confidence. The majority are opti-
mistic about sales prospects during 1993,

Looking at construction activity, single-family build-
ing continues to improve. Permits continued to edge
higher through the end of 1992, and most builders
contacted anticipate further sales gains in 1993. Muiti-
family development in the Southeast continues to be
plagued by relatively high vacancies, only moderate
economic growth, a demographic shift that has reduced
the traditional pool of young adult renters, and the
declining relative price of starter homes. Still, with a
virtual absence of new development in most markets
since 1991, occupancy rates are edging higher, effective
rental rates are firming, and bottom-fishing investors
are more active in buying up nonperforming properties.
While offering little sign of recovery, the supply imbal-
ances are clearly abating, and the long slide in multi-
family development appears to be over. Modest gains in
multifamily development could occur in 1993, but the
recent rebound in residential investment will probably
slow except for hurricane-initiated activity.

Commercial construction remains stagnant in most
markets in the District. Potential developers of spec-
ulative projects are still having a hard time finding
credit. Stagnant office development reflects develop-
ers' sober assessment of how slowly the growth in
white-collar employment is likely to absorb excess
office supply. Some positive signs are beginning to
appear, however. Large contiguous blocks of space
are becoming scarcer in major metropolitan areas, and
effective rental rates are inching upward. In some
areas, the lack of new product has resulted in lower
vacancy rates amid a slow recovery in net absorption.
The value of contracts for nonresidential private con-
struction in the region appears to have hit bottom in
mid-1992. As net absorption slowly gains momentum
in 1993, it should set the stage for modest increases in
office development beginning late in 1993 or in early
1994,

In addition to these regionwide developments, Hur-
ricane Andrew has c¢nsured a temporary construction
boom in southern Florida and, to a lesser extent,
southern Louisiana. Repairing $15 billion to $20 billion
in damages to residential, commercial, and public
structures may require 20,000 to 30,000 additional
construction laborers at the work’s peak in the second
half of 1993. However, by late 1994 the withdrawal of

these jobs and incomes will begin to exert a significant
drag on those local economies.

Service Sector

Performance of the region’s business and professional
service producers typically parallels the nation’s. Al-
though regional demand for transportation, telecom-
munications, and financial services is likely to rise in
1993, employment growth in these industries will be
constrained by continued restructuring. Major corpo-
rations continue to announce long-term commitments
to reducing staff levels. Telecommunications and soft-
ware companies are facing intense competition. Air-
line bankruptcies have served a particularly hard blow
to the region in the past two years. While remaining
carriers have taken up most of the slack in service,
most of the laid-off employees have not been rehired
and remaining carriers are cutting jobs.

Business services employment, which rebounded in
1992 after declining in 1991, reflects broad efforts at
consolidation and cost reduction. Part of 1992’s re-
bound can be attributed to temporary agencies, which
are defined as a business service. Increasingly, firms—
ranging from insurance agencies to hospitals—use
temporary agencies to meet fluctuations in demand for
services and to hold down costs, to limit long-term
commitments, and to screen prospective employees.

Employment gains in health services, which main-
tained rapid employment growth rates during the re-
cession, have begun to slow, perhaps the victim of
excess capacity as competition among hospitals and
physicians is intensifying. While employment growth
in this sector will continue to advance more rapidly
than total employment in 1993, the rate should slow
significantly.

State legislatures in the District have reconvened.
Coincident with the pickup in regional economic ac-
tivity, state and local tax revenues are generally im-
proving. Nevertheless, Alabama, Florida, and Louisi-
ana are all considering ways to increase revenues.
Tennessee legislators may make permanent a state
sales tax hike temporarily imposed last year. Georgia
is enjoying relatively vigorous growth in its tax re-
ceipts, and Mississippi is actually running a moderate
budget surplus.

Wages and Prices

Upward wage pressures arc virtually nonexistent in
the District at this time. Corporate restructuring and
downsizing continue to hold back wage increases and
new hiring. Most respondents to the previously men-
tioned manufacturers’ survey reported no changes in
prices received for finished products or prices paid for



416 Federal Reserve Bulletin {1 May 1993

materials in February. Only one-fourth of surveyed
firms hope to raise finished-product prices in the next
six months. Discussions with other contacts reveal
some uncertainty about whether modest price in-
creases will stick because of the competitive environ-
ment.

A Comparison of District States

Turning to the outlook for specific states, Georgia,
Tennessee, and Florida have more growth potential in
1993 than the other states of the region. By year's end
1992, both Georgia and Tennessee were exhibiting
well-entrenched and relatively balanced, moderate
economic recoveries. Georgia seems to be back on a
favorable track after having absorbed several signifi-
cant negative economic shocks over the past four
years, but it faces some drag from the shrinkage in
airline and defense payrolls. Tennessee is experienc-
ing employment gains in manufacturing, especially in
auto-related industries. Both states should grow mod-
erately faster than the nation. Florida, the most pop-
ulous state in the District, has lagged behind the region
in recovery. It began to show signs of doing better in
the latter part of 1992. Despite the effects of defense
cuts on Florida’s manufacturers, improved tourism
and exports to Latin America will probably be enough
to put Florida’s growth on par with the region’s in
1993. Added to those forces, rebuilding after Hurri-
cane Andrew will provide an additional boost for jobs
and incomes. Thus, Florida is also likely to grow at a
rate above the regional average, but this momentum
may begin to fade by year-end.

Mississippi and Alabama mostly steered clear of the
national recession during 1990 and 1991. However,
Mississippi’s prospects in 1993 are dimmed by ex-
pected defense-related layoffs, and Alabama’s modest
growth should not measure up to the regional average
because of deceleration in apparel, textiles, and pub-
lic-sector employment. Louisiana’s energy-based
economy may be running against the region’s general
trend and faces the prospect of a continuation of the
state’s current economic slump in 1993 even as the
moderate national expansion builds momentum.

LONG-TERM GROWTH CHALLENGES

The Southeast’s generally positive short-term pros-
pects are based mainly on temporary advantages. In
the longer term, sustaining and broadening the growth
that many parts of the Southeast are likely to experi-
ence in 1993 will depend upon the region’s ability to
attract capital and labor and its response to underlying
structural changes in the domestic economy as well as

to international competition. Comparatively low
wages and taxes in the six southeastern states will
continue to draw relatively labor-intensive invest-
ment. Unfortunately, however, many areas of the
Southeast are not set to deliver the skilled, flexible
work force increasingly needed to use sophisticated
factory and office technology and to compete interna-
tionally.

Growth in the Sixth District over the past two
decades has been fed and sustained by attracting
capital, both physical and human, from other parts of
the country and overseas. The substantial rise in
incomes in middle Tennessee has sprung in large
measure from decentralization of manufacturing. At-
lanta’s growth has come from this trend, decentraliza-
tion of corporate headquarters, and outsourcing of
business services, along with a spectacular rate of
successful small business start-ups. What all these
sources of jobs have in common is a long-term com-
mitment of capital and skills to the region.

These commitments would not have been made
without the expectation of a long-run payoff to the
investments. The Ph.D.s, engineers, and highly skilled
workers who have relocated to the Southeast would
not have come were it not for their expectation of a
better standard of living as a result of their move. The
physical capital would not have been attracted to the
region if the investors did not think that the long-term
payoff would be higher here than elsewhere. In short,
our growth has been based on a variety of decisions
that are, in one form or another, motivated by rela-
tively favorable long-term views of the Sixth District.

However, the region has not succeeded in economic
improvements to all localities or segments of the
population. The disparity in the 1993 outlook for the
six states as well as the statistics on educational
attainment and per capita personal income I provided
at the outset attest to this shortcoming. To overcome it
will require more long-run investment in both physical
and human capital. However, such a lasting commit-
ment requires a hospitable economic environment that
people expect to be maintained over time. Moreover,
this stability cannot be maintained on a local or
regional level without the sustained presence of appro-
priate macroeconomic conditions, attendant with a
sound fiscal and monetary policy mix. This observa-
tion brings me to the third and final aspect of my
remarks, namely, monetary policy.

THE ROLE OF MONETARY POLICY
The most important role of monetary policy is to

provide an environment in which the most productive
outcomes will occur. Such an environment is one that
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allows for a focus on the longer run; it is one in which
resources are not distracted or diverted to deal with
short-term distortions and temporary imbalances. In
such circumstances, resources, both physical and fi-
nancial, can be used to their greatest efficiency and
yield their highest output and reward.

I am well aware of the loss, inefficiency, and waste
that is behind the human tragedy of unemployment,
and I am equally aware of the terrible cost of inflation.
The role of monetary policy is to put some credible
bounds on expectations about inflation and unemploy-
ment. Thus, the Federal Reserve not only must pro-
vide assurances that inflation, now or in the future,
will not be allowed to rise enough to become an
important consideration in private decisions but also
must support expectations that disruptions to the
economy in the presence of unforeseen and unwel-
come shocks will be mitigated. In this sense, I see the
role of the Federal Reserve as promoting stability, not
just in prices but also in income and employment
growth as well. This setting is a critical ingredient in
the creation of sustainable growth because a stable
environment will support the long-term planning hori-
zon necessary for the investment that will create jobs
and nurture high value-added firms.

Of course, the Federal Reserve must seek to create
and maintain these conditions in a world of uncer-
tainty. We all know that history does not, in fact,
usually repeat itself. In addition, the Federal Reserve
must bring to bear on its decisions an understanding of
the social preferences of the American public. Given
the uncertainty inherent in policymaking and the dif-
ficulty of assessing risks, monetary policy may some-
times have to steer the economy gradually to the
desired conditions of price stability and output growth.

In most advanced economies, policy institutions
were created over the past century to mitigate the
transition costs of economic corrections. In the nine-
teenth century, business cycle fluctuations were much
sharper than they are today. Imbalances were cor-
rected by sharp implosions in financial markets, severe
contractions in output and money wages, and costly
dislocations of resources. Prices also tended to fall
across the board, sometimes quite dramatically. Then
economic growth began afresh.

Although such swift and clean adjustments have a
certain theoretical attractiveness, these abrupt
changes were unnecessarily costly for those adversely
affected. Sometimes, in the rush of a collapse, sound
businesses, banks, and households were financially
ruined because their assets were not liquid and they
lacked the time to find the means to liquidate them.
Over time, a variety of economic policy institutions
and measures were established to mitigate and atten-
uate this process.

This broadly ameliorative aspect of macroeconomic
policy is still the Federal Reserve’s mandate. I believe
that the Federal Reserve, like other policy institutions
that act on behalf of society, must keep public prefer-
ences in mind when pursuing social goals. As a prac-
tical matter, this social obligation means that none of
the transitions should be excessively traumatic.

To make monetary policy in a context of uncer-
tainty, complexity, and trade-offs, the Federal Open
Market Committee (FOMC) seeks to reach decisions
by consensus, and this consensus is based not only on
economic statistics and forecasts but also on informa-
tion gathered from Americans at work in the economy.
As a Reserve Bank president, [ am able to share with
my Washington-based colleagues my iaterpretations
of the latest economic data and models as well as the
opinions and experiences of people in the Southeast. I
meet regularly with business executives, bankers,
farmers, labor leaders, educators, and others. These
people share with me, in confidence, current and
sensitive information about their firms, changes in the
size of the work force, early warning signals of infla-
tion, credit availability, and what they believe should
be done about the way things are turning out. By
bringing together a broad range of information and
opinion, I believe the process of reaching a responsible
consensus is enhanced. I know that being a part of my
District has influenced my views on monetary policy.

Right now, I believe monetary policy is on target.
The economic situation is by no means ideal, given the
large number of unemployed. However, we must not
discount the important foundation for growth that has
been laid by the Federal Reserve in reducing inflation.
The current degree of price stability we have achieved
positions the United States to reap enormous and real,
not inflationary, gains in output and incomes.

In this vein I am very heartened that the burning
issue of the federal budget deficit has moved to the
forefront of the social agenda. I feel it would be
inappropriate to comment on specific elements of the
proposal because doing so would be inconsistent with
the independence of the central bank. Nonetheless, I
can emphatically say that a successful resolution of
this issue can ensure that we achieve conditions favor-
able to long-term investment and lasting growth, both
in the Southeast and the United States.

CONCLUSION

In conclusion, let me reiterate the motivations for my
stance on monetary policy. I bring to the FOMC the
views and experiences of people from a diverse Fed-
eral Reserve District. It is one that has not only
enjoyed rapid growth but also lingered in oppressive
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poverty. To redress the latter condition, I believe we
need more investment, in both human and physical
capital—better schools, factories with high-skilled
jobs, and so forth.

To garner such investment regionally, we must
have as a national foundation an economic environ-
ment that promises some measure of stability over
time. Otherwise the Southeast will end up with more

short-term and short-sighted projects that create
low-wage jobs for a while until lower-cost alterna-
tives can be found. Monetary policy thus is critical to
the Southeast’s major challenge because it can help
create such an environment of stable prices and
steady gains in employment and output. By doing so,
we will achieve the ultimate goal—higher living stan-
dards for all. O

Statement by Silas Keehn, President, Federal Reserve
Bank of Chicago, before the Committee on Banking,
Housing, and Urban Affairs, U.S. Senate, March 10,
1993

I am pleased to be here today to discuss economic
conditions in the Seventh Federal Reserve District and
to comment on my views on monetary policy. The
Seventh District, which includes all of the State of
Jowa and most of the States of Illinois, Indiana,
Michigan, and Wisconsin, is an economically large,
important, and diverse region, which both reflects and
drives a substantial portion of the U.S. economy.

By any measure, the District ranks as a major
economic force, and, therefore, conditions in the
District directly influence my views regarding mone-
tary policy. And, in turn, monetary policy actions
have an important impact on economic activity in our
District,

The five District states account for about 14 percent
of the nation’s GDP and 18 percent of U.S. manufac-
turing employment. The District produces 45 percent
of the nation’s automobiles, 30 percent of the trucks,
38 percent of the nation’s steel, and more than 40
percent of the country’s farm machinery. Farmers in
the Seventh District account for nearly one-fifth of the
nation’s annual sales of farm commodities and half of
the corn, soybeans, and pork produced nationwide.
The District is the headquarters of some of the largest
firms in the United States in manufacturing, retailing,
and financial services.

Given its size and diversity, it is not surprising that
the District mirrors the economic challenges and op-
portunities in the U.S. economy as a whole. Conse-
quently the District, as the nation, has been experi-
encing significant difficulties in maintaining an
adequate rate of real growth. District performance has
improved, but the pace of improvement continues to
be impeded by further financial and industrial restruc-
turing.

Monetary policy requires two things above all, a
solid assessment of where we are and a sure sense of
where we should be going. Both of these questions

require contact with businesses and individuals and
cannot be derived solely from statistics and theory.
While our Bank follows the publicly released data very
carefully, we rely very heavily on information sources
and contacts within the District to determine current
and prospective conditions so important to the devel-
opment of the appropriate monetary policy to deal
with changing economic circumstances. It was only by
maintaining close contact with our District that it has
been possible to go beyond the economic statistics to
an understanding of what has really been going on in
the District’s economy and in the nation as a whole.
The Federal Reserve Bank of Chicago is deeply
involved in monitoring and analyzing economic devel-
opments in the District on an ongoing basis with a
variety of fact-finding initiatives. In addition to the
very valuable input from our boards of Directors in
Chicago and Detroit, we have set up a network of
advisory and contact groups. The Reserve Bank as-
sembles regional data to provide a quantitative base
for regional analysis, drawing from government
sources and business in the District, and we have
developed our own measures, such as the Midwest
Manufacturing Index, to track District economic ac-
tivity. Some years ago we formed Small Business and
Agricultural Advisory Councils to obtain continuing
and very important input from these large sectors of
our economy. In addition, the Bank has established a
network of Industrial Roundtables to provide informa-
tion about emerging business conditions. Industrial
Roundtables now meet in Chicago, Detroit, Milwau-
kee, Grand Rapids, and Kalamazoo. The Detroit and
Chicago groups include corporate economists from
some of the largest companies in the District. The
Milwaukee and western Michigan groups include chief
financial officers and corporate planners from the
diverse and important companies located in these
areas. In addition, the roundtables include contacts
whose businesses are leading indicators of economic
activity throughout the District. These roundtables are
a direct link to about 100 companies and trade associ-
ations in the District and provide timely insight into
current conditions and emerging market trends. By
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integrating economic data with direct corporate and
small business contacts, we are able to make a com-
prehensive analysis of the cconomic trends and cur-
rent conditions in the District and from that develop a
factual basis for my recommendations on monetary
policy.

In addition to our formal roundtables, the Bank
works together with those public sector and quasipub-
lic groups that are struggling to revitalize the region’s
economy. Collaborations with the Wisconsin Strategic
Development Commission, the lowa Business Coun-
cil, the Commercial Club of Chicago, and the Council
of Great Lakes Industries are examples of organiza-
tions working to rebuild the District economy. Such
efforts yield a lasting return to us. Through our per-
sonal participation, we establish a relationship of trust
and open important avenues of communication with
other analysts of areas within the region that enhances
our knowledge of issues important to our District.

The diversification of our sources of information in
the District helps to ensure that we do not overlook
any emerging sectors of economic activity and prob-
lems that broad national statistics can overlook.

DISTRICT OVERVIEW

The Seventh Federal Reserve District is situated in the
heart of the Midwest, straddling the agricultural plains
toward the West and encompassing a large part of the
nation’s heavy manufacturing belt, which begins fur-
ther to the East. With a population that accounts for
13.6 percent of the nation, our District includes the
entire state of Iowa along with the most populous and
urbanized portions of Michigan, Illinois, Wisconsin,
and Indiana. Accordingly, while we are headquartered
in Chicago, we maintain a branch office in Detroit, and
regional offices in Des Moines, Indianapolis, and Mil-
waukee.

Many of the District’s large urbanized areas now
specialize in the business of providing services—
business, personal, financial, and wholesale and retail
services. Over all, however, our part of the Midwest
currently and historically can be characterized as a
producer and mover of goods—both natural resource
oriented such as farm goods, as well as manufactured
goods. Nearly one-fifth of the nation’s $170 billion in
annual sales of farm commodities is generated by
farmers in District states, mostly because of its dom-
inant positions in corn, soybeans, dairy, and hogs. In
manufacturing, the District states account for more
than one-sixth of the nation’s output. Land-based
transportation equipment, electrical equipment, pri-
mary metals, machinery, and food processing are the
mainstays of the economy.

However useful as an initial characterization, such
generalizations belie the very broad diversity of lo-
cales and industries in the Seventh District. Today, I
would like to share with you the diverse richness of
economic activity among subregions and industries
within the Seventh District by drawing not only on our
own analysis and public data sets but also from a wide
network of personal contacts with organizations in the
region,

The Seventh District economy emerged from the
decade of the 1980s in far better shape than most
analysts expected. Its image as part of the nation’s
collapsing rust belt has been replaced by an emerging
image as the center of lean and agile manufacturing.
That is not to say that the District’s economy has not
shared the frustration of a subpar recovery nationally
or that it has been immune from the economic hard-
ships of the recession or the corporate restructurings
that have swept the nation. General Motor’s (GM’s)
announced plans to close twenty-eight plants over the
next three years—roughly half of them in the Seventh
District—is a key example; Sears, Ameritech, Dow
Chemical, and United Air Lines are among other
notable examples of Seventh District corporations
undergoing dramatic adjustments in the face of chang-
ing markets and competitive pressures.

In addition to upheaval among such corporate enti-
ties, there is a striking diversity of conditions among
towns and metropolitan areas within our Seventh
District. Locations such as Flint, Peoria, Rockford,
Detroit, and Chicago continue to search for answers
and solutions to disappearing jobs and income, even
while national attention focuses on the entire region’s
turnaround.

In the early 1980s, firms such as Caterpillar, Cum-
mins Engine, and Whirlpool faced formidable chal-
lenges. Many companies made the necessary adjust-
ments in the 1980s, while others are still making these
adjustments.

But the success stories are far from universal.
Well-meaning and well-directed efforts to restructure
have been to no avail for many small businesses and
family farms and for many large corporations that have
gone out of existence. Similarly, there is parallel
diversity in locational well-being and revival for those
towns that have grown up around large specialized
industries. Some can succeed, such as Indianapolis
and Des Moines, by redefining and reinventing them-
selves (for example, Indianapolis as a center of sports-
oriented tourism, business services, and retail trade).
Others however, despite their best efforts at *‘diversi-
fying”’ (for example, Flint) have thus far made less
progress confronted by external forces and events. It
is an accurate statement that the Seventh District has
been through an enormous and very fundamental
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change. And in this tremendous diversity of experi-
ence, not every region or industry has come through
intact.

The Seventh District is no stranger to adversity. In
particular, the region has long needed to adapt to the
cyclical nature of its economy. Moreover, even when
its industries are successful in becoming competitive,
the process itself leaves significant challenges and
opportunities in its wake. Goods-producing industries,
including farm and factory, have continually boosted
productivity by economizing on the number of jobs. In
the United States alone, manufacturing jobs as a share
of the total payroll labor force have declined from 30
percent to 17 percent from 1963 to 1992 even while the
sector’s share of real national output has remained
roughly constant. Such labor dislocation is an ampli-
fied problem for regions that are concentrated in
manufacturing such as the Seventh District. The Dis-
trict’s manufacturing share of total payroll jobs de-
clined from 37 percent to 21 percent over the same
period. Recent management strategies by firms to
improve their competitiveness by labor-saving cost
attrition and mass layoffs have added to this problem.

The imbalances in the Seventh District’s economic
base are also reflected in the response of local
institutions—banks and governments. Governments
have the task of making the investments in the future
of the region—infrastructure and education. How-
ever, weakness in the underlying economic base can
place a region in a vicious cycle. The vicious cycle of
economic shock, followed by inability to fund social
services and public reinvestment, is further aggra-
vated. In recent years, weak growth in revenues,
coupled with fiscal strains from Medicaid and prison
expenditures, have squeezed out budget items such
as economic development and higher education in
District states. In the Seventh District, responsibili-
ties for service provision fall to a much higher degree
at the local level of government. As a result, wide
disparities in economic conditions among local com-
munities means that local plant closings, for exam-
ple, will carry over strongly to the fiscal health of
local governments.

Lending institutions share a similar fate. In the early
1980s, the balance sheets of Seventh District banks
were weakened by the region’s weakening economy.
Banks have been restructuring, although problems
remain. As in other areas of the country, bank lending
slowed sharply in the carly 1990s. The safety and
soundness of Seventh District banks are being
strengthened by the ongoing process of consolidation
as earnings, capital ratios, and asset quality issues
have all shown important signs of improvement. The
impetus is not being undertaken by money center and
other larger banks in Chicago, however, but by large

regional banks headquartered outside Chicago and, in
some cases, outside the District.

THE 1980S—A TIME OF DIFFICULT TRANSITION

Much of the Seventh District was characterized as the
“‘rustbelt’’ of the nation in the early 1980s. Weak firms
either failed or relocated to lower cost regions, and
inefficient plants were closed or downsized. Indeed,
the District lost nearly 1.5 million jobs during the
recessionary period of 198082, mostly in its manufac-
turing sector, while the nation lost about 2 million
altogether. To be sure, many of these job losses were
from cyclically sensitive industries that were able to
recall workers during the vigorous recovery that fol-
lowed. But, many jobs were also linked to structural
changes that had been adversely affecting the District
since at least the mid-1960s. Such jobs would never
return, creating a large pool of structurally unem-
ployed workers and above-average unemployment
rates in many metropolitan areas of the District. The
region’s standard of living, as reflected by per capita
income, declined in relation to the overall U.S. stan-
dard during this period.

Why was the District affected so heavily during the
1980s? Why did it need to restructure so profoundly?
The problems of the 1980s were to be found in both the
District’s mix of industries and also its competitive
advantage. Unfavorable industry mix presented a for-
midable challenge to the District during this period.
Fortunately, because of changes in the external envi-
ronment, the District’s current industry mix has since
become more favorable than many other U.S. regions,
as the nation is winding down from its cold war
emphasis. The early 1980s favored regions that pro-
duced high tech defense and aerospace equipment. At
the same time, heavy U.S. investment in newly emerg-
ing high tech office equipment such as micro and
personal computers contributed to a shifting of de-
mand away from the District’s manufacturing sector.

Part of the problem of the 1980s was also the
external environment for exports, which was partly
due to the dollar’s climb of 85 percent between 1980
and 1985. As illustrated by unit labor costs over this
period, the value of the dollar had the effect of raising
world prices of U.S. exports.

The unfavorable exchange rate environment for
exports aggravated an underlying competitive trade
problem for District industry, Many District firms
were disadvantaged in foreign markets by their use of
outmoded technologies. The competitive shocks of the
early 1980s jolted many District firms into recognizing
the need to reorganize, reinvest in new technologies,
and to restructure their operations.
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The Auto Industry

The auto industry is perhaps the most vivid example of
the combination of cyclical and structural forces that
were affecting the District in the early 1980s. Ford and
Chrysler were the first to begin the arduous process of
downsizing to adjust to changing market forces. In the
early 1980s, Chrysler was already in the midst of a
government-backed rescue effort. Four Chrysler facil-
ities were closed, all within the Seventh District. Ford
closed another five plants, but these facilities were
outside the District, In the late 1980s, GM began
closing plants in Detroit, Pontiac, and Flint. In all, Big
Three auto producers cut assembly plant capacity by
about 2.5 million units (roughly 20 percent) between
1985 and 1992. To be sure, offsets occurred with the
building of transplants in the District, including Dia-
mond-Star in Bloomington, Illinois, and Mazda’s plant
in Flat Rock, Michigan. But in Michigan alone, an
estimated 70,000 jobs were lost as a result of auto plant
closings even before the 1990-91 recession (between
1987 and 1990), with another 40,000 to 50,000 job
eliminations to be realized as recently announced plant
closings take place.

The Agricultural Industry

The downturn of the 1980s began early in the decade
for agriculture and ended around 1986. Several de-
velopments during the first half of the 1980s caused
farm earnings and the income return on farm assets
to plummet. The combination of lower earnings,
higher Jong-term interest rates, and shrinking exports
of that time period contributed to a sharp decline in
farmland values and huge equity losses for owners of
farm real estate. Estimates by the U.S. Department
of Agriculture show that the peak-to-trough decline
in the average per acre value of farmland nationwide
was more than one-fourth in nominal dollar terms
and nearly 45 percent in real dollar terms. The
declines were especially steep in the Seventh Federal
Reserve District. Reflecting this, our land value
surveys showed the declines in farmland values in
Illinois, Indiana, and Iowa ranged from 50 percent to
60 percent in nominal dollar terms and 60 percent to
70 percent in real terms. With farmland accounting
for three-fourths of all assets in the farm sector, the
weakness in the land market translated into equity
losses of 30 percent in the balance sheet of the farm
sector nationwide and 50 percent to 60 percent
(nominal dollar terms) in Illinois, Indiana, and Ilowa.

The combination of low earnings and sinking asset
values quickly extended the farm problems of the
early-to-mid-1980s to lenders and most of the agribus-
iness industries that support this nation’s vast agricul-

tural production plant. It has been estimated that
lenders wrote off some $20 billion in bad farm loans as
a result of the experiences of the 1980s. From 1984 to
1987 banks nationwide wrote off $4 billion in non-real-
estate farm loans. About $1.1 billion of that write-off
was by banks in states comprising the Seventh Federal
Reserve District. Further evidence of the spreading
problems of the 1980s is reflected in the cutback in
capital expenditures by farmers. At the trough in 1986,
capital expenditures in the farm sector fell to less than
$8.5 billion, down from the speculative excesses that
peaked at $20 billion in 1979.

PROFILES IN DIVERSITY

Although the Seventh District can be broadly charac-
terized by its farming and manufacturing, the region
hosts a great diversity of industries and local econo-
mies. These places and industries are closely tied
together. Changing conditions in individual sectors
and geographic areas have rippled throughout the
Seventh District.

Industrial Diversity

Despite all the stress and strain on the Seventh
District’s economy in the 1980s, the process of
adjustment has been slow. To be sure, the early
1980s were only part of a long-term readjustment of
the District’s role in the national economy. From
1964 to 1991, the District’s share of total U.S.
employment declined from 16 percent to 14 percent,
while manufacturing employment declined from 20
percent to 16 percent in 1982 before rising to 18
percent by the end of the decade. Still, the District’s
share—one-sixth of the national economy—repre-
sents a sizable influence. And, despite a decline in
the role of the District’s manufacturing sector in the
national economy, its manufacturing sector remains
the defining characteristic of the District’s economy,
accounting for about 25 percent of District employ-
ment (down from 30 percent in 1980). The nation on
average devotes about 17 percent of its employment
to manufacturing (also down from 24 percent in
1980). And within manufacturing, it is the auto—steel—
machine-tool nexus that dominates economic activ-
ity. In general terms, the District is responsible for
producing about 45 percent of the nation’s cars, 30
percent of its trucks, and 38 percent of its steel
(including the bulk of the higher-quality specialty
steels). The Seventh District also supports a thriving
service sector primarily focused on the financial and
business needs of its manufacturing sector, while
Chicago’s Board of Trade and Mercantile Exchange



422 Federal Reserve Bulletin (0 May 1993

serve global commodity and financial markets. How-
ever, while the District’s economy has been diversi-
fying away from manufacturing, it is likely to remain
the core sector of the region’s economy for some
time into the future.

Still, there is considerable diversity among the dif-
ferent subregions that comprise the Seventh District.
For example, Illinois is a major capital goods pro-
ducer, particularly of farm and off-highway equip-
ment. Deere & Company and Caterpillar are major
producers in these markets. Indiana is a center for
steel production and auto parts suppliers. Inland Steel
and Cummins Engine are world leaders in these mar-
kets. Wisconsin is another major supplier of auto parts
and particularly a supplier of machine tools for the
auto industry. Modine and Giddings & Lewis are
examples of these types of firms. Michigan is closely
linked to the auto industry and is the headquarters for
the Big Three.

Machine tool industry

The machine tool industry in the Seventh District is
heavily geared toward the auto industry, either di-
rectly for model design retooling of the auto industry
or indirectly for the supplier industries. The District
contains almost half (43 percent) of all metal cutting
machine tool producers and 35 percent of all metal
forming machine tool producers in the United States.
Michigan alone employs about 15 percent of all work-
ers in the machine tool industry, second only to Ohio
(about 20 percent). Illinois employs slightly more than
25 percent of the workers in the metal forming ma-
chine tool industry. However, it should be noted that
employment in the industry has declined from a peak
of 108,000 in 1980 to 73,000 in 1989 and the number of
companies has declined, often through consolidation,
from more than 1,400 to 624. In terms of market, the
District constitutes about 22 percent of all machine
tools in use today, with the greater Chicago area
accounting for half of that market. In 1989, the United
States exported about $1 billion worth of machine
tools but imported nearly $2.5 billion (about half of
which came from Japan). Imports have risen from
about 20 percent of total U.S. machine tool consump-
tion in 1979 to 50 percent of the market today. Finally,
between 1968 and 1989, productivity of machine tools
has more than doubled (using U.S. average annual
output per metal cutting machine tool in constant
dollars as the measure), greatly restricting the growth
in the market for these machines. After three years of
declining shipments, industry forecasts call for an 8
percent increase in 1993, with exports up S percent and
imports down 7 percent.

Construction machinery

Another key area of capital goods production in the
Seventh District is construction machinery. For exam-
ple, Caterpillar, Deere, and Case (all headquartered in
the District) are the dominant producers in the United
States, with mainly Hitachi and Komatsu as major
competitors. Caterpillar alone accounts for 45 to 50
percent of the sales of crawler loaders and tractors in
the U.S. and Deere and Case add another 25 to 30
percent. In terms of markets, the Seventh District
represents about 10 to 1S percent of all purchases of
construction machinery. U.S. producers were partic-
ularly hurt during the early and mid-1980s, when a
weak domestic economy was augmented by a strong
dollar that severely hampered export sales of domes-
tically produced construction equipment.

Steel industry

The steel industry in the Seventh District is concen-
trated in northern Indiana (about 25 percent of U.S.
production), serving appliance and auto plants in the
Midwest. Detroit, with about 8 percent of the nation’s
production, also produces specialty steels for the auto
industry. The District is dominated by integrated mills,
with more than one-third of the nation’s steel-making
capacity but only 15 percent to 20 percent of the
nation’s minimill capacity. In 1991, total domestic
steel shipments were about 79 million tons, rising to 81
million tons in 1992. Some improvement is forecasted
for 1993 (with projections ranging between 83 million
and 86 million tons), and U.S. firms expect to pick up
a bigger share of its total shipments due to restrictions
on imports, which currently constitute about 20 per-
cent of the domestic market.

Agriculture

Blessed with an abundance of rainfall and highly
productive land, the five states comprising the Seventh
Federal Reserve District account for a sizable portion
of the nation’s agricultural output. Using only one-
tenth of the land in farms, District states generate
nearly one-fifth of the $170 billion in annual sales of
farm commodities. The District’s share is concen-
trated in five major commodities. Anchored by Illi-
nois, Indiana, and Iowa, farmers in District states
account for about one-half of the corn, soybeans, and
pork produced nationwide. Paced by Wisconsin’s top
ranking, they also contribute about one-fourth of the
milk production. Those commodities, plus cattle ac-
count for more than 85 percent of the sales of all farm
commodities from District states.
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Outside the five major commodities, the District’s
agricultural plant produces a wide diversity of prod-
ucts. For example, the five-state region has a sizable
stake in fruit and vegetable production. Apples and
cherries dominate the fruit component, while potatoes
and dry beans account for a large share of the Dis-
trict’s vegetable production. Within the broad-based
fruit and vegetable complex, Michigan has achieved
the top ranking in several components, such as tart
cherries, navy beans, and blueberries. Similarly, Wis-
consin ranks first or second in the production of
cranberries and in the acreage devoted to sweet corn,
green peas, and snap beans used for processing. The
diversity of the District’s agricultural production is
also apparent in Indiana’s top ranking for eggs and in
Wisconsin’s dominating share for mink pelts. In addi-
tion, the agricultural base of the five-state region
contains an extensive greenhouse and nursery conpo-
nent and several other commodities, including honey,
maple syrup, mint, mushrooms, sugar beets and to-
bacco.

Services

Service industries have naturally developed in our
District in support of its goods producing industries.
Increasingly, however, business services are being
sold to firms outside the District and the United States.

A strong tendency for producer service firms to
favor large metropolitan areas in our District areas is
evident. The largest metropolitan areas in the Seventh
District—Chicago, Detroit, Indianapolis, Des Moines,
and Milwaukee—display a tendency to export ser-
vices, largely from urban centers to smaller towns and
rural locations within the region. However, less pop-
ulous metropolitan areas specialize in important ser-
vices as well. For example, although Milwaukee is
located only ninety miles from Chicago, a city with
more than three times as many people, Milwaukee
serves as an independent purveyor and specialist in
certain urban services such as advertising, consumer
credit reporting, and accounting. Moreover, many
small metropolitan areas rank close to or above the
larger areas in particular services: Peoria and Cedar
Rapids in advertising, Lansing and South Bend in
consumer credit reporting, Sheboygan in engineering
and architecture, Grand Rapids in accounting, and
Battle Creek in management and public relations.
Those smaller metropolitan areas hosting major state
universities such as Ann Arbor, Madison, and Cham-
paign-Urbana figure prominently as service exporters.
Computer programming, engineering, research, and
testing labs draw heavily on university skilled labor
and institutional capital.

Regional Diversity

From the service sector alone, it is easy to see that a
diversity of economic activity also exists within states
that can affect individual perceptions of District eco-
nomic performance. For example, Chicago is a world
center for derivative markets and serves as the mid-
continental center of business services. While services
grew, manufacturing declined. Manufacturing employ-
ment in Chicago dropped sharply in the early 1980s.
The manufacturing sector lost 179,000 jobs between
1979 and 1983, and Chicago has shown little recovery
in its manufacturing sector since that time.

Chicago’s service sector employment began to ex-
ceed its manufacturing employment in 1979, two years
earlier than the rest of the nation. Indianapolis and Des
Moines are prime examples of service-sector econo-
mies that have thrived on the economic transition from
manufacturing to services. For some types of firms
and activities, both have provided lower cost locations
for financial and business services than either New
York or Chicago. :

While Michigan is most often identified as the birth-
place of the modern auto industry, the northern and
western parts of the state are more diversified than the
auto-dominated southeastern portion of the state. Of-
fice furniture (Steelcase and Herman-Miller), chemi-
cals (Upjohn and Dow), and auto suppliers (Guards-
man and Donnelly) have provided the diversity to
make cities like Kalamazoo and Grand Rapids among
the fastest growing metropolitan areas in the state,
while the city of Detroit struggles with a shrinking job
base, declining population, and a host of urban prob-
lems.

While the recession was not easy for the District
economy, employment data seem to suggest that the
District has fared far better in the most recent reces-
sion than in previous ones—both in comparison to the
national experience and to its own past.

Payroll employment data indicate that District em-
ployment fell at about the same rate as that for the
nation during the recession and has recovered at a
slightly faster pace since the beginning of the employ-
ment recovery in April 1991, Household employment
data show a stronger recovery in Illinois and Michi-
gan, with current levels in both states exceeding
previous peaks (while payroll employment data for
these states are still well below their previous peak
levels). Since unemployment data are derived from the
household survey, unemployment rates for the District
states have been showing substantial improvement
relative to the national experience in recent months.
For example, Illinois’s unemployment rate of 6.5
percent in January of 1993 marked the longest period
of time (six months) that the state had been below the
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nation’s unemployment rate in fourteen years, before
jumping up to 7.9 percent in February. Michigan’s
unemployment rate was 6.8 percent in February of this
year.

RESTRUCTURING PROGRESS
Productivity and Competitiveness

Despite the hardships of the recessions in the early
1980s, Seventh District manufacturers maintained a
strong commitment to modernization. Indeed, despite
a shrinking manufacturing sector, District manufactur-
ers invested on average 5 percent to 10 percent more
per production worker annually than the nation since
1984, Investment lagged only during recession years
and during the rest of the years of recovery when the
high value of the dollar severely depressed export
demand for manufactured goods in the Midwest. In the
District in the second half of the 1980s the combination
of closing inefficient plants and investing in new or
existing plants began to show dramatic gains in pro-
ductivity. For example, estimates based on the rela-
tive improvement in District manufacturing output
using pre-1985 technology with post-1985 technology
suggest efficiency in the District improved about 20
percent more than for the rest of the nation.

Once the exchange value of the dollar began to fall
in the mid- to late-1980s, the revitalized manufacturers
in the District began to regain market share lost in the
1970s and early 1980s. The 1990-91 recession, in some
sense, became a testing ground for the ability of
District manufacturers to sustain their competitive
edge in an environment that required many to produce
well below their most profitable operating rates. Typ-
ically, the District economy had been hard hit by
national recessions, with employment tending to de-
cline by as much as twice the national rate. If manu-
facturers in the District were truly becoming more
competitive, one would expect that they would
weather the recessionary storm more easily than in the
past.

While the nation lost more than 2 million jobs in the
1990-91 recession (about the same as in the 1980—82
period), the District lost only about 300,000 jobs. Since
the onset of recovery, the nation has recorded an
increase of slightly more than 500,000 payroll jobs, an
increase of about 0.5 percent from the recession’s
trough. The District has increased employment about
130,000, or about 0.8 percent from its trough. In other
words, the District has fared somewhat better than the
nation throughout the recession and recovery period,
in marked contrast to its more typical pattern of deep
recession and partial recovery.

Real estate activity in the District has been less
adversely affected than in much of the rest of the
nation. This difference can be explained by the Dis-
trict’s relatively stronger economy in recent years than
that in other parts of the nation and by the relative lack
of speculative excesses in the 1980s. Still, vacancy
rates of commercial buildings in the major metropoli-
tan areas of the District have been rising in recent
years and in some cases are higher than in the nation
as a whole. For example, downtown office vacancy
rates in both Detroit and Chicago have generally been
below national rates for many years. Chicago’s office
vacancy rate rose to 17.7 percent in the third quarter of
1992, virtually equal to the nation, but much of that
increase was due to recent completion of major office
construction projects at a time when the commercial
real estate market was weak. Indianapolis has consis-
tently had vacancy rates above the national average,
but this may reflect in part the fact that Indianapolis
has had a rapidly growing commercial sector. Rapid
expansion of office space may have fueled building
activity in anticipation of future needs, which may not
have been unrealistic given Indianapolis’ growth in the
1980s. In contrast, Detroit’s low office vacancy rate
reflects very little office construction for many years.

Residential real estate activity in the Seventh Dis-
trict has been another strong point in the comparisons
with the nation. By almost any measure—housing
starts, new home sales, or existing home sales—the
District has been outperforming the national housing
market in the early 1990s. For example, housing starts
for single-family homes in the Midwest portion of the
nation rose 25 percent in 1992, compared with 20
percent in the nation as a whole, and the region has
returned to previous peak levels of activity in 1986
while the nation is still about 33 percent below 1986
levels. The reasons for this are similar to the relative
strength in commercial activity, The District has ex-
perienced slow but steady income growth, and housing
values have been in line with this growth. As a result,
the District has avoided the speculative overbuilding
that has been haunting the eastern and western coasts.
Indeed, the District generally can be characterized as
having some of the most affordable housing in the
nation. When the housing market nationally was de-
pressed in 1990 and 1991, District homeowners did not
experience the decline in home values that occurred in
other regions and in many cases were able to enjoy
some of the highest appreciation of housing stock in
the nation during the recent economic recovery.

Industrial Restructuring

A close look behind the progress reveals the fact that
the challenges facing the District economy remain
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formidable. The region’s firms have begun to restruc-
ture in such a way as to be globally competitive. But
this process goes hand in hand with massive and
geographically concentrated layoffs of the region’s
residents. For example, in recent years, restructuring
announcements in the auto industry are perhaps the
most traumatic. GM’s restructuring plans call for
closing up to twenty-eight assembly and parts plants,
many of which are expected to be in the Midwest, and
to reduce its work force by roughly 85,000 white- and
blue-collar workers, with most of the white-collar job
losses concentrated in Michigan. According to recent
estimates, the need for the restructuring can be seen
from production cost comparisons between one or
more domestic producers with low-cost Japanese pro-
ducers. The estimates show that cost differentials with
low-cost Japanese producers on small cars (assuming
full capacity) may have fallen from more than $2,000 in
1982 to less than $500 in 1991.

How have the District’s key manufacturing indus-
tries fared during this recovery? The auto industry has
been improving since mid-1992, leading industrial pro-
duction both in the nation and the District. If recently
announced production plans hold, autos will continue
to boost the District economy. Steel is another indus-
try that has been improving recently, even though
profitability has been elusive. Recent adjustments in
trade restriction arc likely to provide a significant
boost to District steel production in 1993. Finally,
demand for machine tools is being sustained by the
need for the auto industry to keep pace with model
changes of imports and transplants and by the need for
manufacturers to reduce cost and improve quality.
Plans for equipment spending appear to be strong and
should be a key source of strength in the District’s
economy in 1993.

Exports have always been an important component
of the District’s economy, one that has been increasing
over time but which was undermined in the mid-1980s,
when the dollar’s exchange rate was high. Currently,
manufactured exports from the District amount to
about 12 percent (or $49 billion) of the nation’s total. A
primary strength in exports has come from capital
equipment (particularly industrial and electrical
equipment) and scientific instruments. Growth in for-
eign demand for products of these industries during
1991-92 has helped hold up the District economy in an
otherwise sagging export market. In Wisconsin, for
example, nonelectrical machinery (mostly machine
tools) grew at an average annual rate of nearly 20
percent between 1987 and 1991, before slowing to
only 1 percent in 1991 as global markets weakened.
Chemical and transportation equipment industries
have also been important in the export mix but have
been harder hit by the recent slowdown in export

growth (in part because of slower economic growth
overseas).

Because of the relative importance of this latter
group to total District exports, and because of the
special role of trade between Canada and Michigan,
the District’s overall export growth has been held back
in recent years. For example, after outpacing the
nation in 1990 by a substantial margin, District exports
of manufactured goods expanded 8 percent in 1991 and
6 percent in 1992, while nationally exports increased
12 percent and 8 percent. However, if Michigan is
excluded (high volume trade occurs between Michigan
and Canada and, unless the auto industry is directly
involved, Michigan’s volume does not respond to
changes in overseas demand), the comparisons look a
little better, with District exports outpacing the nation
in 1992 by roughly 2 percentage points.

External and global swings in the marketplace, such
as those influencing current demand for capital ma-
chinery and equipment will continue to lie beyond the
influence of either local policymakers, or national
policymakers for that matter. And because the indus-
tries involved are often those who are large employers
at individual locations, the local effects will be severe
for those regions affected.

Agricultural Restructuring

The late 1980s brought substantial recovery to the
farm sector. Farm earnings improved considerably as
rebounding exports and altered farm support programs
trimmed the burdensome crop supplies of the mid-
1980s. The improved returns caused farm asset values
to turn upward. The downturn in farm debt that started
in 1984 continued through 1990, further strengthening
the farm sector balance sheet. Various measures of the
quality of farm debt have improved substantially from
the distressed levels of the mid-1980s and are more in
line with the levels that prevailed before the excesses
of the 1970s. Accordingly, the performance of com-
mercial farm lenders has rebounded sharply.

While the financial condition of the farm sector
today is vastly improved from that of the mid-1980s, it
exhibits a cautious demeanor in spending and contin-
ues to go through considerable restructuring to
achieve greater production efficiencies. Reflecting the
cautious attitudes of farmers, capital expenditures in
the farm sector declined for the second consecutive
year in 1992 and, at $11.2 billion, were well below the
levels of most years over the past two decades. And
despite the relatively strong returns to assets in recent
years, the bidding in farmland transactions has been
lackluster. As a result, the trend in farmland values is
only modestly upward in nominal dollar terms and flat
to slightly downward in real terms.
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The restructuring that still characterizes the farm
sector here and elsewhere is reflected in the continuing
decline in the number of farms. During the 1950s and
the 1960s, farm numbers declined at an annual rate of
3 percent. The rate of decline slowed considerably
during the ‘‘boom’’ times of the 1970s and from 1978 to
1981 farm numbers actually stabilized. But the down-
trend has resumed since then, with the annual rate of
decline over the last eleven years approximating 1.5
percent.

The decline in farm numbers has been especially
apparent among pork producers, a commodity of
particular importance in states comprising the Seventh
Federal Reserve District. The 1987 Census of Agricul-
ture found that the number of farms with hogs was
down 45 percent from nine years earlier nationwide
and down 37 percent in District states. (During the
same time period, the decline in all farm numbers was
closer to one-tenth). Updated information shows that
the number of operations with hogs has declined an
additional 25 percent nationwide since 1987 and about
14 percent in District states.

Several factors are behind the restructuring that
continues to result in shrinking farm numbers and a
greater degree of commodity specialization among
those that remain. But a major factor reflects the need
to achieve scale economies to reduce production costs
per unit of output. With the increasing globalization of
agricultural markets and the likelihood of a further
downscaling of federal government farm income and
price support programs, the focus on achieving scale
economies will no doubt continue in the future. These
restructurings that enhance the production efficiency
of U.S. agriculture may need to be complemented with
redefined rural development and infrastructure invest-
ment policies that, among other things, help to retrain
displaced farmers and provide better job opportunities
for all rural residents. Research on relocation of man-
ufacturing activity shows that a number of nonmetro-
politan counties in our District are achieving growth in
manufacturing employment. But many of these fortu-
nate counties either border metropolitan areas or
enjoy the transportation advantages of an interstate
highway. Many other rural counties could benefit from
efforts to retrain workers and expand off-farm job
opportunities,

The farm sector restructuring has parallel trends
among agribusiness firms that process and distribute
agricultural commodities or manufacture the inputs
used by farmers. Consolidation has been vividly evi-
dent in recent years in the number of meat packers and
processors. Moreover, the emphasis on specialization
has led to a geographical shift of beef processors out of
the Midwest into more western states. Reflecting this,
the share of cattle processed by packing firms in the

five states of the Seventh Federal Reserve District has
declined from 23 percent to 14 percent over the past
two decades. This loss has been only partially offset by
the growing share—from 44 percent to 50 percent—of
the nation’s hogs that are processed by commercial
packers in District states.

Mergers and acquisitions have also been widespread
in the fertilizer, pesticide, seed, and farm machinery
and equipment industries in recent years. The consol-
idation of the farm machinery and equipment industry
has had a sizable repercussion on the states of the
Seventh Federal Reserve District. As purchases of
farm machinery and equipment retreated during the
*‘credit crises’” of the 1980s, U.S. payroll employment
among farm machinery and equipment manufacturers
retreated from a peak of 159,000 in 1979 to a low of
65,000 in 1986. The trend since then has been mixed;
recovering to about 79,000 in 1990 and then retreating
to just over 70,000 last year as the cautious spending
patterns of farmers triggered another slump in sales.
The consolidation suggested by these employment
numbers for farm equipment manufacturers was no
doubt just as extensive in the number of dealerships
and the network of suppliers, distributors, and haulers
that support the farm equipment industry.

CONFRONTING THE CHALLENGES

After periods of economic shocks, a region’s indige-
nous institutions, including its financial lenders and
state and local governments, must take up the chal-
lenges of redevelopment and rebuilding. However,
during such times, their resources are often stretched
thin.

State and Local Government

In the 1990s the District’s state and local governments
are being forced to make structural changes to their
revenue systems and cuts in their service programs
rather than relying on the usual temporary budget
maneuvers that are typical of cyclical downturns.
Despite profound shocks to its economy during the
1980s, Seventh District governments largely avoided
structural changes to revenue systems and services.
Following the weak 1980-82 period, District govern-
ments were able to restore fiscal solvency and repeal
the temporary surcharges that they had imposed to
shore up deficit positions. Today, however, the tepid
pace of economic growth, coupled with overlying
pressures from Medicaid and federal mandates, have
pushed state and local governments to enact tax hikes
and service cuts during the aftermath of the 1990-91
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recession. This pressure has left fewer resources to
assist the region in reinvestment and redevelopment.

The 1980s

The back-to-back recessions of 1980 and 1981-82 were
particularly hard on the Seventh District as illustrated
by a nearly 25 percent drop in Seventh District man-
ufacturing employment from the peak in the first
quarter of 1980 to the trough of the second recession in
the third quarter of 1982. At the same time and for
several years thereafter, the agriculture sector was
plagued by several droughts, debt carryover from the
1970s, and a rising value of the dollar.

The decline in these two key industry sectors had a
strong effect on the District’s state and local fiscal
health. Still District governments managed to weather
the short-lived 1980 recession without having to turn
to major tax increases; they did so by drawing down
relatively healthy fund balances. The recession of
1981-82 proved harder to absorb. Still, District states
managed to forestall major spending cuts and tax
hikes, at least up until the second half of fiscal year
1983. At that time, deficits were so severe, and further
public service cuts so intolerable, that all of the five
states took the unpopular measure of increasing either
income or sales tax rates or both. Nonetheless, the
income tax changes came primarily in the form of
surtaxes that were repealed or expired when recovery
set in. For example, the long-awaited snapback in
consumer spending lifted the Michigan economy in
1983 and 1984, enabling Michigan to cut a temporary
income tax rate hike from 6.35 percent to 5.35 percent
by fall 1984. State and local balance sheets were
replenished so that fiscal conditions in all five states
were fairly strong by the first quarter of 1985.

Relative to East and West Coast states, Seventh
District states tended to increase expenditures at a
slower rate during this period. Also, District states
used this period of improved conditions to bolster their
fiscal structure against future downturns. Michigan
pioneered the creation of a budget stabilization fund,
and other District states began using a series of tech-
niques all designed to put structures in place to cush-
ion government from future economic downturns.

The 1990s

Fiscal prudence has generally allowed the Seventh
District states to avoid the high degree of fiscal
adjustment that has characterized the New England
states and California; however, it has not left the
states insulated from the fiscal stresses that now have
an estimated twenty-two states running structural
deficits.

As both self-initiated programs and federally man-
dated programs have grown, state revenue growth has
been unable to keep up. Mandated prison sentences
are swelling corrections expenditures as prisons must
be constructed to house the swelling inmate popula-
tion. Medicaid, which requires states to match federal
contributions, has also been exploding in terms of
costs as the scope of services covered by Medicaid
have been regularly expanded and the eligible popula-
tion has grown. These costs have shown little prospect
of abating.

Meanwhile the potential for huge additional costs to
be added through more stringent environmental com-
pliance standards looms in the future. Additionally,
unlike the early 1980s, the cyclical strategy of using
surtaxes to cover budget problems in downturns may
need to be abandoned this time. Illinois, for example,
has extended its income tax surcharge through June of
1993 and is now considering making it permanent and
dedicating the proceeds to state government or to local
education rather than sharing the receipts with munic-
ipalities, Michigan voters have recently rejected a
proposal for local property tax relief in the belief that
the state would not have the resources to make up for
the accompanying revenue shortfalls.

State and local governments have also made painful
expenditure cuts. The structural nature of the adjust-
ments now under way in District states is also illus-
trated by the fundamental service programs that have
been the target of cuts. Deep cuts have been made in
popular programs such as general assistance, higher
education, and economic development. For example,
among the first programs to fall under the budget axe
in Michigan was the state’s General Assistance pro-
gram, where 90,000 ‘‘able-bodied’’ recipients were cut
from the rolls. Similarly, state universities throughout
the Seventh District have seen only small increases in
their budgets. From fiscal year 1991 to fiscal year 1993,
the average annual increase in higher education appro-
priations ranged from a high of 3.5 percent in Wiscon-
sin, to a decline of -0.5 percent in Illinois.

So far this year higher education expenditures in
Illinois are down 3 percent through the first half of
fiscal year 1993. At the same time, public universities
have had to raise tuition so as to limit the magnitude of
budget cuts. Similarly, economic development depart-
ments in Illinois and Michigan have been drastically
cut. The state-funded portion of the Illinois Depart-
ment of Commerce and Community Affairs had its
budget cut nearly 80 percent between fiscal year 1991
and fiscal year 1993. Michigan’s Department of Com-
merce saw a 70 percent budget reduction over the
same period.

Because of the uncontrolled growth in Medicaid and
corrections spending, these programs have had to
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absorb greater reductions than would have been the
case in previous downturns.

At the present time, state governments have little
room to maneuver. Both Illinois and Michigan have
exhausted their budget reserves and have exhausted
the usual list of fiscal measures tried by the states to
avoid making more sweeping structural adjustments to
their budgets. Faced with a backlog of bills, both
states will still be in difficult shape even with a
sustained recovery. For example, in fiscal year 1992
Michigan used $150 million from its budget stabiliza-
tion fund, leaving a balance of only $22 million. Even
so, to balance its books, the state had to accrue certain
taxes and delay school aid and revenue sharing pay-
ments to municipalities, In the coming year, without a
budget reserve and having exhausted other fiscal ma-
neuvers, the state will have to make structural changes
in expenditures or revenues to cope with additional
fiscal stresses. In Indiana, lowa, and Wisconsin poten-
tial fiscal maneuvers are also becoming limited. To
keep fiscally healthy, Indiana has been forced to use
more of its budget reserve than it would prefer.
Wisconsin, whose relatively strong economy has made
it better situated than most states, has still relied on
the active use of Governor Thompson’s veto and has
shifted some responsibilities to the local level. Wis-
consin’s revenue department has been looking at the
expanded use of local sales taxes in the state and the
possibility of enabling a local option income tax. In
Iowa, two very austere budgets in 1990-91 and 1991
92, accompanied by employee reductions and some
limited tax increases, have enabled the state to cobble
together a precariously balanced budget, but the state
has no real reserves left to meet any unforeseen
downturns,

Pressures on state government have spilled over
and have been passed along to local governments.
Despite the fact that property taxes are among the
most unpopular of all state and local revenue sources,
the Seventh District tax structure is already more
reliant on property taxes than is the case nationally.

All of the District states, except for Indiana, rely on
property taxes for a larger share of the state and local
revenue mix than is the case nationally. As a result,
efforts to mitigate future increases in property taxes
have been proposed or enacted including property tax
caps in Illinois and Wisconsin. This past autumn,
Michigan failed to pass the ‘‘cut and cap’’ proposal on
the ballot when voters appeared to believe that it was
unrealistic to expect state reimbursement for lost
property tax revenues. In fact, voters were probably
correct in their assessment; state governments have
already passed along their own fiscal pressures to local
governments by delaying or trimming school and mu-
nicipal aid payments. Such efforts to push programs

down to municipalities or to reduce state aid to towns
will further strain the property tax base and impede
efforts to reduce reliance on the property tax base.

Compounding the strain on the property tax base is
the slow growth in assessed values. More conservative
property revaluations and a lack of new construction
are limiting the automatic growth in local revenues,
which towns became accustomed to during the latter
1980s. With a distinct possibility that some state
responsibilities may be shifted to local governments,
proposals will probably emerge to permit towns to
impose new types of taxes to diversify their revenue
base and to avoid even greater reliance on property
taxes.

Rising Medicaid and health care costs will continue
to pressure the state and local sector even if the
current economic expansion accelerates. These costs
have provided the most powerful and persistent fiscal
strain on state governments. What in 1980 consumed 6
percent of state budgets is being projected to consume
28 percent by 1995. The growth rate for Medicaid
expenditures is running at nearly four times that of
revenues, Each year the states have underforecast the
rate of growth in this budget area. As states have had
to provide supplemental funds to cover unanticipated
Medicaid expenses, other budget areas have been
squeezed. For example, two District states, Wisconsin
and Indiana, had to supplement their fiscal year 1992
Medicaid budgets by $67 million and $42 million
respectively. These increases represented supple-
ments of more than 40 percent over the original
Medicaid budgets in these states. Some pressure has
been eased by the enactment of Medicaid provider
taxes in Illinois, Michigan, and Wisconsin. These
taxes force providers to pay tax on the proceeds they
receive from providing Medicaid services and in most
cases have the side effect of increasing the federal
contribution to state Medicaid programs. In Illinois,
Medicaid expenditures twenty years ago were half of
state spending on primary and secondary education.
Today it slightly exceeds that spending.

Concerns for the Future

Longer term, there will be continuing pressures for
increased expenditures on education, infrastructure,
and the environment. These three areas will demand
more government resources in the future. In the case
of education, the District states’ reliance on property
taxes to fund elementary and secondary education
presents two problems. First, property tax revenues
over the near term are unlikely to grow very fast
because of a lack of expansion in the property tax
base. Unless new efficiencies in providing education
are miraculously found and implemented, property tax
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rates will be pressured upward. Given the taxpayer
sentiment against the property tax increases and the
popularity of tax caps in states such as Illinois, the
ability of this tax source to fund the larger educational
expenditures, which will be needed with a growing
school population, will be strained. Second, the reli-
ance on the property tax also creates funding inequal-
ities between school districts. District states have so
far been able to avoid judicial challenges that would
compel an equalization scheme. However, in last fall’s
election, an Illinois referendum that would have re-
quired that the state pay ‘‘the majority’’ of school
funding was narrowly defeated despite receiving better
than 57 percent of the vote; 60 percent was required.
Moreover, court challenges will continue. The success
of any of these initiatives would be severe. To make
equalization schemes at all acceptable to the public,
spending will need to be “‘leveled up,’’ thereby sharply
raising overall revenue requirements.

Infrastructure investments are also being called for,
mostly in the form of repair and replacement of
existing structures. For example, one-third of Chica-
go’s sewer system is more than eighty years old. Given
that the sewer system was designed to have a total life
expectancy averaging ninety years, it is clear that
significant outlays will need to be made in the coming
years. Other basic infrastructure, such as roads and
bridges, are also in need of attention. Because the
District states do not carry heavy levels of indebted-
ness (measures of both bonded debt per capita and per
$1,000 of personal income are low in all District
states), states would ordinarily be in relatively good
shape to issue debt in the form of bonds. However, the
weak rates of revenue growth will make it costly to
issue additional debt because it is uncertain as to
whether future revenues will be sufficient to service
the debt.

Environmental concerns have been added to the list
of long-run concerns. Both states and municipalities
face staggering costs in implementing the environmen-
tal standards included in programs such as the Clean
Air Act Amendments of 1990. A detailed study by the
city of Columbus, Ohio, estimated that the city will
need slightly more than $1 billion to comply with
twenty-two state and federal environmental mandates
over the next ten years. The magnitude of that expen-
diture is best illustrated by the fact that the total city
budget in 1991 was $591 million. Similar compliance
costs can be expected at both the state and local level
in Seventh District states where the industrial and
agricultural heritage of the region will make environ-
mental compliance costs steep. At the state level the
combination of Medicaid and health care costs and
environmental compliance costs has the potential of
consuming the bulk of state budgets. At the local level,

education expenditures (when coupled with these en-
vironmental compliance costs) will have the same
effect—limiting the other program options of govern-
ment.

There are also concerns that the pension systems of
many public employees may be underfunded. Three of
the District’s five state employee pension funds are
severely underfunded, and this has the potential of
making worrisome claims on future revenues. Michi-
gan’s state pension fund has contributions cqual to 66
percent of future liabilities, while Illinois and Indiana
have funding levels of 64 percent and 58 percent
respectively. These states can use a “‘pay as you go’’
strategy to avoid having to make any drastic short-
term adjustments in their levels of contributions. How-
ever, such a policy has two negative repercussions. In
the near term, states have been increasing their imme-
diate pension liabilities and outlays through early
retirement programs aimed at saving overall personnel
costs. But this policy puts immediate strains on cur-
rent operating solvency. Second, state bond ratings
can be unfavorably affected by pay-as-you-go pension
funding, thereby raising borrowing costs because un-
derfunded pensions are usually viewed by agencies as
an indicator of fiscal stress.

Recap

Because of both its own fiscal prudence during the
troubled 1980s and to the more favorable regional
conditions currently prevailing in many parts of the
District, state and local governments have passed
through these troubled times in better shape than
many other regions. Nonetheless, District govern-
ments are as widely diverse as the District’s economy.
For example, state government in Michigan and many
of its local governments, in particular, are susceptible
to the upheavals in the economic base that accompany
plant closings and mass layoffs in the auto industry.
Moreover, District governments in general are far
from insulated from the pressures common to the
entire state and local sector nationally: rising Medicaid
and prison expenditures, federal mandates such as
compliance with environmental regulation, and slowly
growing revenues. As a result, structural changes and
fiscal crisis are evident throughout our District for
many governments that have made painful cuts in
public services and that have raised tax rates or
extended tax surcharges.

Financial Developments in the Seventh Federal
Reserve District

Although the Seventh District did not escape un-
scathed the financial trauma that has afflicted the rest
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of the nation since the early 1980s, it has suffered less
than most other regions. Neither the number of failing
banks nor their assets have been as large, relative to
District totals, as in most other areas of the country.
For the entire Seventh District, only 72, or 2.6 percent,
of District banks failed between 1982 and 1992, as
opposed to 9.7 percent of the banks for the country as
a whole. The annual number of failures in the District
peaked at 14 in 1985, well before the 1989 peak of 206
failures for the entire United States. In large part, the
difference in timing of the District’s banking problems
relative to the rest of the country reflected some previ-
ously noted characteristics of the behavior of the
broader economy. One was the fact, discussed in some
detail above, that the District economy was hit ex-
tremely hard by the 1981-82 downturn relative to other
regions of the country. District banking, in turn, was
strongly affected by the collapse in land prices and
agricultural loan quality problems that accompanied the
disinflationary period that followed. In more recent
years, in contrast, the District was largely spared the
problems experienced by the Southwest associated
with the sharp fall in oil prices beginning in 1986, and
the 1990-91 recession was not as severe in the District
as elsewhere. However, we also like to think that the
lower failure rate in the District over the entire decade
had something to do with the diligence, conservative
loan evaluations, and prompt supervisory intervention
that have characterized our field examiners and super-
visors.

District banks continue to show improving earnings
and capital. In 1992, the average return on equity for
commercial banks in the Seventh District was 11.6
percent, up slightly from 11.3 percent in 1991 but
slightly below the national average of 12.1 percent,
while the average return on assets was 0.90 percent,
up from 0.83 percent in 1991 but also slightly below the
national average of 0.91, While the return on assets of
District banks with assets of less than $1 billion rose
sharply to 1.17 percent in 1992 from (.98 in 1991, that
of District banks with assets of more than $1 billion
slipped slightly to 0.66 percent from .67 percent in the
previous year and remains well below what tradition-
ally have been considered ‘‘normal’’ levels; the same
pattern holds for return on equity. The improving
health of District banks was further attested by the fact
that there has been a 70 percent decline in the number
of lower-rated banks in the District since the end of
1986.

Beset by the erosion of capital by loan losses of the
past decade and new regulatory pressures to increase
capital, District banks strived to increase their capital
ratios in several ways. They have added to retained
earnings by restricting dividends and have gone to
market with new issues of equity and subordinated

debt. To some degree they have adjusted to the tighter
capital constraints by cutting lending and asset
growth. The net effect of these adjustments was that
capital ratios rose for nearly all District banks, with
the average equity capital-to-assets ratio averaging 7.8
percent as of the end of 1992,

A key factor in the improving condition of banks in
the District has been the gradual winding down of their
asset quality problems. Nonperforming loans were
down from 2.1 percent of total loans in the fourth
quarter of 1991 to 1.7 percent of total loans as of the
fourth quarter of 1992, reflecting the improving eco-
nomic conditions and further chargeoffs of the worst
loans. An equally encouraging sign was the sharp
increase in loan-loss reserve coverage at year-end 1992
to 105 percent of nonperforming loans, up from 96
percent in the preceding quarter and from 88 percent at
year-end 1991. In view of the fact that this coverage
ratio has averaged just over 100 percent for District
banks in the past, its current level suggests that most
of the negative effects on bank capital of facing up to
probable loan losses are behind us and will no longer
constitute a drag on new lending.

The ongoing process of consolidation that has char-
acterized our region over the past two decades has
allowed Seventh District banks to become more diver-
sified, in turn, increasing their safety and soundness.
This process was given added impetus by the decision
of District states to open themselves to regional and
nationwide banking. This process is dramatically al-
tering the banking structures of states in the District,
which for many decades had some of the most restric-
tive branching and holding company laws in the na-
tion. Because of the asset quality and earnings prob-
lems encountered by some of the money center and
other larger banks in the Seventh District’s major
financial centers in the mid-1980s, those banks have
not been in a position to take the initiative in geograph-
ical expansion and acquisition activity. Consequently,
the vacuum has been filled by large regional banks
headquartered outside Chicago and, in some cases,
outside the District.

Thrift institutions in the Midwest are also showing
improvement but from a much lower base. Because of
their institutional design, thrift institutions were, of
course, much more vulnerable to the unprecedented
increases in interest rates at the beginning of the 1980s
than commercial banks. Of the District states, only
Illinois had a serious thrift problem, ranking fourth in
the number (forty-seven) of thrift institutions resolved
by the Resolution Trust Corporation between its es-
tablishment in 1989 and year-end 1992 and eighth in
terms of the total assets of resolved institutions ($7.7
billion). Although most of the terminally ill thrift
institutions in the Midwest have now been placed in
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receivership, a formidable cleanup operation is still in
progress. Only four savings and loan associations in
the District remain in the conservatorship program,
and there are eight undercapitalized savings and loans
rated MACRO § that are candidates for conservator-
ship.

It should not be assumed that the health of deposi-
tory institutions in the Seventh District has been fully
restored or that there is no possibility of further
setbacks. There is still general weakness in commer-
cial real estate lending, reflecting the high vacancy
rates and reduced building activity that constitute the
hangover from the binge of the late 1980s. However,
because overbuilding in the 1980s ncver reached the
fever pitch in the District that it did in the Southwest
and New England, the correction has so far been much
more moderate. But while the vacancy rate in Chicago
remained lower throughout the mid-to-late 1980s than
in the nation, it has risen sharply over the past three
years as more space has come on the market—just as
Sears was relocating to the suburbs.

Credit Availability

During the past three years, credit availability re-
mained better in the Midwest than in many other parts
of the country. This was largely the result of the
relatively healthy condition of the District’s banking
organizations. This health not only meant that fewer
banks were forced to reduce their lending, but it also
eased the adjustment for borrowers at banks that were
facing capital and asset quality problems. Indeed,
several of the better capitalized banks in the Seventh
District actively sought to bid away creditworthy
customers from the District’s weaker banks,

In addition, the few midwestern banks that experi-
enced significant asset quality problems had loans
outstanding to borrowers throughout the country. This
diversification had two consequences. First, the fate of
our troubled banks was generally tied to the prospects
for the national economy, not the fortunes of a single
region, as was the case in New England. Second, in
contrast to New England, the disruptions created by
the retrenchment of the troubled banks in our District
were spread across the entire country rather than
being concentrated on borrowers in the District,

But while the District’s banking system remained
relatively healthy, midwestern borrowers could not
completely escape the changes sweeping through U.S.
credit markets. The net effect of these changes has
been to make bank lending more profitable, ending a
long-standing but unsustainable deterioration in the
compensation banks receive for bearing risk. Because
the new pricing structure reflects these risks more
accurately, the ultimate result will be a safer and more

effective financial system. The banking industry’s
transition toward this new, more realistic pricing
structure began to be apparent in spring 1990, accel-
erated dramatically during late 1990 and early 1991,
and was completed by 1992. Several forces, including
changes in bank regulation, drove the restructuring.
However, the three most important forces pushing the
industry down the road to restructuring were the
perceived increase in the risk of the industry’s loan
portfolio, the concomitant increase in industry losses,
and the growing realization that lending could not be
profitable without substantially wider spreads.

As was the case across the nation, District banks
responded to these forces by reducing their exposure
to their largest borrowers and tightening the pricing of
loans and loan commitments to nearly every type of
borrower. Whether poorly capitalized or well-capital-
ized, large or small, urban or rural, virtually every
bank in the Seventh District participated in the shift to
a new, more realistic pricing structure for bank loans.
The upshot has been a slowdown in the growth of
assets held by District banks from 3 percent in 1990 to
1 percent in 1992,

The restructuring of credit markets during 1990 and
1991 was inevitable and, on balance, desirable. Nev-
ertheless, because policymakers did have several tools
at their disposal to ease the transition process, the
Federal Reserve was continually checking for signs
that tight credit was creating significant barriers to the
growth of businesses, either in the District or nation-
ally. However, our contacts with District businesses
and banks suggested that, outside the real estate
sector, District borrowers were still able to obtain
credit, albeit at a higher price. Indeed, the primary
concern of most of the businesses we contacted was
neither the availability nor the price of credit; it was
the economy’s sluggish performance.

At recent meetings of our Small Business and Agri-
cultural Advisory Councils, we have again carefully
reviewed the question of credit availability with the
council members. The view continues to be that banks
have become much more careful in the loan extension
process; credit standards have been raised, documen-
tation requirements have been made more demanding,
and as noted above, spreads and fees have risen.
However, our council members almost universally felt
that adequate credit was generally available.

On the other hand, many council members were
concerned that environmental regulations are making
certain types of transactions unbankable. Leery of the
potential liability, some banks are shying away from a
credit whenever an environmental issue is even a
remote possibility. Those banks that are willing to
proceed are very demanding in their requirements for
complete but costly environmental studies. Both our
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Agricultural and Small Business Advisory Councils
feel strongly that this environmental matter is signifi-
cantly impeding the extension of credit to these key
sectors of our District’s economy.

From the perspective of the District’s banks, the
restructuring of credit markets is now largely com-
plete. Credit terms have ceased to tighten, asset qual-
ity is on the rebound, and most District banking
organizations have now built up a sufficient cushion of
excess capital that they can focus more of their atten-
tion exclusively on the business of lending. However,
this does not mean that District banks will soon again
begin growing at 7 percent or 8 percent a year. In all
likelihood, District borrowers are still adjusting to this
new more realistic pricing structure. As these borrow-
ers find additional ways to economize on bank credit,
their borrowing needs will decrease. This process will
be accelerated by the fact that many businesses are
carrying debt burdens that are inappropriately high for
such a competitive and volatile economic environ-
ment. Until District businesses have fully adjusted to
the new credit market realities, we will continue to see
relatively modest rates of growth at District banks.

CURRENT CONDITIONS
Entering 1993—A Current Assessment

The same challenges and opportunities that have
transformed the District’s economy over the past
fifteen to twenty years can be seen shaping its eco-
nomic performance today. To be sure, the District’s
economy is still doing better relative to the nation in
many sectors, but competitive pressures are continu-
ing to force change. Moreover, the pace of our recov-
ery is lackluster by past standards and concerns of
sustainability remain as much an issuc for the District
as for the nation.

Agriculture

The 1992 crop season was characterized by a record
harvest nationwidc despite some of the most unusual
weather patterns in memory. In our District, record-
breaking outcomes in Illinois, Indiana, and lowa
pushed the five-state corn and soybean harvest about
28 percent above the low year-earlier level and 8
percent above the previous high set in 1985. But the
overall abundance was countered in many areas of the
District-——especially in Michigan and Wisconsin—by
several problems that resulted in a very difficult har-
vest. Cool temperatures during the growing season, an
early frost, and a rainy fall season led to a late harvest,
costly drying charges, and extensive quality discounts

on much of the corn harvested in the northern portions
of our District.

The price implications of the larger harvest will be
only partially cushioned by increased consumption.
Domestic consumption of both corn and soybeans will
likely register further growth during the current mar-
keting year. But compared with the 20 percent decline
in the combined tonnage of corn, soybeans, and soy-
bean meal shipments abroad the past two years, ex-
port prospects for the District’s crop farmers have
improved only marginally this year. This partially
reflects the delinquencies that have led to a suspension
since late November in new government credit guar-
antees to finance shipments to Russia. It also reflects
the evidence that the crops now growing in the South-
ern Hemisphere could produce a banner harvest and
add further to available world supplies.

It now seems clear that the record 1992 crop harvest
will contribute to a large buildup in carryover stocks.
As such, prices of major Seventh District crops have
hovered at fairly low levels. In particular, corn prices
since last September have averaged just over $2 a
bushel, down nearly one-fifth from a year ago and the
lowest in nearly five years. The lower prices will likely
outweigh an increase in government payments and
lead to a decline in earnings of District crop farmers
this year. This will be particularly true for those hit
hardest by the harvesting problems of last fall.

The District’s livestock and dairy farmers are also
experiencing lower prices from expanding production.
The current cyclical upswing among hog farmers has
been under way since the fall of 1990. Per capita pork
production rose 7 percent last year and reached the
highest level since 1981. The latest U.S. Department
of Agriculture estimates show hog numbers nation-
wide are up 4 percent, assuring continued growth in
pork production well into this year. The inventory
estimates for Jowa—by far the largest pork producing
state—show a rise of 8 percent. Among the other
District states, hog numbers are little changed from a
year ago.

The implications of the expanded production on
livestock prices have been partially cushioned by the
improving trends in U.S. meat trade. U.S. pork ex-
ports have grown rapidly in recent years while pork
imports have declined. Nevertheless, hog prices for all
of 1992 averaged about 14 percent less than the year
before, and further slight declines are expected for this
year. Prices for many hog farmers may fall below the
cost of production. However, the more efficient pro-
ducers will likely experience smaller but positive op-
erating returns.

The District’s dairy farmers have witnessed quite
volatile markets in recent years. Last year, milk pro-
duction expanded a little more than 2 percent. Al-



Statements to the Congress 433

though averaging 7 percent higher for all of last year,
milk prices weakened considerably during the latter
half of 1992. Prices are expected to lag year-earlier
levels for much of 1993 until production is pulled into
better balance with market needs. Earnings of dairy
farmers could turn down this year, reversing some of
the gains of last year.

The agricultural sector continues to operate with a
vivid awareness of the devastating setbacks suffered
by farmers and agribusiness firms as the ‘‘agricuitural
credit crises’ of the 1980s washed out the excesses
during the “‘boom’’ of the 1970s. The subsequent
improvement in farm earnings and in the level and
quality of farm debt has been substantial, placing the
industry on much more solid footings for the 1990s.
Yet the actions of farmers and agribusiness firms
reveal a mood of uncertainty and caution. This mood
is tied, in part, to the painful memories of the 1980s. It
also reflects the continuing focus on trimming the
federal budget deficit and the implications for the
safety net provided in farm income and price support
programs. The cautious mood of farmers is also re-
lated to concerns about the longer-run prospects for
export markets that are vital to U.S. agriculture.
These concerns mostly center on the General Agree-
ment on Tariffs and Trade and North American Free
Trade Agreement ncgotiations and the changing econ-
omies of Eastern Europe and the former Union of
Soviet Socialist Republics,

The near-term prospects for Midwest farmers are
somewhat mixed. A record crop harvest last fall and
the ongoing expansion among livestock producers will
continue to weigh heavily on prices of major Midwest
farm commodities. Conversely, an expanded volume
of crop and livestock marketings and a sizable increase
in government payments to crop producers will hold
gross farm earnings close to last year’s relatively high
level. Farm production costs will likely be flat again
this year due to moderating pressures on input prices
and a slight decline in crop acreage.

Industry

The District’s economy in January and February of
this year has been leading the nation in many key
sectors, particularly manufacturing, retail trade, and
housing activity. For example, the recent gains in
District manufacturing have been broad based, with
producers of steel, appliances, autos, and heavy-duty
trucks all reporting improvements as they enter 1993,
Appliance producers, in fact, reported a surge in
production at the end of 1992, in part linked to
improving housing demand but also to an effort by
dealers to stock up on 1992 models before new energy
efficiency standards take effect on newer models. Steel

producers are booking orders as far as two quarters
ahead because of the desire of some customers to
ensure deliveries. However, profit margins are de-
pressed, and one producer has scheduled two price
increases on cold rolled steel for the first half of 1993 in
hopes of raising the price of a ton of steel above costs.
Class 8 heavy-duty truck producers report that public
freight carriers have been ordering trucks in large
quantities since July 1992, with the current order
intake rate running at an impressive 180,000 units
annually, triggered in part by pent-up demand but also
by higher fuel-efficiency standards on new models.
Sales of Class 8 trucks in 1992 were up sharply (20
percent) from a year earlier but only reached 119,000
units, a good improvement from last year but still well
under peak levels of former years. One producer is
expecting sales to reach as high as 160,000 units in
1993, which would be near the previous peak level in
1988.

Still, a key reason for the strength in manufacturing
activity has been the increase in car and light truck
assembly in the fourth quarter of 1992 and first quarter
of 1993. If assembly plans hold for the remainder of the
first quarter, the auto industry will have its highest
(seasonally adjusted) quarter of assemblies in four
years, benefiting not only District assembly plants but
also the steel, fabricating, and auto-supplier industries
located in the District.

The competitive strength and diversity of District
producers among sectors that are doing relatively well
is reflected not only in our direct talks with producers
but also in surveys that provide a broader scope to our
District coverage. For example, purchasing managers’
surveys from around the District are providing a direct
confirmation of what corporate executives are report-
ing. The production components of purchasing man-
agers’ surveys from around the District, including
Detroit, indicate moderately expanding production
activity in early 1993. In fact, the production compo-
nent of the Chicago survey reached its highest level
since 1988. This continuing strength in the auto and
other manufacturing industries should help sustain the
District’s relatively favorable showing for retail sales
and employment in recent months.

Reports on District retail sales in January and Feb-
ruary are indicating continued strength in spending
after the strong Christmas selling season last year, For
example, a large department store in the District has
told us that year-over-year sales growth has contin-
ued, despite the fact that sales were quite strong at this
time last year and weather in February was unseason-
ably harsh. District gains were concentrated in sea-
sonal merchandise, household goods, and big-ticket
items in general. Several retailers in Michigan, includ-
ing the Detroit area, had better-than-expected sales
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gains in January and February. Such gains are in line
with government data on growth in personal income,
which showed District states on average doing slightly
better than the national average through the third
quarter of 1992 (most recent data available). Never-
theless, several established retail chains in the District
are facing stiff competition from new discount chains
that are aggressively moving into the District—in some
cases occupying buildings left behind by those retail
chains that are retrenching.

The strength in demand for home furnishings and
appliances indicated by District retailers is derived in
part from the continuing gains in the District’s housing
sector. A major realtor in the Chicago area has told us
that single family home sales in January were the
second best January ever for the company, exceeded
only by last year, when warm weather combined with
a pickup in market share to produce a surge in sales.
February is running ahead of last year, however, so
that the year-to-date gap with last year is quickly
closing (again despite the occurrence of the coldest
weather of the winter in February). For the state of
Illinois as a whole, realtors were seeing accelerating
existing home sales through the fourth quarter of last
year. A building materials supplier in Michigan has
been experiencing double-digit sales growth in January
and reported that builders in the area expect housing
sales in the area to be at double digit rates for 1993,

Employment growth remains the primary concern
for the sustainability of the District’s, as well as the
nation’s, recovery. While employment gains in Janu-
ary and February of 1993 continue to be hard won,
various sources of information indicate employment in
the District has continued to increase. For example,
the employment component of the Chicago purchasing
managers’ survey, after bottoming out in early 1991,
reached a five-year high in January and then backed off
in February. A January survey of metalworking firms
in the greater Chicago area showed that hiring activity
was strong and that some businesses were beginning to
find shortages of skilled workers. And, it should be
noted that the recent benchmark revisions for payroll
employment in Michigan showed an upward revision
of more than 70,000 jobs (which would mean that the
state’s employment today is about half of the way back
to its prerecession peak rather than virtually flat over
the recovery as indicated by the original data). Finally,
Manpower Inc., which surveys businesses quarterly,
reported a net increase in the number of midwestern
firms expecting to hire workers in the second quarter
of 1993 of 18 percent, compared with 16 percent in the
nation as a whole. Most firms in the District were more
optimistic in the latest Manpower report, with even
Michigan firms expecting more hiring activity (with the
exception of those located in Detroit).

Despite these indicators of an employment pickup,
most large businesses in the District either have hiring
freezes in place or are actively downsizing their work-
force. Overtime is running at high levels, and demand
for temporary help is strong. But the decisions to hire
permanent workers are being made sparingly and with
the greatest reluctance and will continue to be until the
recovery shows greater staying power than it has to
date. The recent announcement by Dow Chemical in
Midland, Michigan, of pending layoffs, however, still
illustrates the problem of job creation.

While the auto industry has been a boost to the
District’s economy recently, it may also be a source of
instability because of the concern that car sales will
not match industry expectations of 13.5 to 14 million
units in 1993 (an increase of as much as a one million
in unit sales of cars and light trucks over 1992). Auto
production for the second quarter of 1993 is expected
to be above year-ago rates but could show a decline
from the seasonally adjusted annual rate in the first
quarter. One reason is that Ford and Chrysler will be
closing plants earlier than usual to make model change-
overs.

How much of a cutback in auto production occurs in
the second quarter will ultimately be determined by
auto sales strength. In the first two months of 1993,
light truck sales have been quite strong, with mid-
February ten-day sales rates at more than 5.0 million
units (annual rates), compared with last quarter’s near-
record sales rate of 4.8 million units. However, car
sales have been a different story. Car sales have been
running at about 6.4 million units through mid-Febru-
ary (except for the first ten days of January), which is
about equal to the fourth-quarter rate and in the last
ten-day period, sales slumped to 5.5 million units for
cars and to 3.8 million units for light trucks, which
industry analysts attribute to consumer concerns
about higher taxes. Still, Big Three producers are
better positioned to increase their market share than in
the past, in part because imports have been increasing
prices at a faster pace than the Big Three and in part
because Big Three quality has generally improved.
Still, sales will have to increase in the second quarter
if the industry is to maintain second-quarter produc-
tion schedules. While it is encouraging that retail sales
in general have not experienced a retrenchment on the
part of the consumer, one has to believe that new
sources of disposable income through employment
growth will be needed to sustain growth in consumer
spending.

In assessing the role of the Seventh District econ-
omy in the current environment, it must be remem-
bered that the Seventh District’s economy has been
playing an unaccustomed role in the national economy
in the early 1990s—that of a stabilizing force in eco-
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nomic growth. In the past, the District has been highly
cyclical, accounting for much of the nation’s job losses
in recession and much of the job gains in the early
stages of recovery. To be sure, the District’s cyclical-
ity was augmented by the long-term decline of its
manufacturing sector. The District’s manufacturing
sector is no longer shrinking and may indeed be
regaining some of the market share lost in past years.
And, its improved competitiveness may also be mak-
ing its cyclical industries less sensitive to cyclical
swings in the national economy. This is because the
District’s cyclical industries are better able to hold on
to market share (because of their improved competi-
tiveness) than in the past. Moreover, the District
should be less directly affected by the defense industry
cutbacks. However, because the District is vulnerable
to a sudden downturn, if the national economy weak-
ens, | would be cautious about relying too much on the
District’s economy to be an engine of economic ex-
pansion indefinitely.

Monetary Policy: Meeting the Challenges

Recognizing the problems confronting the District, 1
have consistently favored monetary policy actions that
would foster financial conditions necessary for sus-
tainable economic growth. It has been obvious from
our continuing and extensive contacts in the District
that the economy would need assistance to deal with
the significant structural drags on job creation and
growth. It has also been clear that the needed adjust-
ments would be painful, but a vital, growing national
economy cannot be assured as long as there are
significant financial and industrial imbalances. Re-
structuring has resulted in major gains in productivity
for District firms. But as much as productivity gains
are needed to maintain competitiveness and promote
Jong-term economic growth in our District, there is a
continuing concern about what this means for job
creation and the income gains necessary to generate
improved standards of living.

In my view, the role of monetary policy in this
environment is to provide a financial environment that
will assist in correcting the financial imbalances and
restructuring issues discussed above. The basic goal of
monetary policy must be to maximize the economic
well-being of the nation as a whole. This means
promoting financial conditions consistent with maxi-
mum sustainable growth. Specifically, it is my view
that it is incumbent upon monetary policy to maintain
a level of sustainable growth in the economy accom-
panied by sufficient job creation to absorb new work-
ers and sufficient investment to ensure our ability to
produce and compete in today’s global economy. This
is not to say that we can or should ignore other aspects

of our environment such as inflation or other signals of
long term problems but that these conditions need to
be considered in light of the real performance of the
economy,

As you well know, our economy over the past few
years has been experiencing significant difficulties in
maintaining an adequate rate of real growth. Economic
progress has been uneven across both regions and
industries. Economic statistics during this period have
not always provided sufficient information to form an
adequate picture of the economy. In this environment
I have, consequently, tended to rely heavily on infor-
mation from our Boards of Directors in Chicago and
Detroit, our Small Business and Agriculture Advisory
Councils, groups of industry observers meeting with
us, frequent individual contacts with District firms,
and continued participation in regional economic de-
velopment groups in all of our District states, as well
as major contacts through the Council of Great Lakes
Governors and the Council of Great Lake Industries.
These types of contacts in the Seventh District and
elsewhere in the Federal Reserve System are ex-
tremely helpful in the formulation of monetary policy.
As | see it, examination of District conditions is an
important tool in keeping the monetary policy process
in touch with challenges faced by the economy.

The most recent economic downturn provides a
graphic illustration of exactly why it is so important to
keep policy firmly grounded to local business condi-
tions. Given the low level of inventories, the quick
response by firms to the shortfall in demand, and
falling interest rates, both economic theory and most
forecasting models suggested that the recession should
have ended quickly and that without any additional
policy actions the economy should have experienced a
solid bounceback in jobs and growth,

It was our contact with local businesses, banks, and
other groups that suggested that the recovery was
much slower than usual getting started and was likely
to be fragile. The debt buildup of the 1980s and the
substantial requirements to restructure corporations
that had grown larger than their markets could sustain
were going to generate a significant drag on economic
activity. Interest rates were reduced well in advance of
the slowdown and continued to ease over this period
despite periodic indications that the economy was on
the verge of taking off.

Since mid-1989, the Federal Open Market Committe
has taken actions that resulted in the federal funds rate
falling from a high of 97 percent to 3 percent today, a
reduction of more than 673 basis points. The discount
rate and the three-month Treasury bill rates are at their
lowest levels since 1963 and the thirty-year bond,
which has a somewhat shorter history, is at its lowest
rate in history. I believe that without the types of
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District concerns and contacts that keep the policy
process in tune with the underlying economy, far less
would have been done and the economy would have
faced a far harsher retrenchment. Remember that
economists basing their analysis entirely on economic
statistics would have us believe that the recovery
began in early 1991. While this time is correct in a
statistical sense, contact with the District suggested
that the recovery was much slower getting started than
usual and that continued policy actions were neces-
sary,

Monetary policy needs to remain sensitive to cur-
rent economic conditions and challenges. Policy must
take into account the whole range of economic expe-
riences and special characteristics of each period.
Inflation posed major problems for long-term growth
in the early 1980s. Today, in my assessment, we are
operating in an economic environment that could be
described as approaching price stability. In the current
environment, job creation and balance sheet restruc-
turing are the major challenges facing monetary pol-
icy. This is not a change in philosophy or goals but a

simple recognition of what today’s problems are ver-
sus yesterday’s. At today’s 3 percent inflation rate,
inflation does not represent the same type of threat to
the economy that it did at 10 percent. But we should
not forget that this very significant improvement in
inflation was achieved at a very high cost in both
human and economic terms and that if growth were
allowed to exceed its long-run potential for an ex-
tended period of time that inflation would return.
Generating the maximum sustainable growth rate for
the economy must remain the primary and essential
mission of monetary policy.

In conclusion, I would like to reiterate that while I
am guardedly optimistic about the economy both in
my District and in the nation, it is the issues of
structural impediments to growth and job creation, in
terms of debt levels, international competition, and
other issues of restructuring that dominate the eco-
nomic landscape. If we continue to make progress on
these fundamental issues and begin to see an increase
in employment levels, the economic outlook for the
next few years is quite positive. d

Statement by Thomus C. Melzer, President, Federal
Reserve Bank of St. Louis, before the Committee on
Banking, Housing, and Urban Affairs, U.S. Senate,
March 10, 1993

I welcome the opportunity to discuss the economy of
the Eighth Federal Reserve District and my views on
monetary policy. As many of you know, one of my
responsibilities as a Reserve Bank president is to
gather information about the economy of my District
and report on it at Federal Open Market Committee
meetings. This information—along with similar infor-
mation from the other Federal Reserve Districts—
serves as a backdrop to our discussion on monetary
policy.

At the Federal Reserve Bank of St. Louis, we
monitor economic conditions in both the nation and
the Eighth Federal Reserve District, which includes
the State of Arkansas and parts of Illinois, Indiana,
Kentucky, Mississippi, Missouri, and Tennessee.!
Reserve Banks monitor the national and regional
economies in a variety of ways. For example, we
routinely collect economic information from various
official sources, both private and public.

1. The attachment to this statement is available from the Federal
Reserve Bank of St, Louis, St. Louis, MQ 63166,

Because of the lags in published data, we also
attempt to acquire more timely information through
informal means. By interacting regularly with Dis-
trict individuals—in 1992, Research Department
economists and I participated in approximately 150
programs in our District—we learn firsthand about
economic conditions. Through these programs as
well as our daily interaction with the District com-
munity, we gather information on economic condi-
tions from consumers, labor leaders, homebuilders,
bankers, educators, and business people from both
small and large firms. Besides collecting information,
we solicit opinions and questions on banking and
monetary policies, as well as learn how they may be
affecting individuals in the District. Although fre-
quently anecdotal, this information can sometimes
signal an important trend before it is apparent in the
published data.

ECONOMIC STRUCTURE OF THE DISTRICT

Let me note some facts about the Eighth District
economy. Based on the most recent county data, the
District share of personal income in the nation is 4.3
percent. If we include each of the seven District states
in its entirety, that share is 13.3 percent. Per capita
disposable personal income levels in District states are
below the national average.
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The economies of the Eighth District and the nation
are very diverse and roughly similar in structure.
Some differences, however, are worth noting. Table 1
compares the composition of output for the Eighth
District and the entire United States.2 The table shows
the following:

« The Eighth District tends to be more manufactur-
ing-intensive in both durable and nondurable goods
than the United States. Nondurables sectors in the
District with comparatively high production include
rubber and plastic products, food, apparel, paper
products, and chemicals. Durables sectors with com-
paratively high output include transportation equip-
ment—particularly motor vehicles—fabricated metals
and wood products.

» The District economy is a major agricultural pro-
ducer, supplying significant portions of the national
output of corn, cotton, rice, and soybeans.

*» Transportation services are a relatively important
contributor to the District economy, reflecting an
extensive network of navigable rivers, the strong
presence of railroads, and such airline transportation
companies as Federal Express and United Parcel
Service.

RECENT ECONOMIC PERFORMANCE IN THE
EIGHTH DISTRICT

Although the 1990-91 recession and restructuring
have affected both the national and Eighth District
economies, the District has fared somewhat better
than the nation.

Pockets of Strength

One of the characteristics of a diverse economy is that,
even when an economy slows, some regions or sectors
may moderate the slowdown. This situation has been
observed in our area in recent years, as certain pock-
ets within the District have grown rapidly, bolstering
the economic fortunes of our District. Examples fol-
low:

» Northern Arkansas has experienced substantial
economic growth in the past few years. The north-
western part is home to some of the nation’s fastest-
growing companies: Wal-Mart, Tyson Foods, and J.B.
Hunt Transport Services. Nucor, as well as several

2. For these purposes, the District’s economic output is assumed to
be composed of the total output of the states of’ Arkansas, Kentucky,
Missouri, and Tennessee. This convention is used because the major-
ity of economic activity in Indiana, Illinois, and Mississippi is not in
the Eighth District. Morcover, the absence of timely data at the
county level prevents the presentation of up-to-date data for only the
Eighth District.

small steel manufacturers, have located in northeast-
ern Arkansas.

» Bowling Green, Kentucky, has attracted major
industrial plants, including International Paper and the
James River Corporation,

* Memphis, already a significant transportation and
distribution center, has exhibited substantial real
growth. In December, total payroll employment was
1.8 percent higher than year earlier, real retail sales
were up 31 percent, and the area unemployment rate
stood at 5.5 percent, well below the 7 percent national
average.

Employment, Unemployment, and
Restructuring

Payroll employment data provide a useful measure
with which to compare the Eighth District and the
nation during the recession and the recovery to date.
U.S. payroll employment fell at a 2.2 percent annual
rate during the recession from July 1990 to March
1991. District employment declined as well but at
one-half the national rate. In contrast to previous
recovery periods, U.S. payroll employment has essen-
tially remained unchanged since the March 1991 reces-
sion trough, whereas Eighth District payroll employ-
ment has grown, although only at a 0.5 percent annual
rate.

The employment growth comparison for the District
and the United States is repeated in unemployment
data. The increase in the District unemployment rate
in the 1990-91 recession was only two-thirds that in
the nation. In the recovery, the unemployment rate for
the District fell to 5.8 percent by the end of 1992—its
prerecssion level—while the unemployment rate for
the United States remained well above its prerecession
level.

Increases in District service-sector employment in
the aftermath of the recent recession more than offset
the continued job losses in the goods-producing sec-
tor. District foods-producing employment, after de-
creasing at a 6.4 percent rate during the recession, has
continued to fall in the recovery, although at a signif-
icantly reduced annual rate of 0.1 percent. In contrast
to the District experience, national job growth in
services has not been enough to make up for job losses
in manufacturing.

The Eighth District has not escaped employment
restructuring. Substantial employment changes oc-
curred in transportation equipment, including both
automobile and aerospace manufacturers. Many of the
changes in the District aerospace industry are directly
related to reductions in spending on national defense.
During the 1990-91 recession, employment in trans-
portation equipment declined at an annual rate of 15.3
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percent in the District and 8.9 percent nationally.
Since the March 1991 recession trough, employment in
this industrial classification has declined 3.4 percent in
the nation but increased 0.4 percent in the District, an
increase that is, nonetheless, below the norm for
previous recoveries. Since mid-1990, McDonnell Dou-
glas, the nation’s largest defense contractor, has cut
back employment in St. Louis by roughly 13,000.
While many of those laid off have found jobs in St.
Louis and elsewhere, manufacturing employment in
St. Louis in 1992 was 5,000 below its level for 1991 and
21,200 below its level for 1990.

Banking

The economic health of the Eighth District is also
reflected in the performance of its banks. Over the past
decade, Eighth District banks have generally outper-
formed banks of similar size in other parts of the
country. The somewhat better historical performance
of District banks reflects their comparatively low
ratios of overhead expenses to assets and ratios of loan
losses to assets.

This historical pattern is repeated in recent national
and District bank performance. In the third quarter of
1992, District banks recorded return on average as-
sets—a measure of bank profitability—of 1.17 percent,
well above the industry benchmark of | percent and
the national average of 1.06 percent. District banks
also outperformed the banks in the nation in terms of
return on average equity, despite net interest margins
that closely matched the national pattern.

Recent improvements in the spread between rates
earned on loans and rates paid on deposits have
undoubtedly contributed to the current strength in
commercial bank earnings nationwide. Several other
factors, however, account for the comparatively
strong performance of District banks:

* Because the region’s economy fared relatively well
during the 1990-91 recession, District banks recorded
lower levels of nonperforming loans as a percentage of
each loan category—consumer, commercial and real
estate—than did most of their national peers. Lower
ratios of nonperforming loans generally translate into
lower loan losses.

« The relatively small building boom, especially in
commercial real estate, in the Eighth District during
the mid- and late-1980s left District banks less subject
to loan losses from real estate suffered by banks in
other regions.

+ The comparatively conservative composition of
District bank real estate loan portfolios is reflected in
relatively high proportions of first and second single-
family mortgages in their real estate loan portfolios.
Such loans tend to have lower nonperforming and loss

rates than other types of real estate loans. Currently,
nonperforming ratios for all types of real estate loans
are lower at District banks than at national peer banks.

* Over the past five years, District banks have
consistently had capital ratios that exceed regulatory
minimums, At the end of the third quarter of 1992,
only one of the District’s 1,200 failed to meet the
‘‘adequately capitalized’’ requirement under the
prompt corrective action provisions of the Federal
Deposit Insurance Corporation Improvement Act of
1991 (FDICIA). Even more impressive is the fact that
only twelve District banks failed to meet the tougher
“well capitalized’’ standards under FDICIA. Be-
cause District banks generally have capital ratios that
exceeds regulatory minimums, they are well-posi-
tioned to meet demands for loans and other banking
services.

All in all, it is fair to say that the economy of the
Eighth District has been relatively stable in light of
national developments. The diverse nature of the
District economy has contributed to this stability, with
pockets of strength more than offsetting areas of
weakness. Such overall stability is backed by the
strength of the banking sector. This optimistic evalu-
ation does not ignore the significant structural adjust-
ments that are occurring in certain sectors and regions.
Nevertheless, in my judgment, were it not for these
unusually large structural adjustments, economic
growth in the District would be comparable with that
of earlier recoveries.

VIEWS ON MONETARY POLICY

I would now like to turn to my views on monetary
policy. As I stated initially, the monitoring of regional
economic conditions provides useful insights that con-
tribute to the monetary policymaking process. The
input of Reserve Bank presidents, who are briefed on
a broad range of economic viewpoints, enriches Fed-
eral Open Market Committee discussions of national
economic conditions. Such deliberations provide the
backdrop for formulating monetary policy. Nonethe-
less, monetary policy decisions necessarily must be
made for the nation as a whole, regardless of the
conditions in any one District.

In reaching judgments on policy, I try to keep
several factors in mind. They include the following:
the goals of economic policy, the role of monetary
policy in achieving such goals, the usefulness and
limitations of contercyclical monetary policy actions,
and the importance of an indicator to gauge the thrust
to monetary policy actions over time. I will discuss
each of these issues briefly.
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GOALS

The goals of economic policy include maximum sus-
tainable growth of the economy, a high level of em-
ployment, and stability in the purchasing power of the
dollar. At one time there was thought to be a tradeoft
between policies pursuing growth and those aimed at
price stability. We now know that maximum sustain-
able economic growth is achieved when changes in the
price level cease to be a factor in economic decision-
making. It is no accident that the most advanced
industrial countries and the newly industrialized and
fast-growing Asian economies have been compara-
tively successful in keeping price levels stable.

It cannot be emphasized too strongly that reason-
ably stable prices create an environment conducive to
long-range planning, as resources are used produc-
tively and not expended on inflation hedges. Removing
the distorting effects of inflation from real price signals
enhances market efficiency. Low and stable inflation
also helps to keep interest rates low by removing the
premium that investors require to compensate them-
selves both for expected losses due to rising prices and
for the risks of making long-term commitments in a
world with price-level uncertainty.

ROLE OF MONETARY POLICY

In the long run, monetary policy only affects prices.
Stimulative monetary policy actions cannot increase
the economy’s long-run growth. The potential for
economic growth is determined by real factors such as
the growth in the labor force, capital investment, and
increases in productivity. Accordingly, the role of
monetary policy in achieving our long-run economic
goals is limited.

Countercyclical Policy

Countercyclical monetary policy, however, may be
appropriate in the short turn. Monetary policy actions
can lay the foundation for recovery by bolstering
sagging monetary growth rates during a recession and
can avoid an upward spiral in inflation and interest
rates by moderating excessive monetary growth dur-
ing an economic expansion. But monetary policy is a
blunt tool. Both the magnitude and timing of the
effects of countercyclical monetary policy actions on
the real economy are uncertain. Excessive countercy-
clical monetary policy actions are destabilizing be-
cause they necessitate policy reversals down the road.
Consequently, one must avoid sowing the seeds for
the next inflation when fighting recession or sowing the
seeds for the next recession when fighting inflation.

Monetary Policy Indicators

Finally, it is essential to have indicators of the thrust of
monetary policy actions to gauge whether monetary
policy has been excessively tight or easy. Such indi-
cators should be tied closely to Federal Reserve
actions, which primarily involve adding or draining
reserves available to the banking system. This ap-
proach leads me to monitor the behavior of total
reserves, the monetary base, and the M1 monetary
aggregate. These variables, observed over relatively
long periods, provide a reasonable gauge of the stance
of monetary policy.

The behavior of broader monetary and credit aggre-
gates, such as M2, can also be useful in formulating
and evaluating monetary policy. Averaged over three-
to five-year intervals, M2 growth has been an indicator
of the growth of nominal spending, although this
relationship is now being reevaluated. But monetary
policy is too complex to be described solely by the
behavior of a single variable, especially one over
which the Federal Reserve has only limited control.

The portion of M2 that is most directly affected by
Federal Reserve actions, M1, has risen at double-digit
rates during the past two years, as have total reserves
and the adjusted monetary base. The slow overall
growth of M2 has been due entirely to its non-M1
components, which Federal Reserve actions affect
only indirectly. The growth of these components has
been affected by the very steep yield curve, the rise in
deposit insurance premiums, the need for higher cap-
ital ratios, increased regulatory oversight, weak credit
demand, and continuation of the longer-run trend
channeling credit away from depository intermediar-
ies. Consequently, M2 growth has slowed despite the
Federal Reserve’s considerable efforts to raise it.

CONCLUSION

There is no simple rule for assessing the appropriate-
ness of monetary policy at each point in time. Consid-
erable judgment is required in setting policy. Thus, the
Federal Open Market Committee benefits greatly from
the diversity of views that are advanced under its
current structure. Ultimately, the effectiveness of
monetary policy must be evaluated based on results—
and the record of the past decade is reasonably good.
Despite unusually large federal budget deficits, com-
plicated international developments, and significant
financial market restructuring and disruptions, mone-
tary policy has been successful in reducing inflation
during a long period of moderate economic growth.
Although set back by the recession and a slow recov-
ery, monetary policy has made substantial progress in
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regaining credibility with respect to controlling infla-
tion and has laid the foundation for a sustainable,
low-inflationary expansion in the 1990s. No one can

know what the future holds, but if accelerating infla-
tion is behind us, the real economy will be on a firm
footing for genuine progress in the years ahead. O

Statement by Gary H. Stern, President, Federal Re-
serve Bank of Minneapolis, before the Committee on
Banking, Housing, and Urban Affuirs, U.S. Senate,
March 10, 1993

I appreciate this opportunity to discuss with you
economic conditions in the Ninth Federal Reserve
District and my views on monetary policy. Largely by
avoiding the swings of the national economy, the
Ninth Federal Reserve District's economy has grown
steadily but unspectacularly since 1985. In 1985 the
nation was expanding, but the District was still af-
fected by problems in its natural resource-based in-
dustries. Now, the District’s economy is somewhat
stronger than the nation’s. In recent years, while the
nation’s economy was sluggish, the Ninth District’s
economy—Iless affected by reductions in defense
spending and falling commercial real estate prices—
grew at a faster rate.

UNSPECTACULAR BUT STEADY

Close to three-fourths of Ninth District business lead-
ers responding to a poll conducted by the Federal
Reserve Bank of Minneapolis last fall said their com-
munities’ economies were doing better than the na-
tion's. Personal income growth since the trough of the
1990-91 recession supports their observations: In-
come in the District’s four complete states grew faster
than in the nation.! And in 1992 the District’s banks,
buoyed by favorable interest rate spreads and strong
demand for residential loans, had their best year in a
decade. This performance is in marked contrast to
March 1985, when the nation was in its ninth quarter of
recovery, but the District’s states, except Minnesota,
were expanding more slowly than the nation. In fact,
between the fourth quarter of 1982 and the first quarter
of 1985, South Dakota, North Dakota, and Montana
ranked forty-fourth, forty-eighth, and forty-ninth re-
spectively in annual growth. During this time the
District’s banks mirrored the real economy, especially
in rural areas, and in 1986 banks had their worst
performance in years.

1. The attachment to this statement is available from the Federal
Reserve Bank of Minneapolis, Minneapolis, MN 55401.

The defense expenditure buildup of the mid-1980s
and the commercial real estate expansion largely by-
passed the Ninth District; therefore, when these in-
dustries suffered in the early 1990s, the region’s per-
formance did not deteriorate as much as the nation’s.

The Ninth District’s relative improvement, how-
ever, is more than the avoidance of the economic
swings that have occurred nationally (indeed, the
District has experienced its own cycles, particularly
within its natural resource-based industries). My trav-
els across the Ninth District and visits with its leaders,
along with articles in the fedgazette, the Federal
Reserve Bank of Minneapolis’ regional business and
economics newspaper, reveal considerable vitality and
adaptability. Increased exports, growing output from
industries created by new technologies, expanding
tourism, and Canadian cross-border shopping have
enabled the region to advance, despite persistent prob-
lems in its important natural resource-based indus-
tries.

MANY ACRES, MANY RESOURCES, FEW PEOPLE

The Ninth District covers a big area but has a small
population. Montana, North Dakota, South Dakota,
Minnesota, the Upper Peninsula of Michigan, and
northwestern Wisconsin make up nearly 12 percent of
the total land area of the United States but contain
only 3 percent of its population.

Natural resource-based industries are important in
the District but are no longer the driving force they
once were. Still, these District industries produce
about 16 percent of the nation’s agricultural output, 11
percent of mining, and 9 percent of forest products.
Such industries are especially important in the Dis-
trict’s three western states, accounting for 26 percent
of North Dakota’s total output, 22 percent of Monta-
na’s, and 20 percent of South Dakota’s.

These sectors—agriculture, mining and energy, and
forestry—have long been important in the Ninth Dis-
trict, but, in general, they are no longer dynamic
engines of growth. Instead, these sectors struggle to
earn modest profits, maintain employment levels, and
replace obsolescent machinery. Agriculture, along
with mining and energy, went through a roughly
parallel cycle of a 1970s surge followed by a 1980s
slowdown and a weak recovery into the 1990s. The
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forest products sector has followed a different pattern
but faces structural problems of its own.

AGRICULTURE’S IMPACT

The rural financial crisis was at its height in 1985,
Concerns for the agricultural and rural economies
dominated board of directors and advisory council
sessions as well as many of my meetings across the
District throughout the late 1980s.

Agriculture experienced wrenching adjustmeats in
the 1980s. Good crop prices and low real interest rates
led to the quadrupling of land prices between 1970 and
1980. But these factors turned negative in the 1980s
and pushed agricultural profitability and land values
into a slump. From 1980 to 1987, Ninth District land
prices declined 35 percent to 60 percent, and foreclo-
sures increased markedly.

Now the spate of bankruptcies is over. Farm in-
comes have climbed slowly from mid-1980s lows.
Total agricultural debt dropped 30 percent from 1984
to 1990 as lenders wrote off and farmers paid down
debt. Land prices stabilized and then rose; by 1992,
unadjusted for inflation, they roughly had regained
their 1984 levels.

But farm profitability remains tenuous and highly
influenced by exchange rates and government support
programs. At a recent meeting of our advisory council,
one member noted that farmers are broken into two
groups: well-capitalized and highly leveraged. Well-
capitalized farmers who have not become highly lever-
aged make reasonable profits, continue to invest in
new machinery and facilities, and service debt without
problems. But those farmers who were highly lever-
aged in the early 1980s, even if they escaped liquida-
tion, still face high debt loads, carn only minimal
profits at current prices, and are unable to make
substantial new investments.

Moreover, small rural towns continue to lose busi-
nesses as retailing moves toward larger regional cen-
ters. Similarly, the number of farm implement dealers
and agricultural input suppliers shrank notably during
the 1980s, putting further pressure on the economies of
smaller towns.

PRESSURE ON PRICES AND EMPILLOYMENT
IN MINING AND ENERGY

As in agriculture, the metal mining and energy indus-
tries in the Ninth District have experienced financial
pressures since the mid-1980s. Ninth District metal
mines extract iron ore on the fringes of Lake Superior,
copper in the same area and in Montana, and gold in

South Dakota and Montana. Coal and oil production
are important in both North Dakota and Montana.

Iron ore is by far the District’s most important
mining sector in terms of employment and value of
output. Output grew through the 1970s, declined in the
early 1980s, recovered somewhat by 1990, and is again
in a slump. Iron mining employment in Minnesota has
dropped about 20 percent since 1985. Our remaining
ores are low grade and require expensive processing,
making it hard for existing iron mines to compete with
more recently developed high-grade sources in Latin
America. The industry has cut costs, reduced staffing,
improved technical efficiencies, and undergone finan-
cial restructuring.

Copper and gold are also important mining products
in the Ninth District. These mines have important
local employment and spending impacts in northern
Wisconsin, the Upper Peninsula, western South Da-
kota, and Montana. Qutput and employment have
been essentially stable over the past eight years in
spite of fluctuating prices and limited profitability.

At present, both copper and gold prices are low;
copper and gold mine layoffs have occurred recently in
Michigan and South Dakota. Few new mines, which
are capital-intensive and involve long lead times, are
being developed because of current depressed prices.
Some officials are concerned that employment and
output may thus shrink as ore deposits in existing
mines are exhausted.

In the 1970s, coal and oil development apparently
faced a bright future in North Dakota and Montana.
But these hopes slumped with falling oil prices in the
1980s. While coal production has remained relatively
stable, oil output has declined, and both oil explora-
tion and new coal mine development are at a virtual
standstill.

EXCESS CAPACITY PLAGUES PAPER INDUSTRY

Since the mid-1980s, the forest products industries
have faced problems somewhat different from those of
agriculture and mining and energy. The paper industry
in Minnesota, Wisconsin, and Michigan is an impor-
tant source of employment and is value-added. In the
late 1980s, we heard reports of substantial new con-
struction or renovation of paper mills. But now the
industry is in the middle of a long slump marked by
excess capacity nationwide, stagnant prices, and lim-
ited profitability. Industry officials do not expect
prices to recover for another three years, it was
reported at our most recent advisory council meeting.
Several mills have laid off workers and are running at
less than capacity.
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FORESTRY FACES SHRINKING RESOURCES
AND TECHNOLOGICAL CHANGE

In Montana and western South Dakota, the forest
products industry consists of traditional lumber produc-
tion, with most timber cut from national forests. As in
the Pacific Northwest, available timber supplies are
shrinking because of depletion of stocks of mature trees
and somewhat tighter environmental regulations. Prices
bid for cutting rights are rising dramatically, and profits
are squeezed tightly, even at current high lumber
prices, according to directors’ reports. This situation is
apparently a long-term one; output and employment
can be expected to continue to shrink. Although this
particular sector is not large relative to the entire Ninth
District economy, effects on employment and spending
may be painful to some communities.

But at the eastern end of the District a whole new
sector is emerging. The late 1980s saw substantial
construction of plants that use new technology to
produce plywood substitutes from what were consid-
ered low-value trees. Several such plants, built in
Minnesota, Wisconsin, and Michigan over the past
decade, are currently running at capacity.

DISTRICT AVOIDS DECLINE IN MANUFACTURING

While many natural resource-based industries were
struggling, other District industries escaped the vagar-
ies of national economic swings. This is especially true
of defense spending and its effect on the District’s
manufacturing employment. Although several Ninth
District communities were, and still are, vulnerable to
base closings, defense spending cutbacks were ex-
pected to hit the Pacific, New England, and South
Atlantic census regions the hardest. Likewise, Ninth
District manufacturing employment was essentially
unchanged over the past two years, while nationally it
dropped by about 3.5 percent.

While defense orders have been shrinking, manufac-
turing exports have been increasing for the nation, and
District manufacturers have been as successful as their
national counterparts when it comes to exporting.
Between 1987 and 1991 growth in manufactured ex-
ports totaled at least 55 percent in the District and
nation.

Avoiding defense cutbacks’ full brunt and partici-
pating in the export surge have not kept the Ninth
District from plant closings and layoffs, but the region
has been able to offset many of them. Over the years,
Minneapolis-St. Paul has blossomed into a major
computer manufacturing center. However, the bloom
is now off; these firms have been laying off workers.
Nevertheless, the Twin Cities still generates high-tech

manufacturing jobs; during the last two years, the
increase in instrument manufacturing jobs, primarily
medical devices, offset the decrease in computer man-
ufacturing jobs.

Outside Minneapolis—St. Paul, manufacturing is re-
silient as well. I periodically travel to Ninth District
communities as part of my District Dialogue program,
and in Aberdeen, South Dakota, and Eau Claire,
Wisconsin, business leaders report that they have
been able to atiract firms to help compensate for major
plant closings.

DiSTRICT CONSTRUCTION EMPLOYMENT RISES
AS NATION’S DECLINES

Ninth District construction, like manufacturing, is also
resilient. Although Minneapolis—St. Paul’s office va-
cancy rate rivals the nation’s, commercial construc-
tion is expanding in Grand Forks, North Dakota,
Rochester, Minnesota, and Sioux Falls, South Dakota.
Moreover, some communities are experiencing a surge
in residential construction. Western Montana, for ex-
ample, is benefiting from an in-migration of West
Coast residents. Thus, over the past two years Ninth
District overall construction employment has risen
about 1.5 percent, in contrast to its decline at the
national level.

In services, as in manufacturing and construction,
the Ninth District’s performance recently surpassed
the nation’s. During the past two years, employment
in services has increased about 4 percent in the region,
well above the increase in the nation as a whole.

TELECOMMUNICATIONS BRINGS JOBS
TO THE REGION

Service industries from outside the District are using
advances in telecommunications to access the region’s
labor force. In the past twelve years, bank credit card
processors, notably Citibank, have become a major
South Dakota industry. They now account for about
5,000 jobs in Sioux Falls, 6 percent of the city’s
employment. These jobs are not limited only to the
region’s cities and towns; a Salt Lake City firm has
hired farmers and rural residents in northeastern Mon-
tana to work out of their homes.

MORE PEOPLE TRAVEL TO DISTRICT
The Ninth District also has benefited from rising

tourism. Part of this increase comes from the region’s
exposure in movies—Dances With Wolves and A River
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Runs Through It, for example. New attractions, such
as the Twin Cities’ Mall of America and casino gam-
bling, are also pulling people into the region. More-
over, the dollar’s decline has made U.S. travel attrac-
tive to foreigners.

CLOSER TIES TO CANADA HELPING BORDER
COMMUNITIES

The Ninth District’s proximity to Canada has also
benefited the region. Although the impact of the U.S .~
Canada Free Trade Agreement cannot be easily sorted
out from exchange rates and other factors, a 1991
fedgazette poll revealed that Canadian business, partic-
ularly in border communities, had increased since the
agreement’s implementation. Furthermore, in my Dia-
logue trips to Grand Forks and Minot, North Dakota,
and Great Falls, Montana, residents reported how
Canadian shoppers are buoying these communities.

Last year, however, the Canadian dollar fell relative
to the U.S. dollar, and at recent advisory council
meetings, a slowing of cross-border traffic into North
Dakota and Montana was reported. Moreover, the
Canadian government has recently taken measures,
such as tougher duty-free limits, to discourage cross-
border shopping.

UNEMPLOYMENT DECLINES

The region avoided the full effect of the economic
slowdown of the early 1990s, but the region’s busi-
nesses have also taken advantage of the opportunities
offered by changes in the economy. Consequently, the
Ninth District has scored well on one important test for
a regional economy—Keeping its unemployment low,
The United States essentially has the same unemploy-
ment rate today as it did in 1985, but unemployment
rates have declined in Ninth District states.

While District unemployment rates have been de-
clining, prices and wages have not been increasing as
fast as they did nationally. Between 1985 and 1992,
the Minneapolis—St. Paul consumer price index rose
at a 3.3 percent annual rate, compared with about a 4
percent rate nationally. During the same period,
hourly manufacturing wages increased more slowly
in the District than they did nationally.

BANKING INDUSTRY IMPROVES WITH ECONOMY
As the District’s economy improved, so did the bank-

ing industry. For example, the return on average
assets (ROAA) of Ninth District banks more than

doubled between 1986 and 1992, By 1986, the lagging
effects of the 1981-82 recession, the mid-1980s agri-
cultural siump, and problems with loans to developing
countries had combined to weaken all types of banks,
but agricultural banks were particularly stressed.
However, by 1992, District banks reported their high-
est average ROAA in a decade.

In addition to the increased average ROAA for all
District banks between 1986 and 1992, another mea-
sure of the solid improvement is a reduction in the
number of banks reporting losses. Only seventeen
banks reported losses for the first three quarters of
1992, about 2 percent of the District total, compared
with 279 for 1986, or 20 percent of all banks.

RESIDENTIAL MORTGAGES DRIVE CURRENT
LENDING GROWTH

As discussed earlier, 1986 was a year of retrenching for
many banks, so it is not surprising that loan volumes
were low. Loan growth then improved through 1988,
but in 1990 and 1991 credit quality problems surfaced
with commercial loans, in particular commercial real
estate and highly leveraged transactions.

By 1992, loan growth had improved again, but the
composition of loans changed and was more heavily
weighted toward residential mortgages. Favorable
long-term interest rates spurred a substantial volume
of mortgage refinancings as well as new loans for
purchases of new and existing residential real estate.
Moderate growth occurred in multifamily residential
lending and agricultural lending. Loans to businesses
and financial institutions and nonresidential loans to
individuals all declined in 1992, It is also interesting
to note that banks participating in our seasonal
borrowing program were more aggressive in making
agricultural and small business loans than were those
that did not participate. Also, despite recent con-
cerns about banks investing in securities instead of
making loans, District banks’ proportion of securi-
ties, as a percent of total assets, was unchanged in
1992 from 1986.

ASSET QUALITY, INTEREST INCOME,
AND CAPITAL IMPROVE

Concurrently with loan growth, asset quality has
improved. The ratio of noncurrent loans to total
equity peaked in 1986 and has been declining since
then; loan-loss reserve coverage ratios have also
improved since 1986; and net charge-offs to average
loans have declined significantly since 1986, mirror-
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ing the trends of noncurrent loans to total loans and
provision expense to average assets.

But also noteworthy was the improvement in 1992
net interest income, which is the difference between
interest earnings and interest expense. Short-term
interest rates have declined from mid-1991 levels,
and banks substantially lowered rates paid on retail
deposits, thus reducing banks’ funding costs.

Bank capital levels have been rising, in part, because
of stronger earnings performance and, in part, because
of tougher risk-based capital rules. Also, total equity to
assets has shown significant improvement since 1990.

BANKING INDUSTRY FACES RESTRUCTURING

The number of Ninth District banks declined 17 percent
between the end of 1986 and the third quarter of 1992
(from 1,363 to 1,143). This reduction was caused by
consolidation through acquisitions, by bank failures, and
by changes in some states’ laws that allowed affiliate
mergers.

There have been thirty-four bank failures in the District
since 1986, when problem bank numbers peaked, ac-
counting for 14 percent of the reduction in banks.

VIEWS ON MONETARY POLICY

In the broadest sense, and taking a long-run perspec-
tive, the object of monetary policy is, it seems to me,

to attain the highest possible living standards for our
citizens over time. In order to give this goal opera-
tional meaning, the Federal Reserve, in my view,
should seek to achieve, over time, maximum sustain-
able growth of real output.

My reading of the accumulated evidence on eco-
nomic performance both here and abroad is that in the
long run the most significant contribution monetary
policy can make to achieving maximum sustainable
growth in real output is to foster price stability. That
is, I am convinced that in the long run, price stability
goes hand in hand with sustained economic prosperity.
The two goals are not antithetical, and, indeed, price
stability is best thought of as a means to the end of
sustained prosperity.

In the short run, we in the Federal Reserve may
indeed find it appropriate to respond to incoming
financial and economic information to keep the econ-
omy on, or to return it to, its potential growth path.
But, it seems to me, our short-run response should
in general be cautious because of uncertainty both
about the state of the economy and about the ef-
fects of policy on the economy. Moreover, we need
to avoid the problem of turning long-run policy
into a sequence of short-run decisions. If followed,
such an approach runs the risk of adopting a strat-
egy that is persistently inflationary or contrac-
tionary, depending on conditions prevailing when it
is adopted. O

Statement by Thomas M. Hoenig, President, Federal
Reserve Bank of Kansas City, before the Committee
on Banking, Housing, and Urban Affairs, U.S.
Senate, March 10, 1993

As President of the Federal Reserve Bank of Kansas
City, I am pleased to address this Senate committee.
The Kansas City Bank serves the Tenth Federal
Reserve District, which includes Colorado, Kansas,
Nebraska, Oklahoma, Wyoming, the northern half of
New Mexico, and the western third of Missouri. We
operate branches in Denver, Oklahoma City, and
Omaha.

Spanning the heartland, the Tenth District has tra-
ditionally relied on its natural resource industries. As a
share of total output, for example, agriculture and
energy are roughly twice as important to our economy
as to the national economy. However, after severe
farm and energy recessions in the 1980s, our economy
has become more diverse. The region’s manufacturing
base is growing, a wide range of service firms is

flourishing, and tourism is anchoring growth in some
parts of the District.

Thanks, in part, to this more diverse economic base,
the District economy felt less sting from the national
recession of 1990-91 and has outpaced the nation
throughout the recovery. The recent experience of the
District is a sharp reversal from the 1980s, when our
region consistently trailed the national economy be-
cause of farm and energy recessions and a regional
downturn in real estate.

My testimony will discuss current economic condi-
tions and prospects for growth in the Tenth Federal
Reserve District. 1 will also share my views of the
national economy and the role for monetary policy. In
brief, the District economy grew at a moderate pace in
1992 and will probably grow moderately again in 1993,
roughly matching the growth pace of the national
economy. I expect the nation’s recovery to stay on
track, picking up momentum over the course of the
year, and my view regarding monetary policy is that it
should promote maximum sustainable growth within
an environment of price stability.
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RECENT PEFORMANCE OF THE TENTH DISTRICT
ECONOMY

The economy of the Tenth Federal Reserve District
grew moderately in 1992. Contributing to growth were
the construction and retail sectors, which were gener-
ally strong across the seven-state region. Agriculture
also posted a good year, with bumper crops and solid
livestock profits. Energy activity remained sluggish,
but there was a spurt of new drilling in the fourth
quarter as exploration firms took advantage of expiring
tax credits for coal-seam gas. Manufacturing activity
slumped across the District, matching similar weak-
ness nationwide.

The District economy grew faster than the national
economy in 1992, based on two broad economic
gauges. Real personal income in the District grew 2.3
percent from the third quarter of 1991 to the third
quarter of 1992 (the last period for which data are
available), compared with a 1.7 percent gain in the
nation. Employment in the District grew 1.2 percent
from the fourth quarter of 1991 to the fourth quarter of
1992, compared with 0.4 percent growth in the nation.

District Economy Outpaces the Nation

The Tenth District economy has been outperforming
the nation throughout the recovery. Since the reces-
sion ended in March 1991, the District has added jobs
at an annual rate of 1.1 percent, while employment in
the nation has edged up at an annual rate of 0.2
percent. What accounts for the more buoyant econ-
omy in our region?

® Farm recovery. The farm economy, in contrast
with some other parts of the national economy, has
enjoyed a strong recovery. In the mid-1980s, agricul-
ture suffered a severe downturn, as export markets
and farmland values both declined. Since then, farm-
ers have posted record or near-record net cash in-
comes, allowing them to put their financial house in
order. Farmland values are still well below the peaks
of the early 1980s, but farmers and their lenders are in
solid financial condition. Strong farm income has also
helped buoy business conditions in many rural com-
munities across the region.

® Stable energy industry. The District’s energy
industry has stabilized after going through its own
recession in the 1980s. Energy-dependent areas of the
District, from Wyoming to Okiahoma, experienced
downturns after oil prices plummeted in 1986. In the
wake of lower oil prices, the energy industry down-
sized. Although painful, the correction was relatively
quick. More recently, the industry has steadied, being
neither a significant source of strength, as in the early
1980s, nor a drag, as in the late 1980s.

® Strong construction activity. Chiefly responsible
for maintaining the region’s lead over the nation during
the recovery has been a booming construction sector.
Construction jobs in the District have grown at an
annual rate of 2.8 percent throughout the recovery,
compared with a decline at an annual rate of 1.8
percent in the nation. Construction activity has been
robust in virtually all categories. Residential building
in the region has surged, largely in response to lower
mortgage rates. Nonresidential and nonbuilding con-
struction have benefited from a fairly large number of
public building projects under way in District states.
The best example of such activity is the new Denver
International Airport, which will be completed this
year. Commercial real estate has been stable, with
declining office vacancy rates and few new projects
under way.

® Strong financial institutions. The District’s finan-
cial institutions are generally strong, having recovered
from the farm, energy, and real estate problems they
faced in the 1980s. Earnings, asset quality, reserve
coverage, and capital coverage are at their highest
levels since the early 1980s. Tenth District banks have
also outperformed banks in the rest of the nation in
1992 in all of these dimensions. Moreover, District
employment in financial services has continued to
grow during the recovery, in contrast to a decline in
the nation.

® Buoyant trade and services. Wholesale and retail
trade activity have grown steadily in the District
throughout the recovery. The region has continued to
attract wholesale firms due to its central location, and
retail activity has been solid because of the District’s
overall growth in jobs and income. District employ-
ment in wholesale and retail trade has grown during
the recovery, while national employment in these
sectors has shrunk. Similarly, the District’s service
sector has grown faster than the nation’s because of
continued expansion in business services, health care,
and tourism. Tourism activity, despite a sluggish na-
tional economy, has been especially strong in the
Rocky Mountains and in the newly developed tourist
areas of southern Missouri.

While several sectors have helped buoy the Tenth
District economy, manufacturing activity in the Dis-
trict has been as weak as in the nation. Durable goods
production has been especially weak in the District,
and jobs in durables industries have fallen at an annual
rate of 2.5 percent during the recovery. Automobile
production, which is important to the District econ-
omy, posted a rise at District auto plants during the
1992 model year; however, jobs in the industry have
continued to drop. The general aviation industry,
which is concentrated in the Tenth District, is continu-
ing to suffer from weak sales. The slump in commer-
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cial aircraft is also hurting Wichita’s economy, where
Boeing recently announced a layoff affecting 6,000
workers in 1993 and 1,000 in 1994, Defense cuts have
hurt in some areas and particularly in the State of
Missouri. Nondurable goods production has also been
weak in the District, where jobs in nondurables indus-
tries have grown at an annual rate of only 0.1 percent.

Mixed Performance in District States

In a District that spans seven states from the Ozarks to
the Rockies, it is not surprising that economic perfor-
mance has varied by state. Overall, job growth in six
of the seven states has outpaced the nation. Employ-
ment growth in the recovery has been strong in Colo-
rado and Kansas and weaker in Missouri and Okla-
homa.

® Colorado. Colorado’s economy has grown at a
robust pace throughout the recovery, with job growth
averaging 2.6 percent a year. Construction in the state
has boomed. Strong population growth and low mort-
gage rates have led to a spurt in housing starts and
rising home prices. The new Denver airport and high-
way improvements across the state have also bol-
stered construction activity. Services and tourism
have also been quite strong, helping to offset weakness
in mining and manufacturing.

® Kansas. The diverse Kansas economy has grown
solidly throughout the recovery, adding jobs at an
average rate of 1.6 percent a year, The state’s service
sector has been strong, with steady gains in business
and personal services, particularly in the Kansas City
metropolitan area. Construction has been boosted by a
strong residential market and a pickup in public infra-
structure projects. The state’s important farm econ-
omy is prosperous due to high cattle prices and a large
wheat harvest. The general aviation, automobile, and
energy sectors remain weak, but they have only
slightly dampened what has been a healthy state
economy overall.

® New Mexico. The New Mexico economy has
grown steadily in the recovery. Employment in the
state has increased at an annual rate of 1.7 percent,
with services and government activity providing the
greatest strength. New Mexico’s defense labs and
installations have benefited somewhat from defense
cuts elsewhere in the nation, and state and local
government employment has increased. Tourism has
also been a plus for the northern half of the state.
Partly offsetting the strength in these sectors, manu-
facturing and mining have been somewhat weaker than
in the two top states.

® Nebraska. Nebraska’s economy has grown mod-
estly during the recovery. The state’s job rolls have
grown at an annual rate of 0.9 percent. Despite slug-

gish job growth, the state’s unemployment rate is less
than 3 percent, one of the lowest in the nation. The
state’s nondurable manufacturing, dominated by food
processing, has remained buoyant. Healthy wholesale
trade and service sectors have also helped bolster
Nebraska’s economy. Most of the state’s economic
gains, however, have been in metropolitan areas and
smaller cities that serve as trade centers for their
surrounding areas. Rural parts of the state continue to
languish.

® Wyoming. Wyoming’s economy has posted mod-
est growth during the recovery, adding jobs at an
annual rate of 0.8 percent. The state’s energy-based
mining industry remains weak, although production of
soda ash-—used in glassmaking—has benefited from
stronger construction activity across the nation. Ser-
vice growth has been solid, mainly due to tourism-
related development. Tourist destinations have contin-
ued to grow faster than other parts of the state.

® Missouri. Throughout the recovery, Missouri’s
economy has grown more slowly than most other
District states due to its heavy reliance on manufac-
turing. Kansas City, which depends less on manufac-
turing, has fared better than the eastern part of the
state. Overall, Missouri’s job rolls have grown at an
annual rate of 0.4 percent throughout the recovery.
Employment in manufacturing has fallen at an annual
rate of 1.5 percent during the recovery. Durables indus-
tries, the backbone of the state’s industrial base, have
been especially weak. The manufacturing slump has
been partly offset by healthy gains in service employ-
ment. A strong farm economy, meanwhile, has buoyed
local economies in rural parts of the state, and south-
western Missouri has been strong because of tourism.

® Oklahoma. Oklahoma has been the District’s
weakest economy during the recovery. Employment
has declined at an annual rate of 0.1 percent since the
recovery began. The state’s key energy sector remains
depressed, even after a mild upturn in drilling late last
year. Manufacturing has generally been weak, despite
improved auto production in the state during the 1992
model year. Trade and construction activity in the
state has sagged during the past two years.

OUTLOOK FOR THE TENTH DISTRICT ECONOMY

I expect the Tenth District economy to grow at a
moderate pace in 1993. Preliminary indicators suggest
the District economy is off to a good start this year.
Retailers report that consumer spending, which picked
up toward year-end, has continued to be relatively
strong in January and February. Moreover, banks in
the District report strengthening loan demand, and
farm income is rising slightly.
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Survey of Economic Advisory Council

To provide current information on the District’s eco-
nomic prospects, it is useful to highlight a recent
survey we conducted of our Tenth District Economic
Advisory Council members and to report their expec-
tations for 1993. With representatives from small bus-
iness, agriculture, labor, and consumer interests, the
council serves as a valuable source of economic infor-
mation throughout our region and provides useful
views on the overall stance of Federal Reserve mon-
etary policy (council members are listed in the Appen-
dix).!

Our District advisory council is optimistic about the
region’s economy in 1993. They report improved sales
early in the year, both for their firms and in their
communities. The sales gains are reported from a
diverse mix of firms—from food processors to building
materials suppliers.

Most council members expect their profits to im-
prove in 1993 because of both increased sales and
further cost cutting. A substantial majority of council
members also report a general air of economic opti-
mism in their communities. In line with their expecta-
tions, a majority of council members plan to increase
capital spending in 1993. Nearly all of the council
members that plan to expand spending this year expect
credit to be readily available.

Council members also report that employment
growth is currently lagging behind other business
indicators. The number of firms adding workers so far
this year just about equals the number of firms not
adding workers. Similarly, council members are
evenly divided between those planning to increase
employment this year and those planning no new jobs.
Only one council member plans to cut jobs in 1993,

Outlook for District Industries

Additional information that points to moderate growth
in the District economy in 1993 is the outlook for key
District industries. We expect agriculture to remain
strong, energy to remain stable, construction to slow,
and manufacturing to improve.

e Agriculture. The District farm economy should
stay on its recovery course in 1993. Livestock produc-
ers’ profits are expected to remain strong, but last
year’s bumper harvest will hold down crop prices. The
effect of lower crop prices on farmers’ incomes in 1993
will be cushioned by larger sales volumes and bigger
government payments to farmers. Farm income may

|. The attachment to this statement is available from the Federal
Reserve Bank of Kansas City, Kansas City, MO 64198-0001.

therefore edge up, although there may be little im-
provement in the industry’s already strong balance
sheet.

The expected conclusion of two important trade
pacts this year, the Uruguay Round of General Agree-
ment on Tariffs and Trade negotiations and the North
American Frce Trade Agreement, will have a critical
effect on the farm economy’s long-term outlook. The
District farm economy stands to reap substantial ben-
efits from freer agricultural trade.

® Energy. The energy industry will probably be
stable in 1993, with little change in overall activity.
Currently, drilling activity is edging down from the
spurt in the fourth quarter of 1992. With oil prices
likely to remain relatively flat, there is little prospect
for significant change in an industry that is operating at
a fraction of the activity reached a decade ago.

® Construction. Building activity may slow some-
what in our region in 1993. Large housing inventories
that accumulated across the region in 1992 will require
some time to be absorbed. Moreover, some big public
projects, such as the Denver airport, will wind down
this year.

® Manufacturing. Manufacturing will probably pick
up in 1993 as the national economy improves. Factory
production in the region will benefit from a likely
increase in consumer spending on durables. Defense
cutbacks will continue to hurt some parts of the
District.

Overall, I expect the Tenth District economy to
grow at a moderate pace in 1993, roughly equal to the
nation’s pace. The nation’s ongoing recovery will also
have an important bearing on the growth we achieve in
our District. Improvement in the national economy
will be a prerequisite to a rebound in District factory
production, much of which is sold in national and
international markets.

THE NATIONAL OUTLOOK AND MONETARY
PoLicy

Turning to the national outlook, I expect the national
economy to continue to grow moderately in 1993. Real
GDP growth should pick up over the year, averaging
about 3 percent from the fourth quarter of 1992 to the
fourth quarter of 1993. With continued moderate
growth, inflation will likely edge down to just below
3 percent.

The economy in 1993 will benefit from the effects of
past easings of monetary policy. The current low level
of interest rates will spur spending on consumer dura-
ble goods, business fixed investment, and housing. In
addition, the cconomy will gain momentum as busi-
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nesses build inventories in anticipation of stronger
domestic demand.

Other sectors of the economy will contribute little to
economic growth in 1993, Net exports are likely to slip
as sluggish growth abroad limits U.S. export growth
and the expansion at home boosts U.S. imports. And
total government spending is not expected to change
substantially relative to a year ago.

Structural factors will also influence the pace of the
national expansion. Balance sheet improvements
among households, businesses, and financial institu-
tions will lend support to the recovery. Although the
restructuring of balance sheets is still under way,
considerable progress has been made in reducing debt
burdens. Acting to dampen overall growth in 1993 will
be the continuing shift of resources from defense to
nondefense industries.

Inflation is likely to continue to decline in 1993. With
the unemployment rate expected to fall gradually
through the year—to 6.9 percent in the fourth quar-
ter—wage pressures will remain modest. Wage mod-
eration, therefore, should help dampen inflation fur-
ther. I expect consumer price index inflation to decline
to about 2.8 percent in 1993 on a fourth-quarter over
fourth-quarter basis.

Given this economic outlook, I believe the current
stance of monetary policy is appropriate. Past mone-
tary policy easings—which I supported last year as a
voting member of the Federal Open Market Commit-
tee—have contributed to the improvement we are

seeing in interest-sensitive sectors, such as housing
and investment.

I think we all agree that the goal of monetary policy
is to promote maximum sustainable growth over
time. In the near term, Federal Reserve policy
should be geared toward fostering a solid expansion,
thereby encouraging job growth and the investment
spending needed to spur the economy’s potential
growth rate. But just as important, and consistent
with this goal, the Federal Reserve must work to-
ward ensuring an environment of price stability. Low
inflation is a prerequisite to an efficiently operating
economy and to the achievement of maximum
growth over time.

For the foreseeable future, the Federal Reserve will
need to monitor a wide range of information in con-
ducting monetary policy. As you have heard from
Chairman Greenspan, the monetary aggregates, in
particular, will probably not be as informative as in the
past. Relationships among the aggregates and the
economy are changing as more lending and borrowing
are taking place outside the depository sector. Indeed,
fundamental changes in credit markets are under way
worldwide. Thus, in assessing the state of the econ-
omy and the stance of monetary policy, we will
monitor a wide range of financial and economic indi-
cators—in the Tenth District, nationally, and interna-
tionally. And monetary policy will be responsive and
flexible in the face of a rapidly changing and challeng-
ing economic environment. O

Statement by Robert D. McTeer, Jr., President, Fed-
eral Reserve Bank of Dallas, before the Committee on
Banking, Housing, and Urban Affairs, U.S. Senate,
March 10, 1993

I am pleased to respond to your request to share my
views on monetary policy and the state of the econ-
omy in the Eleventh Federal Reserve District. The
economy of the Eleventh District, which includes
Texas, southern New Mexico, and northern Louisi-
ana, has fared somewhat better than the national
average during the past three years.! In part, we have
done better because the economy was rebounding
from the sharp contraction that took place after 1986.
Measured by employment, our region managed to
avoid recession but not sluggish recovery. After the
U.S. recovery began in April 1991, District employ-

1. The attachment to this statement is available from the Federal
Reserve Bank of Dallas, Dallas, TX 75222.

ment growth weakened, and unemployment began to
rise. Our employment growth slowed below trend, and
our unemployment rates increased to national levels,
especially in areas vulnerable to defense cuts. Even
with these weaknesses, however, employment in the
three states has grown by 194,000 since the trough in
the national economy.

OVERVIEW OF THE ELEVENTH DISTRICT
EcoNOMY

The relative strength of our economy derives, in part,
from trade with Mexico. Exports from Texas to Mex-
ico rose 16.5 percent in 1991 and jumped another 22
percent in 1992. Exports in 1992 amounted to $19
billion, which represented 4.7 percent of gross state
product. District industries benefiting most from in-
creased Mexican trade include chemicals, food and
kindred products, transportation equipment, electric



Statements to the Congress 449

and electronic equipment, furniture and fixtures, and
apparel.

Our border cities have shown the strongest growth,
both in terms of manufacturing employment and in
retail sales. Geographically, San Antonio and Austin
are doing better than Houston and Dallas-Fort Worth.
Fort Worth has been hardest hit by defense cuts, while
Houston has felt the brunt of energy cutbacks.

Restructuring away from energy continues to make
our economic profile more like the nation’s, but that
restructuring, like similar adjustments across the na-
tion, continues to exact a human toll. Within our
District, the performance of New Mexico is similar to
that of Texas, while that of Louisiana has been some-
what weaker.

Except for commercial real estate, construction has
been a recent source of strength and jobs in our region.
Residential permits last year were the highest since
1986, the year of the oil bust. Office vacancy rates,
however, have not recovered much. One lesson from
our District is that the overhang of commercial real
estate lasts a long time.

The financial condition of our banks has improved
over the past two years, and bank lending has stabi-
lized for the first time since 1985. Nonetheless, the
credit crunch has been very real in the Southwest.
While it has eased somewhat during the past year, the
credit crunch continues to impede job growth in small-
and medium-sized businesses that rely on banks for
credit.

A Stronger Growth Trend

With most sectors of the District’s economy outper-
forming their national counterparts, a stronger long-
term growth trend may be the principal factor contrib-
uting to employment growing faster in the District than
in the nation during the recovery. Since 1970, the trend
rate of growth in District employment has been 2.9
percent annually, while the trend rate of growth in
U.S. employment has been 2.1 percent annually. Since
the trough in March 1991, employment gains in both
the District and the United States have been about
equally below their long-term trends. In the District,
employment has grown at a (0.9 percent annual rate
since March 1991, while U.S. employment has grown
at a 0.3 percent annual rate.

Several factors contribute to the District’s stronger
growth trend. First, the state and local fiscal policies in
the District have struck a favorable balance between
the provision of government services and the taxes
required to finance them. Second, politicai and social
factors in the District states are generally favorable to
economic growth. Third, the populations of New
Mexico and Texas are younger than the U.S. average.

A Growing Similarity to the National Economy

The changing composition of the District economy has
made it more like the rest of the United States. In
1982, the District had a more prominent energy sector
and less prominent service and manufacturing sectors.
Since that year, the District’s energy sector has con-
tracted, its service sector has grown in importance,
and its manufacturing sector has declined less than the
nation’s manufacturing sector.

Late in the U.S. recession, the District economy
showed the effects of its growing similarity to the U.S.
economy. The influence of the national recession on
the District economy was most evident during the first
two quarters of 1991. The national economy experi-
enced its sharpest contractions from November 1990
through March 1991.

During the recovery, the performance of the District
economy has remained similar to that of the nation’s.
Since March 1991, District employment has grown at
an annual rate 2 percentage points below its long-term
trend rate of growth, while U.S. employment has
grown at an annual rate 1.8 percentage points below its
long-term trend rate of growth.

Business Restructuring

As in much of the nation, one source of weakness in
the growth of District employment has been continued
structural change in the service sector. Although the
service sector has continued to add jobs, the rate of
growth has declined sharply over the past several
years. The employment weakness stems from both
technological change and increases in the costs of
nonwage benefits. For example, the demand for ac-
counting services has declined as many small busi-
nesses have acquired software that allows them to
keep their own books. Many firms have also com-
mented to us that the mandated nonwage costs of
hiring an employee have risen so sharply over the last
two or three years that it is now often cheaper to pay
overtime than to hire new workers.

Reduced Defense Spending

As is the case for many areas of the country, another
source of weakness in the District economy has been
cuts in defense spending. Overall, the District is about
as sensitive to cuts in defense spending as is the
national average. Two metropolitan areas in the re-
gion, Fort Worth in particular and Dallas to a lesser
extent, are more sensitive than the national average.
Nonetheless, the District remains vulnerable to de-
fense cuts aimed at specific, locally produced weapons
systems.
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Reduced U.S. spending on the A-12 attack plane,
B-2 bomber, F-16 fighter, V-22 Osprey, and other
defense contracts has rocked manufacturers in the
District, particularly those in the Dallas—Fort Worth
area. Since late 1990, employment at General Dynam-
ics’ Fort Worth facility has been reduced by more than
11,000 workers. Just last year, Bell Helicopter,
Vought Aircraft, and Texas Instruments laid off a total
of 9,400 workers in the Dallas-Fort Worth area who
previously were working on defense contracts. Other
defense contractors in the area also have made cuts.
Multiplier effects will contribute to further job losses
in the Dallas-Fort Worth area.

The District overall has been a net beneficiary of the
base realignment process thus far. While bases in
Austin (Bergstrom AFB), Fort Worth (Carswell AFB),
and Beeville (Chase Field Naval Air Station) are in the
process of closing and the Second Armored Division at
Fort Hood (near Killeen, Texas) has been deactivated,
the District has gained military jobs because 33,000
military personnel are being transferred to Fort Hood.
Additionally, civilian uses have been found for some
of the closed bases. A new round of base-closing
decisions begins this month, however, and the story
could change dramatically.

Oil and Gas

Declines in the oil and gas industry have been still
another source of regional weakness. In the District,
the concentration of employment in oil and gas extrac-
tion is seven times the national average. Although the
boom days of J.R. Ewing have long since left the oil
patch, oil and gas extraction is still a $40 billion
industry in the District (7.8 percent of the value of
output), and the industry’s volatility still has consid-
erable effects on the region’s economy.

Before February 1991, higher oil prices brought
about by the Persian Gulf War encouraged a modest
expansion of the nation’s oil and gas industry. As an
energy-exporting region, the District benefited from
higher energy prices, while much of the nation suf-
fered.

After February 1991, lower oil prices and extremely
low wellhead prices for natural gas brought a sharp
contraction to the oil and gas extraction industry,
which was exacerbated by a long-term shift of explo-
ration and development activity overseas. The Baker
Hughes rig count fell to a fifty-two-year low in April
1992. The fall resulted in major employment reduc-
tions by oil companies doing business in the District,
such as ARCO, Chevron, Mobil, Marathon, Phillips,
and Shell. Over the past two years, layoffs in the
energy industry directly accounted for the loss of
32,000 jobs in the District. Longer term, the District

has lost in excess of 200,000 jobs in oil and gas—more
than 50 percent of its peak employment. Both in
absolute numbers and in percentage terms, the Dis-
trict’s job losses in energy exceed those of the auto
industry nationally.

Real Estate and Construction

In the past few years, the growth of construction has
been a source of strength for the District economy.
Although construction jobs have declined by 196,000
nationally since March 1991, they have increased
slightly in the District. Although most major office
markets in the District remain overbuilt, residential
construction has shown marked improvement. Permits
issued for residential construction in 1992 were the
highest since 1986, the year in which the construction
sector began its massive decline.

Differences between District construction and real
estate and the corresponding national averages result
primarily from timing. The District’s real estate mar-
ket collapsed in 1986, the year in which oil prices
plummeted and the region’s economy fell into reces-
sion. By the time national real estate property values
tumbled in 1990 and 1991, property values were stabi-
lizing in the District.

During the District’s recession, construction em-
ployment—which had been stimulated during the early
1980s by tax advantages, a booming regional econ-
omy, and speculative excesses—fell almost 30 percent
from its peak in 1984 to its trough in early 1989.
District construction then began to rise, spurred by
rising occupancy rates and stabilizing property values.

More recently, rising home values, lean home inven-
tories, and low mortgage rates made 1992 the biggest
year for residential construction in the District since
1986. Weakness in office markets kept the growth of
commercial construction at a near standstill. Because
the District has already adjusted to the low levels of
commercial construction associated with weak office
markets, however, the commercial sector is not the
drag it is nationally.

Banking

The District banking industry is, on average, now
healthier than its national counterpart. In the District,
healthy banks hold 82 percent of total assets versus 65
percent nationwide. District banks are more profitable
and generally hold lower percentages of nonperform-
ing loans than their national counterparts. District
banks show a lower propensity to lend than the
average U.S, bank, however, holding only 45 percent
of assets as loans versus 56 percent for all banks
nationwide. Lending by Eleventh District banks has
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not been as strong as the banks’ capacity to lend would
indicate, although recently, loans held at District
banks have increased marginally.

Banking institutions in our region have been through
very tough times. From 1982 through 1992, a total of
565 banks failed. A credit crunch and concerns about
capital constraints on lending began in the Dallas
District. The impact of the credit crunch on small
businesses was long-lasting and severe. The depen-
dence of small businesses on bank credit and the
contraction of bank loans in recent years—partly as
the unintended consequence of stricter regulatory
oversight, increased deposit insurance premiums, and
higher capital standards—may well explain some of
the weak employment growth we have seen so far in
this recovery.

Banking conditions improved slowly as insolvent
institutions were closed, failing banks were resolved,
and recapitalization occurred. While many factors
have contributed to the credit crunch, it is clear that
restoring capital to healthy levels is a necessary con-
dition for bank lending to resume.

Regional Summary

Many of the same factors that are holding back em-
ployment growth in the nation during this recovery
have had a similar effect in the Eleventh District.
These factors include business restructuring and re-
duced defense spending. A stronger growth trend in
the District than in the nation accounts for much of the
region’s stronger performance in creating jobs. For
now, the disadvantages of having a higher concentra-
tion in the oil and gas industry than the national
average are being partially offset by increasing trade
with Mexico and an expanding construction sector.

The District’s banks are healthier than the national
average, but they have yet to become a factor contrib-
uting to stronger growth. Having sketched recent
events in my region, I turn to the national economy
and the appropriateness of monetary policy.

RECENT MONETARY PoOLICY

With regard to monetary policy, I believe that it has
been accommodative over the past four years. Cer-
tainly, by conventional measures, monetary policy
was not tight heading into the third quarter of 1990,
when the Iraqi invasion triggered a recession. The
federal funds rate had been declining for fifteen
months and was down more than 150 basis points from
its March 1989 peak. In mid-1990, the M2 money
supply was growing at an annual rate of more than 5
percent, near the center of its 3 percent to 7 percent

target range. Nominal aggregate demand was growing
even more strongly, at an annual rate of more than 6
percent. The interest rate yield curve had been posi-
tively sloped for six months, and both the Commerce
Department and National Bureau of Economic Re-
search indexes of leading indicators were signaling
continued economic expansion. Indeed, contempora-
neous real-time data did not clearly signal that a
recession had begun until the fourth quarter of 1990, at
which point the Federal Reserve promptly initiated a
new sequence of easing moves. In consequence, short-
term interest rates declined an additional 100 basis
points by the end of 1990, and monetary base growth
surged to double-digit rates.

The oft-heard charge that the Federal Reserve’s
actions were ‘‘too little, too late’’ is not supported by
the evidence. We cut the federal funds rate much more
(17 percent) before the July 1990 business cycle peak
than before any of the five previous business cycle
peaks. Despite a pause in interest rate cuts during
early 1990, the decline in the federal funds rate from
April 1989 (when it began its descent) until March 1991
(at the business cycle trough) comes very close to the
average percentage decline in the federal funds rate
over comparable periods during other recent business
cycles. The decline in long-term interest rates that
accompanied the March 1989-March 1991 easing
moves was also well within the range of past experi-
ence.

The total decline in the federal funds rate and the
ten-year Treasury bond rate over this business cycle
has now reached 70 percent and 29 percent respec-
tively, compared with average total declines of 55
percent and 9 percent over the other five most recent
cycles. Monetary policy was expansionary throughout
the recession.

Late in 1990, as soon as it became apparent that the
Gulf War, a spike in oil and gasoline prices, and a
sharp drop in consumer confidence were dragging the
economy down, the Federal Reserve took prompt
action to maintain spending growth. Unfortunately,
the lags between cuts in the federal funds rate and the
economy’s response are such that our actions were
insufficient to prevent the economy from slipping into
a recession.

THE SHIFTING COMPOSITION OF MONEY

In response to cuts in short-term interest rates, growth
in narrow measures of money has accelerated mark-
edly over the past four years. Growth in the M2
monetary aggregate, in contrast, has slowed.

It is not surprising that growth in the narrow mon-
etary aggregates sped up relative to growth in broader
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measures of money. As short-term interest rates de-
cline, the opportunity cost of holding funds in check-
ing accounts or even in cash declines. The growth rate
of narrow monetary aggregates then accelerates. Be-
cause banks are required to hold reserves against M1
deposits but not against M2 deposits that are not part
of M1, the impact of lower interest rates on the growth
rates of reserves and the monetary base can be partic-
ularly striking.

The mystery is the magnitude of the absolute slow-
ing of M2 growth. Historically, the velocity of M2 has
moved very closely with short-term interest rates,
However, this relationship began to deteriorate in
1990. The velocity of M2 has been substantially higher
than expected, given recent declines in short-term
interest rates. Indeed, the shortfalls in M2 and M3
growth from the midpoints of their ranges were more
than offset by the increase in their velocities. In other
words, hitting the midpoint of the target ranges with no
change in velocity would have resulted in slower
growth in spending and income than actually occurred.

The close historical relationship between interest
rates, M2 growth, and nominal gross domestic product
(GDP) growth, to some extent, is a product of hind-
sight. Before 1980, M2 as we now know it did not
exist. In 1980, the Federal Reserve redefined M2 to
include money products that were not previously
included in published money numbers. Most notable
among these were money market mutual funds, which
if they had remained excluded from M2, would have
lowered M2 growth by 2 to 4 percentage points during
the quarters just before M2’s redefinition. If M2 had
not been redefined, the historical M2-GDP relation-
ship would have appeared much looser.

Just as households in the late 1970s shifted their
money out of traditional bank deposits into money
market mutual funds, households today are shifting
out of M2 deposits at banks and thrift institutions and
into higher-yielding bond and equity mutual funds.
Mutual fund asset management accounts, such as
those offered by Merrill Lynch or Charles Schwab,
enable households readily to transfer assets from bond
and stock funds to checkable money market funds
when needed. While stock funds carry much invest-
ment risk, bond funds—particularly bond funds invest-
ing in government and high-rated corporate bonds—
are quite substitutable for M2 deposits and have grown
very rapidly the past two years.

Research at the Dallas Fed indicates that redefining
M2 to include bond funds held outside Individual
Retirement Accounts and Keogh accounts by house-
holds would result in a monetary aggregate more
closely related to its opportunity cost (that is, compet-
itive interest rates) and nominal GDP than is M2 as
currently defined. Indeed, such an expanded aggregate

has grown about 2 percentage points faster than M2 in
recent years—very much in line with recent growth in
nominal GDP. Furthermore, the expanded aggregate
has stayed near the middle of the growth cones implied
by the Federal Reserve’s M2 target growth ranges.
This research suggests, then, that current monetary
policy is appropriately expansionary.

For some time now, I have been warning that, in
today’s financial environment, disintermediation from
the banking system is as likely to be caused by low
short-term interest rates as by high short-term interest
rates. In the past, a steepening of the yield curve
brought about by a decline in short-term interest rates
stimulated the growth of bank deposits—as bank de-
posit rates, tied to interest rates on relatively long-
term loans, tended not to fall as much as the rates on
short-term marketable securities. Over the past two
and one-half years, however, households have re-
sponded to lower deposit rates and a steepening yield
curve not by shifting away from short-term securities
into bank deposits but by shifting away from short-
term securities and deposits into bond market mutual
funds and other investment vehicles, as well as by
reducing consumer debt. These effects have been so
strong that it is possible that further cuts in short-term
interest rates would actually shrink the M2 money
supply as that supply is currently measured.

FACTORS CONTRIBUTING TO THE SLUGGISHNESS
OF THE RECOVERY

Output growth during 1992 now appears to have been
stronger than had been anticipated, GDP having in-
creased at better than 3 percent. Growth during the
second half of the year, at more than 4 percent, was
particulary strong. Continued healthy output growth
would be welcomed, particularly if accompanied by a
more rapid expansion of employment. Unfortunately,
as some members of this committee have noted, we
have been in an output recovery but a jobs recession.
My colleagues and T within the Federal Reserve Sys-
tem share your concern with this problem. Recent
declines in initial claims for unemployment insurance
and the lengthening average workweek provide reason
to hope that employment growth will accelerate soon,
and the unemployment rate will continue to fall.

The recovery was so slow to gain momentum, in
part, because of the unusual composition of the de-
clines in output and employment during this past
recession. The overall percentage decreases in output
and employment during the 1990 recession roughly
match the average declines observed during other
post—-World War II recessions. For the industrial sec-
tor, however, the 1990 recession was the mildest
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downturn in more than 100 years. (Rapid growth in
U.S. exports, particularly to Latin America, played an
important role in moderating the downturn in manu-
facturing.) Research at the Federal Reserve Bank of
Dallas suggests that mild downturns in industrial out-
put are followed by weak recoveries. The weak growth
in output and employment that we observed in the
industrial sector during 1991 and the first half of 1992 is
consistent with these findings.

We in the Eleventh District know, firsthand, what it
can mean to a region to have one of its principal
industries experience hard times. For us, the industry
was oil. Today, for many states, especially on the East
and West coasts, the industry is defense. Over the long
term, lower defense spending, like lower oil prices,
will be good for the nation. Over the near term,
however, defense spending cuts can be expected to
cause the economies of some states to shrink while
acting as a drag on growth in the nation as a whole.
States that are most dependent on federal defense
purchases have tended also to be the states that
experienced the largest employment declines from
July 1990, when the economy peaked, through January
1992, when aggregate employment reached bottom,

Finally, I would like to offer an observation on the

federal budget deficit. Regardless of what one thinks
of the specifics of the President’s budget proposals,
the President is to be commended for acknowledging
that the deficit problem is real and initiating a serious
debate over the best way to deal with it. The debate
will necessarily be highly political as the country
decides how to structure the deficit reduction pack-
age between spending cuts and tax increases. As
Chairman Greenspan stated in his recent Humphrey-
Hawkins testimony before this committee, how the
deficit is reduced is important, but that it be done is
crucial.

It would not be appropriate for monetary policy-
makers to get drawn into this political debate. I am
sure I speak for my colleagues as well as myself when
I say that whatever the ultimate fiscal outcome, we
will do our best to support it with a monetary policy
that is in the broad national interest. As far as I am
concerned, the goals of the Humphrey—Hawkins law
are our goals: ‘“To maintain long-run growth of the
monetary and credit aggregates commensurate with
the economy’s long-run potential to increase produc-
tion, so as to promote effectively the goals of maxi-
mum employment, stable prices, and moderate, long-
term interest rates.”’ a

Statement by Robert T. Parry, President, Federal
Reserve Bank of San Francisco, before the Committee
on Banking, Housing, and Urban Affairs, U.S.
Senate, March 10, 1993

I am pleased to appear before the Committee on
Banking, Housing, and Urban Affairs to testify on
economic conditions in the Twelfth Federal Reserve
District and in the nation, as well as on the conduct of
monetary policy.

This testimony first treats the recent economic per-
formance of the District as a whole and then details
activity in each of the nine states within the District:
Alaska, Arizona, California, Hawaii, Idaho, Nevada,
Oregon, Utah, and Washington. Charts of trends in
population, personal income, employment and unem-
ployment rates, and bank lending activity for the
District and for each state, as well as tables detailing
sectoral employment and construction statistics, are in
the appendix.! The testimony concludes with a discus-
sion of national developments and the conduct of
monetary policy.

1. The attachment to this statement is available from the Federal
Reserve Bank of San Francisco, San Francisco, CA 94120,

TWELFTH FEDERAL RESERVE DISTRICT

Employment in the District fell slightly between Jan-
uary 1992 and January 1993, as the weakness in
California and Hawaii offset the moderate job growth
reported in the other seven states in the District,
including the more robust performances in Utah, Ne-
vada, and Idaho.

The District’s unemployment rate, which had been
running in line with that of the nation over the last
several years, was 8.7 percent in January 1993, or 1.6
percentage points above the national average. This
high rate largely reflects California’s 9.5 percent un-
employment rate in January 1993.

The recession in the region was felt most strongly in
manufacturing and construction, particularly in Cali-
fornia. Manufacturing employment in the District has
fallen 8.4 percent—a loss of 259,000 jobs since January
1991.2 Construction employment has fallen even
faster, dropping 12.8 percent since January 1991—a

2. Comparisons using data before 1991 should be viewed with
caution. Employment data for California and the District are likely to
be revised significantly to show fewer jobs before 1991. Changes in
Bureau of Labor Statistics procedures revealed a serious overestima-
tion of jobs in California before January [991.



454 Federal Reserve Bulletin [ May 1993

loss of 124,000 jobs. Between January 1992 and Janu-
ary 1993, the decline in manufacturing employment
showed no sign of abating, as employment fell 3.2
percent; the decline in construction employment, how-
ever, slowed somewhat, to 3.0 percent.

Services and state and local government are the only
sectors to have reported steady job gains since Janu-
ary 1991. Between January 1991 and January 1993,
employment in those two sectors rose 3.0 percent
(159,000 jobs) and 6.0 percent (164,000 jobs) respec-
tively. Growth in these sectors has slowed recently;
employment in January 1993 was up 2.2 percent in
services and 0.4 percent in state and local government
from the levels of a year earlier.

Most other sectors have shown weakness in the
District as a whole. The utilities and communications
sectors have been downsizing, resulting in consider-
able employment declines. The finance, insurance,
and real estate sector also has reported net job losses
over the past few years because of weakness in real
estate and the consolidation of the banking industry,
although this sector did show a modest gain over the
twelve months ending in January 1993, Trade employ-
ment also has been a major source of job losses as a
consequence of weak consumer spending and consol-
idation of the retail sector. Employment in trade
declined 0.2 percent in January from the level of a year
earlier, bringing the level of employment down 1.3
percent from the level in January 1991. Federal gov-
ernment employment also contributed to weakness in
the District, falling 1.9 percent between January 1992
and January 1993.

Weakness in the District was mitigated somewhat
by growth in activities related to foreign trade. For
example, total import and export traffic in California
rose to $192.5 billion in 1992, an increase of 10.1
percent over 1991 and an increase of 16.2 percent over
1990. Oregon and Washington also have seen growth
in import and export traffic, although not at the pace of
California.?

The performance of the banking industry in the
District has been mixed. Earnings ratios at California
and Arizona banks were below the national average
last year, while the other states in the District posted
very strong earnings. Banks in California, Nevada,
and to some extent Arizona, continued to have rela-
tively high volumes of problem loans. Lending at
commercial banks in the District, which held up very
well in the recent recession, has deteriorated in the
past couple of years, though banks in a number of
states have continued to expand loans.

3. These data refer to customs districts.

Alaska

Alaska’s dependence on oil, fisheries, and other natu-
ral resources makes its economy the most volatile of
the Twelfth District states; it is subject to large swings
in economic activity related to commodity prices but is
relatively unlinked to national business cycles. During
the 1989-92 period, employment growth was 4.5 per-
cent in 1989, 6.1 percent in 1990, 2.1 percent in 1991,
and 0.5 percent in 1992. The unemployment rate in
January 1993 stood at 8.4 percent—below its year-
earlier level of 9.5 percent. Some of Alaska’s recent
volatility is attributable to the activity stimulated by
the 1989 oil spill and the associated clean-up and
payments. Thereafter, however, several basic indus-
tries were hampered, making economic activity more
sluggish.

In contrast to the weakness in 1992, employment
rose sharply in January 1993, to a level 2.1 percent
above a year earlier. Manufacturing employment rose
4.0 percent, reflecting strength in durable goods em-
ployment. Pulp and paper employment, however,
showed little change over the year, and seafood pro-
cessing employment declined 8.5 percent after rapid
expansion in previous years, The fall-off in seafood
processing was due, in part, to lower-than-normal
catches of pink salmon.

A 5.9 percent decline in mining employment over
the year reflects the sluggish world demand for miner-
als, and energy exploration remains constrained by
environmental considerations. However, there are
some plans for energy development in 1993, including
construction of a gas reinjection facility on the North
Slope. A discovery in the Beaufort Sea is potentially
large enough to justify a sixty-mile connection to the
Alaska Pipeline.

Finally, sluggish construction employment reflects
the overall slow economy. A pickup in residential
building permits (26.5 percent) and nonresidential con-
struction awards (414 percent) in January 1993 from a
year earlier, however, suggests that 1993 may see
some improvement in this sector.

Sectors showing job growth over the twelve months
ending January 1993 included transportation (1.6 per-
cent), trade (1.5 percent), services (3.4 percent), and
federal employment (3.2 percent). With respect to
government employment, however, uncertainty exists
as to the impact of further defense cutbacks on mili-
tary bases that have so far survived. Furthermore,
sluggish conditions in energy markets are restraining
the main source of state government financing—oil
revenues—and are constraining state government em-
ployment to zero growth.

Despite the sluggish economy, banking conditions in
Alaska are relatively good. The return on assets (1.61
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percent) and return on equity (12.67 percent) were
above the national averages (0.93 percent and 12,24
percent respectively).4 At the end of last year, prob-
lem loans at large commercial banks stood at 2.3
percent of total loans, compared with a national aver-
age of 5.1 percent, and are below the national average
in all major categories.> Bank lending in the state also
has held up in the past couple of years compared with
bank lending nationwide.

Arizona

Arizona’s economy posted solid employment gains in
the past year, with employment in January up 2.6
percent from the level of a year earlier. The economy
has shown job growth in the services sector and in
construction, while manufacturing has continued to
slide. The unemployment rate for the state has risen in
recent months. In January, the unemployment rate
stood at 8.0 percent, having risen steadily from 6.5
percent in September 1992.

Construction activity has become a relative bright
spot in Arizona, with employment up 7.3 percent
between January 1992 and January 1993. Construction
employment is up to 83,000 workers, the highest level
since 1990. This increase represents a gain of 6,000
workers since the bottom of August 1991. Compared
with the peak reached in January 1986, however,
employment is down 29.5 percent (34,400 jobs).

The recent gains in construction employment in the
state are attributed to growing strength in the residen-
tial market, particularly in Tucson. It appears, there-
fore, that the long construction recession in Arizona
that followed the overbuilding in the mid-1980s may be
ending. During that period, residential and nonresiden-
tial construction fell sharply. Raw land prices fell as
much as 70 percent in some areas. The overbuilding
was largely the result of over-optimistic population
projections. Population in Arizona grew about 4 per-
cent in the mid-1980s, but the pace was slower in 1990
(1.6 percent), 1991 (1.8 percent), and 1992 (2.6 per-
cent, estimated). Downtown office vacancy rates re-
mained high in Phoenix and Tucson at the end of 1992,
however, at 24.7 and 24.8 percent respectively, com-
pared with an average national rate of 17.6 percent.

Manufacturing in Arizona has been suffering
through defense-related cuts, with employment fall-
ing 10.2 percent (19,000 jobs) since the peak in June
1988. Aerospace employment has been hit the hard-

4. The data on commercial banks for the fourth quarter of 1992 are
preliminary.

5. The data on problem loans are for banks with assets of more than
$300 million. “‘Problems loans’" are defined here and throughout the
testimony as thirty days or more past due and as nonaccrual loans.

est, with employment down 17.1 percent since peak-
ing in July 1990, but closure of other high-tech
facilities (including IBM) also has contributed to the
sector’s weakness.

The Tucson area is expected to benefit (in a relative
sense) from further consolidation of the defense and
aerospace industries now located in California.
Hughes has announced plans to consolidate its mis-
siles division in the Tucson area (largely transferring
weapons programs currently located in San Diego that
were acquired from General Dynamics), and it is
considering moving other units there as well.

In contrast to manufacturing, trade employment
rose 2.1 percent between January 1992 and January
1993, services employment rose 4.4 percent, and state
and local government employment rose 3.3 percent.

The foreign trade picture also looks like a source of
new strength in the near term. Trade with Mexico has
been rising sharply in recent years, boosted during the
1980s by the growth of the maquiladora (or ‘‘twin
plant”’) program along the border. In 1992, trade with
Mexico reached $983 million, or 20 percent of Arizo-
na’s total exports. Most contacts from the region
report high expectations of further trade gains with
Mexico, particularly if the North American Free Trade
Agreement is ratified.

Part of the explanation for the weakness of some
sectors of Arizona’s economy involves links to the
Southern California market. Southern California is
the largest market for goods and services from Ari-
zona; many key firms operating in Arizona are head-
quartered in California, and California is the source
of many of Arizona’s tourists. Thus, weakness in
California is having a direct impact on growth in
Arizona.

The banking sector is reflecting some of the changes
under way in the Arizona economy. Improving condi-
tions in real estate can be seen in a decline in problem
loans in that sector. In the fourth quarter of 1992,
problem loans at large commercial banks equaled 4.7
percent of all loans, and 6.7 percent of real estate loans
were problem loans. This contrasts with the 5.0 per-
cent and 9.1 percent ratios reported at the end of 1991.
Equity capital at Arizona banks rose in 1992, while
return on assets jumped to 0.33 percent, compared
with only 0.18 percent a year earlier. Total bank loans
were unusually strong in the early 1990s, boosted, in
part, by credit card operations as well as by bank
acquisitions of savings and loan associations. In 1992,
the disposition of assets in connection with bank
mergers appears to have contributed to a decline in the
reported volume of total loans in the first part of the
year. In the second half of the year, total bank loans
rose somewhat. The volume of business loans held by
commercial banks declined in the first three quarters
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of 1992 but showed some signs of life in the last quarter
of the year.

According to the Arizona Blue Chip forecast, Ari-
zona's economy is expected to pick up in 1993. The
consensus forecast predicts job growth of 2.4 percent
and real personal income growth of 3.3 percent,
boosted by continued strength in retailing and in the
housing sector.

Cualifornia

California is in its longest and deepest recession since
World War II, and the first since 1970 in which its
performance has been worse than the nation’s. The
state has lost more than 568,000 jobs since January
1991, a decline of 4.7 percent.¢ Although employment
nationally grew 0.9 percent between February 1992
and February 1993, California’s employment declined
1.3 percent, a loss of 182,000 jobs. Even in the robust
job report of February, in which national employment
rose by 365,000, California’s employment fell by
4,600. Moreover, the unemployment rate remains
stubbornly high, at 9.8 percent in February 1993.
Construction and aerospace have gotten much of the
blame for the state’s economic troubles and with good
reason.

The defense sector has been hit hard by cutbacks.
Real defense spending in California has fallen 13
percent since its 1988 peak. Aerospace employment
has failen 28.2 percent since the beginning of 1991—a
loss of 65,000 jobs. The role of defense cuts in this
recession brings to mind the cycle of 1970, when a
national recession was accompanied by the defense
cutbacks associated with winding down the Vietnam
War. In that episode, cutbacks in California’s defense
spending continued until 1975; yet California began its
recovery in February 1971, just two months after the
U.S. economy began to expand in December 1970. At
that time, defense accounted for 11%: percent of the
state’s production, much more than the 7 percent
defense provides today. So, even without a pick-
up—or even a leveling off—in defense spending, Cal-
ifornia managed to stage a robust recovery. This
suggests that if defense cuts were the state’s only
problem, then California’s economy would be ex-
pected to recover along with the national economy.

But there are other problems as well. Construction
and real estate also have been hit hard this time
around. More than a quarter of the construction jobs
(31 percent) that existed in California in January 1991

6. This testimony compares California employment data between
January 1991 and February 1993. According to current official data,
California's employment peaked in May 1990. However, comparisons
with pre-1991 data should be viewed with caution (see note 2, p. 453).

are gone today. This amounts to 140,000 jobs lost.
Residential construction activity has fallen sharply. In
1992, the number of housing permits issued in Califor-
nia was just a little more than one-third of the 1986
peak, and the number of existing homes sold was well
below the 1989 peak. In addition, home prices have
fallen significantly in many parts of the state.

Commercial real estate is in even worse shape, with
high vacancy rates and low absorption in many mar-
kets. Property values in some cases are reported to
have fallen below replacement cost. Moreover, rents
for some office buildings are barely covering operating
costs. Consequently, very little commercial space is
being built at present,

California real estate and construction activity is
likely to remain weak during the next few years,
mainly because the commercial real estate sector
suffers from serious overbuilding. Nevertheless, an
increase in the number of large commercial sales in
recent months provides some encouragement that
conditions in some markets may be stabilizing.

There are some promising signs on the residential
side as well. Lower interest rates are strengthening
residential sales. The number of home sales in the
state is well above what it was a year ago. And some
improvement in residential construction is noted. Al-
though the number of housing permits issued has been
declining more or less continuously since the begin-
ning of 1990, the consensus forecast is that the number
will be almost 20 percent higher in 1993 than it was in
1992.

One consequence of the stress in California real
estate is the burgeoning number of problem loans for
banks in the state. For example, in the fourth quarter
of 1992, large California banks’ problem loan ratio for
commercial real estate loans was 9.5 percent, much
higher than the national ratio of 6.7 percent. As a
result of the large volume of troubled loans, California
banks have had to set aside significant loan-loss re-
serves, which has affected earnings. The return on
assets (ROA) for all California banks was a modest
0.58 percent in 1992. That compares with a good ROA
of 0.93 percent for large banks nationally. Earnings
problems have been especially evident among commu-
nity banks (assets less than $300 million) in Southern
California, which as a group posted a net loss for 1992.
Last year also marked the second year in a row that
loans at commercial banks in California contracted
more sharply than they did nationally. The decline
during the past two years offset the relatively high
lending activity at banks in the state during 1990.

A host of public sector issues has moved to center
stage as much of the state’s economy has become
more and more troubled. Foremost among them are
budget problems for state and local governments.
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Projections suggest that putting together a budget will
be as difficult this summer as it has been for the past
two years. In addition, concerns about the state’s
business climate have increased in recent years. Crit-
ics cite a costly and inefficient workers’ compensation
system as well as stringent environmental regulations
and bureaucratic ‘‘red tape.’’

While a few sectors have been cited as the major
sources of California’s weak performance, the weak-
ness in employment is actually quite broad-based,
extending to a wide range of service, manufacturing,
and financial industries. Wholesale and retail trade {ost
132,000 jobs, a 4.5 percent decline since January 1991,
and non-aerospace manufacturing fost 172,000 jobs, a
9.3 percent decline.

One somewhat mitigating factor in the state has
been the expansion of international trade, thanks to
the importance of the state’s ports in facilitating that
trade. In 1991, Los Angeles reported import—export
traffic of $121.8 billion, 12.4 percent of the nation’s
total. San Diego reported another $10.2 billion (1 per-
cent of the nation’s total), while San Francisco han-
dled $60.5 billion (6.2 percent of the total).” In 1992,
the state as a whole saw an increase in import—export
traffic of 10.1 percent.

Most of the state’s weakness has been relatively
concentrated in Southern California (LLos Angeles,
Orange, Riverside, Ventura, San Diego, and San Ber-
nardino counties). In Los Angeles County, where the
job losses have been greatest, the number of jobs is
now 7.2 percent lower than it was in January 1991. Job
losses are worse in Southern California, partly be-
cause construction and real estate problems have been
more severe in this region and partly because defense
is a much more important part of the economy in
Southern California than it is in most other parts of the
state. But as has been the case statewide, Southern
California has seen employment decline across a broad
range of industries, including services, retail trade,
financial services, and non-aerospace manufacturing.

Other parts of California have fared better than the
southern part of the state, but they are hardly immune
from stress. For example, the greater San Francisco
Bay Area continued to grow for a few months after
Southern California turned down. Since January 1991,
the Bay Area has lost about 4% percent of its jobs; this
is still worse than the national economy, where em-
ployment growth has been flat since January 1991,
And in recent months, a larger share of the state’s job
losses are outside Southern California. Southern Cal-
ifornia accounted for 84 percent of total job losses
from January 1991 to April 1992, but in the more

7. These data refer to customs districts.

recent period between April and December 1992, it
accounted for only 60 percent of the losses.

Downward adjustments in defense are likely to last
for a few more years, and problems in commercial real
estate are expected to last even longer. The state
government is going to face difficult choices, which
seem certain to complicate California’s short-term
problems. The main positive factors for significant
improvement during the next couple of years are the
improved demand from the national economy and
expanding international trade that will continue to
boost trade-related business, particularly in Southern
California. Moreover, population growth in 1992 was
estimated to have been 2.2 percent, double the na-
tional rate.

Hawaii

The Hawaiian economy has been hit hard since the last
recession began. After registering year-over-year em-
ployment growth in the late 1980s in the range of
4 percent to 6 percent, employment has declined. In
January 1993, employment fell 1.4 percent below the
level of a year earlier.

Weakness in employment has raised the state’s
January unemployment rate to 4.0 percent. While
unemployment is low relative to the levels of most
states, it is high relative to the 2.0 to 2.5 percent rates
registered before the recession began.

Weakness in the economy can be traced directly to
the factors that contributed to the recession in the rest
of the country. The onset of the Gulf War had an
immediate impact on tourism, leading to monthly
employment declines in February, March, and April
1991 at annualized rates of 5.6, 1.6, and 3.1 percent
respectively. Part of this effect can be traced to a sharp
reduction in visitors from Japan, where public policy
discouraged travel to Hawaii during the hostilities.

Growth in tourism resumed after April 1991 but at a
more subdued pace. Analysts in Hawaii attribute this
weakness to the national recession, which caused
travel plans to be curtailed. Especially important to
tourism trends was weakness in California, which
contributes as much as 30 percent of the mainland
visitors to the islands. Weakness in California and
slow growth in the rest of the country continued to
keep tourism down in Hawaii in 1992, As a result, the
state’s overall employment declined in all but four
months during 1992.

Two additional factors adversely affected the state’s
employment growth during the year. First, the ‘‘air-
fare wars”’ in the summer of 1992 did not include the
Hawaiian routes. Consequently, Hawaii suffered from
a relative price disadvantage that favored mainland
destinations. Second, Hurricane Iniki caused major
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damage to Kauai, forcing a large number of cancella-
tions. Partially as a result of these factors, nominal
personal income dropped at an annualized rate of
6.6 percent between the second and third quarters
of 1992,

Problems in Japan also have had widespread im-
pacts on the Hawaiian economy. Japan’s financial
market difficulties have had direct repercussions on
nonresidential construction activity in Hawaii. Con-
struction employment fell 4.7 percent in January
1993 from the level of a year earlier, despite rebuild-
ing efforts associated with Kauai. Housing prices
have remained high (the fourth quarter 1992 median
price of $352,000 in Honolulu remains by far the
highest in the country), but appreciation has slowed.
Moreover, although visitor counts from Japan have
generally held up (except during the Gulf War), there
is growing concern that, with rising job insecurity in
Japan, Japanese tourists may begin to grow more
cautious.

Some recent signs of improvement are noted in the
construction sector, however. During the twelve-
month period ending in January, the number of resi-
dential permits rose 49.8 percent. The value of non-
residential construction awards jumped sharply after
the hurricane, although the value of new awards has
returned to more normal levels since October, These
trends offer hope for renewed construction employ-
ment during 1993.

Employment declined in most major sectors be-
tween January 1992 and January 1993, Employment
fell 3.8 percent in the federal government sector
(which accounts for a relatively large 6.2 percent of the
total work force in Hawaii), 3.1 percent in trade, 2.0
percent in manufacturing, and 1.3 percent in services.
State and local government employment rose 1.6 per-
cent during this period.

The ratio of problem loans has risen slightly at
Hawaiian banks, but conditions remain strong relative
to other states in the District. Data for large commer-
cial banks in the state show the problem loan ratio for
all loans rising to 3.1 percent in 1992 from 1.7 percent
a year earlier. However, the return on assets in 1992,
1.13 percent, was about the same as in 1991. Lending
at commercial banks in Hawaii expanded much more
rapidly than it did nationwide during the past two
years, although loan growth in the state was below the
very rapid pace set in the late 1980s and in 1990.

Idaho

The Idaho economy has been one of the strongest
performers in the District—and in the nation—in re-
cent years. The state has successfully attracted man-

ufacturing activity, and a growing influx of population
has created a construction boom.

Employment in Idaho grew 3.9 percent between
January 1992 and January 1993, continuing the strong
pace of growth reported in 1991 (3.4 percent), 1990 (4.6
percent), and 1989 (5.4 percent). Of particular note
were the 5.1 percent expansion in manufacturing jobs
and the 16.0 percent expansion in construction em-
ployment, which contrast strongly with negative
trends seen in these sectors in the District as a whole.
Reflecting the strong jobs performance, the Idaho
unemployment rate stood at 6.4 percent in January
1993.

Growth in Idaho manufacturing in 1992 occurred
principally in durable goods industries, which saw
employment expand 8.4 percent. Particularly strong
job growth was seen in industrial machinery (22.3
percent) and electronic equipment (6.4 percent). Non-
durable goods industries registered 2.6 percent
growth, refiecting relatively weak conditions in food
processing and pulp and paper. Printing and publishing
employment rose only 0.2 percent over the year, while
food processing employment fell 0.6 percent. Contacts
report that the strength of Idaho manufacturing is due,
in part, to firms moving in from other states.

Relatively low housing and labor costs continue to
attract manufacturing firms to the state. Median house
prices are appreciating at a rapid rate but remain below
the national average. For example, the median home
price in Boise rose nearly 11 percent in 1992 but stands
at a moderate $87,300, compared with the national
median price of $103,900. Larger price increases,
however, are reported for other communities, espe-
cially in northern Idaho.

Other sectors showing growth in January 1993 from
the level of a year earlier include trade (4.0 percent)
and services (4.6 percent). The growth in services, in
part, reflects growing tourism. Sectors that are faring
less well include mining, timber, and food processing.
Employment in mining—chiefly silver, gold, and phos-
phates—has declined steadily since 1990, reflecting
weak mineral prices; in January 1993, employment
was down 4.0 percent from a year earlier. Employ-
ment in lumber and wood products rose 5.9 percent in
1992, but that level is down 9.7 percent from its peak
in March 1990.

Idaho’s agricultural sector has performed reason-
ably well, especially considering the drought condi-
tions that have affected several western states in
recent years. In the 1992 water year, Idaho received
only 29 percent of its normal precipitation, the lowest
on record. Reflecting reduced production, total farm
income in 1992 is expected to decline somewhat from
1991’s level. Heavy precipitation in winter 1992-93,
however, has significantly alleviated the water short-
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age and promises a favorable outlook for 1993. In
addition, rising potato prices are supporting the farm
sector.

The overall health of the Idaho economy is reflected
in favorable conditions in banking. At the end of 1992,
problem loans at large commercial banks stood at 2.1
percent of loans, compared with a national average of
5.1 percent. Bank profitability in the state also was
high last year, with a return on assets of 1.24 percent
compared with a national average 0.93 percent.
Growth in loans, including business loans, at Idaho’s
commercial banks has been well above the average for
the nation in recent years.

Nevada

Economic activity in Nevada has grown throughout
the national recession and weak recovery period. In
January 1993, the Nevada economy posted a 4.4
percent employment gain from the level of a year
earlier, with strong gains registered in September,
November, and January,

Nevada’s unemployment rate has tended to remain
below the national average in recent years. It rose to a
high of 7.5 percent in August 1992 but has subse-
quently fallen. In January, the unemployment rate
dropped to 6.8 percent.

Nevada’s performance was strong, although highly
variable, in the late 1980s, as year-over-year employ-
ment gains ranged from 4 percent to 9 percent until the
end of 1989. Employment growth slowed during the
Gulf War and the national recession, dropping year-
over-year growth for the state to a low of 0.6 percent
in January 1992. Since that time, employment growth
has picked up sharply.

The construction industry has had the most dra-
matic variations, refiecting the start-up and completion
of several major new casinos. Construction employ-
ment rose from about 25,000 in 1985 to more than
48,000 in early 1990. Employment dropped off to
below 40,000 at the end of 1991 but climbed to more
than 44,000 in January 1993, an increase of 11.4
percent.

Trade and services are especially important sectors
in Nevada, accounting for 64 percent of total employ-
ment, compared with 50 percent of employment na-
tionally. January 1993 data show trade employment up
2.7 percent over the levels of a year earlier. Services
employment was weak in the middle of 1992 but
increased sharply in January 1993, resulting in an
increase of 3.6 percent over the level of a year ago.

Strength was reported in the state and local govern-
ment sector, where employment rose 4.3 percent
between January 1992 and January 1993. Employment
has risen nearly 50 percent in that sector since 1985,

with strong periods of gains mirroring the pattern of
total employment.

Manufacturing employment in Nevada was positive,
unlike most other parts of the District, rising 4.8
percent in January 1993 from the level of a year earlier.
Manufacturing accounts for only a small share of the
total economy in Nevada—4 percent of total employ-
ment—so the increase in employment translated into a
gain of 1,200 jobs.

Employment in Nevada’s finance, insurance, and
real estate sector rose 5.2 percent between January
1992 and January 1993. The banking and finance sector
reported an employment increase of 5.8 percent, and
insurance and real estate posted a 4.8 percent gain.
Moreover, Nevada’'s commercial banks reported im-
proving conditions, with the return on assets rising
from a strong 1.5 percent in 1991 to a very strong 2.9
percent in 1992, aithough the share of problem loans
rose from 5.5 percent in 1991 to 7.2 percent in 1992,
Loans at Nevada commercial banks have contracted
sharply during the past few years. The data on out-
standing loans, however, significantly overstate the
weakness in lending activity. The level of total loans
was affected by sales of credit card loans in 1990 and
1991. In 1992, such loan sales also apparently de-
pressed the level of total loans at commercial banks in
Nevada. In the case of business loans, loan reclassifi-
cations appear to account for much of the net decline
over the past few years. Taking these special factors
into account suggests that bank lending in Nevada in
recent years has been much closer to the pattern
observed nationally. More recent reports also suggest
that bank lending activity has begun to pick up in the
state.

Although Nevada’s overall economy currently is
reporting healthy growth, there are concerns about its
near-term future. Construction activity has been very
brisk, particularly in the construction of very large
hotel-casinos. Construction employment accounts for
6.7 percent of the total work force. That compares
with an average of about 4 percent nationally. The
concern, therefore, is that some overbuilding may be
occurring in the hotel and casino sectors. Investors
appear to be looking for continued above-normal in-
creases in population and tourism, which may or may
not materialize. (Population growth in 1992 was esti-
mated to be 4.0 percent.)

Nevada has attempted to diversify its economy
away from gaming in recent years. The gaming indus-
try accounts for 26 percent of all jobs in Nevada and
contributes 41 percent of the state’s general fund
revenues. In fact, many of the new casinos are de-
signed as theme parks targeted more at families.
Nevada also has encouraged the migration of service-
intensive firms, such as credit card processing and
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telemarketing businesses. Nevada also hopes to ex-
pand its connections to Los Angeles, developing plans
for a high speed train between Los Angeles and
Las Vegas.

Oregon

Employment growth in Oregon was somewhat better
than the nation’s, although conditions in the state
varied across regions and sectors. In general, service
and technology-oriented urban areas had gradual ex-
pansion. Smaller towns dependent on the traditional
lumber and wood-products industry, however, re-
mained economically depressed.

Employment in Oregon rose 1.9 percent in January
1993 from the level of a year earlier, an improvement
over the 0.2 percent decline seen in 1991, The expan-
sion, however, is modest, compared with the 2.7
percent rise in 1990 and the 4.0 percent growth rates
seen in the late 1980s. An influx of migrants from other
states—including job-seekers from neighboring Cali-
fornia—continues to swell Oregon’s population and
labor force, Reflecting both this immigration and the
generally slow economy, Oregon’s unemployment rate
stood at 8.8 percent in January 1993.

The manufacturing sector was stagnant over the last
year, as manufacturing jobs fell 0.4 percent between
January 1992 and January 1993. Within manufacturing,
however, conditions were mixed. In 1992, employ-
ment fell in industrial machinery (—1.1 percent), in-
struments (—9.6 percent), primary metals (—9.2 per-
cent) and food products (—4.4 percent), while it rose in
electronics (up 6.1 percent).®

Of particular note is the continuing decline of lum-
ber and wood products and other industries reliant on
timber supply. The sale of timber grown on public
lands has been dramatically curtailed because of court-
ordered environmental restrictions. Employment in
the lumber and wood-products industry fell 2.3 per-
cent between January 1992 and January 1993 and has
declined 22 percent from its recent peak in mid-1989.
Pulp and paper employment declined 2.1 percent be-
tween January 1992 and January 1993, Contacts report
that small towns reliant on these industries are under
severe economic stress with no relief in sight because
of the continuing restricted supply of lumber.

Other sectors in Oregon are similarly mixed. Em-
ployment in January 1993 was down 3.6 percent in
construction and up 0.5 percent in transportation from
the level of a year earlier. Trade employment rose 2.5
percent, boosted by a 14 percent increase in the dollar
volume of exports from the state. Robust conditions

8. January 1993 data for these sectors are not yet available.

were recorded in finance, insurance, and real estate
(FIRE) (3.4 percent) and services (3.8 percent). Tour-
ism is reported strong. The robust FIRE and service
job growth is centered in the larger urban areas. These
sectors—together with stronger manufacturing sec-
tors—have led to stronger economies in the larger
cities relative to the small lumber-based towns. This
strength is reflected in house price appreciation of 14.9
percent in Eugene and 11.9 percent in Portland in
1992. Overall residential building permits, however,
were down 13.4 percent in 1992,

Despite the recent drought, agriculture in Oregon
performed well, with tree fruit crops benefiting from
extra sunshine. Reduced river flows, however, re-
sulted in cutbacks in hydroelectric production; com-
bined with a recent shutdown of a nuclear power plant,
this forced utilities to purchase power from other
states and raise electric rates. Heavy precipitation
during the 1992-93 winter should help alleviate these
conditions.

Also of concern for Oregon’s immediate future are
the issues of state and local government financing.
Measure 5, a recently passed property tax limit, has
resulted in financial stresses at all levels of govern-
ment, particularly in education. Although there are
efforts to find alternative funding sources, the process
remains gridlocked.

Banking conditions in Oregon are good, despite the
mixed economic picture. In 1992, the return on assets
was 1.27 percent (compared with the national average
of 0.93) and the return on equity was 13.44 percent
(compared with a national average of 12.24 percent).
Within loan categories, problem loans at Oregon com-
mercial banks are below the national average in all
sectors but agriculture. Total loan growth at commer-
cial banks in Oregon was above the national average in
1992, although business loans at banks in the state
contracted more sharply than they did nationwide.

In general, the outlook for Oregon’s economy is
favorable. It is less reliant on aerospace and defense-
related industries than its neighbor states of Washing-
ton and California. Quality of life remains high, and
living costs remain relatively low, attracting both
workers and firms. Areas dependent on timber-related
industries, however, face continued hardship for the
foreseeable future.

Utah

Utah has enjoyed a period of prosperity during the
past two and a half years, despite the weakness seen
nationally. Utah’s unemployment rate in January 1992
was relatively low, at 5.1 percent. Between July 1990
and January 1993, the number of jobs in Utah grew 7.9
percent, and during the past year, Utah employment
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grew 3.4 percent. Perhaps even more impressive, 1992
was the fifth consecutive year during which employ-
ment in Utah grew 3 percent or more. That is the first
time in more than fifty years that Utah has seen such
an extended period of rapid growth.

The strength in Utah extends across most major
sectors of the state’s economy. Since July 1990 the
number of jobs has grown 7.4 percent in wholesale and
retail trade; 11.1 percent in finance, insurance, and
real estate; and 13.6 percent in services. Growth has
been rapid in the information processing industry,
which includes catalog operations, credit card pro-
cessing, and airline reservations. Software also has
contributed significantly to the strong growth. Both
WordPerfect and Novell are located in northern Utah,
as are many smaller software producers. Moreover,
software jobs pay about twice as much as the state-
wide average wage.

Tourism has provided an additional source of
growth in recent years. One study estimated that
tourism brought $2.9 billion into the state in 1991,
providing 8 percent of the state’s total jobs. A huge
snowfall this winter should result in substantial in-
creases in tourism this year, with skiers coming to the
state to enjoy the first deep snows in several years.

In recent years, migration patterns have changed in
Utah’s favor, From 1984 to 1990, more people moved
out of Utah than moved in. In contrast, both 1991 and
1992 saw nearly 20,000 more people move into Utah
than move out. The net immigration accounted for
more than two-fifths of Utah’s population growth,
boosting the total growth rate to more than 2% percent
in 1992,

Manufacturing activity has not fared as well as most
other industries in Utah; manufacturing employment
fell 1.7 percent in January 1993 from the level of a year
earlier. Cutbacks in defense spending explain a good
portion of the decline. Nevertheless, within the man-
ufacturing sector—some industries showed gains—
especially growth industries, such as airbags.

Construction employment in Utah has been quite
strong, growing 36.2 percent since the middle of
1990. One reason for this performance is that Utah
suffered through major real estate problems during
the mid-1980s, which led to little building in the state
and falling values. The limited building activity in the
recent past and the population growth in Utah have
led to very strong residential construction activity.
Home values have risen about 10 percent in the Salt
Lake City area during each of the past two years.
Most of the construction has been single-family
homes. In contrast, multifamily markets are just now
reaching the point where the space built during the
early 1980s has been absorbed. Residential markets
still look solid. Vacancy rates are low, and credit

quality in mortgage portfolios continues to be excel-
lent.

In the nonresidential area, the past few years have
seen significant building activity as well. Fewer large
office buildings are likely to be built during the next
few years, but a major renovation at the Kennecott
Smelter near Salt Lake City is expected to pump
around $800 million in construction spending into the
economy during the next few years. In a state in which
the annual value of nonresidential construction awards
has totaled between $300 million and $400 million
since 1987, the Kennecott project represents a major
contribution to the state’s economy.

One result of relatively strong construction activity
and solid real estate markets is that financial institu-
tions report good credit quality and strong earnings. At
the end of 1992, large commercial banks in Utah had a
problem loan ratio of only 2.1 percent, compared with
5.1 percent nationally. Credit quality was strong
across a broad range of loan types. Moreover, profits
of Utah banks were significantly better than the na-
tional average in 1992. While the return on assets
(ROA) averaged a solid 0.93 percent nationally, ROA
for Utah banks was much higher, at 1.51 percent.
Lending activity at commercial banks in Utah over the
past few years generally has been stronger than na-
tionally, though this was not the case in 1992,

Over all, the Utah economy is in excellent shape,
and the prospects for continued economic health dur-
ing the next few years are good.

Washington

Washington’s recent economic performance has
slowed from the robust growth seen in the late 1980s.
The state’s economy—particularly in the Puget Sound
area—has been hit recently by weakness in aerospace.
Not all the reports are negative, however, as commu-
nities in eastern Washington are experiencing robust
growth.

The number of jobs in Washington grew 1.8 percent
between January 1992 and January 1993, reflecting a
strong increase in January employment. This perfor-
mance follows the weak 0.8 percent growth reported in
1991. These rates are significantly below the pace of
1990 (2.7 percent) and 1989 (5.8 percent). Reflecting
this slower job growth, Washington’s unemployment
rate rose to 7.8 percent in January (993, up from 7.0
percent a year earlier and 5.9 percent at the end of
1990. Despite the slow job growth, population
growth—tied to continuing high levels of immigra-
tion—remains strong, with the labor force growing 2.5
percent in 1992. Population growth in 1992 is estimated
to have been 2.3 percent. Weakness in employment is
centered in western Washington, with employment in
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Seattle falling 0.7 percent in 1992. In contrast, cities in
eastern Washington are enjoying robust growth. The
number of jobs in Spokane, for example, grew 2.8
percent in 1992.

The drop-off in Washington’s jobs performance last
year is largely attributable to a contraction in its
aerospace-based manufacturing sector. The number of
manufacturing jobs fell 1.9 percent in January 1993
from the level of a year earlier, after a 5.0 percent
decline in 1991. Since peaking in April 1990, Washing-
ton’s manufacturing sector has lost 31,000 jobs. (Be-
tween April 1990 and December 1992, aerospace em-
ployment declined by 9,000 jobs.) The majority of
these jobs were linked to cutbacks at Boeing, where
employment has dropped roughly 8,000 since Boeing’s
employment peaked in [989. Furthermore, in mid-
February, Boeing confirmed that it would eliminate
23,000 jobs in 1993 and another 5,000 during the first
half of 1994. Of the total this year, 15,000 jobs will be
cut in Washington State. These job reductions were
widely expected after Boeing’s announcement in late
January that it would reduce production. The Boeing
cutbacks are expected to have a negative impact on its
suppliers, with layoffs already announced by smaller
firms in Washington, Oregon, and Southern California.

Given the importance of Boeing for the Puget Sound
economy, where it employs almost 100,000 aerospace
workers, prospects for the company are watched
carefully by regional analysts. In the short run, con-
tinued losses in the U.S. airlines industry and compe-
tition from overseas producers are undermining the
$83 billion backlog of Boeing’s *‘firm”’ orders. Several
carriers have canceled or postponed delivery of jets in
recent years. Responding to this slackening demand,
Boeing has slowed production or is slowing production
of all its airplane models, including the very profitable
747. Increased production in the near term is unlikely.
Longer-run prospects for the company, however, are
more favorable. Despite falling orders and competition
from overseas, Boeing has maintained its traditional
market share. In addition, the company is developing
new fuel-efficient product lines tailored to the Asian—
Pacific market, which is expected to be a major source
of growth in air travel. The company also has begun
discussions with European companies for joint devel-
opment of a super jumbo carrier. While these devel-
opments bode well for the long-run survival of the
company, current troubles in the airline industry sug-
gest that cutbacks at Boeing will retard economic
activity in Washington for the foreseeable future.

Outside aerospace, Washington’s manufacturing ac-
tivity is mixed. Compared with levels of a year earlier,
employment rose 1.6 percent in industrial machinery
and fell 3.4 percent in primary metals, 3.5 percent in
instruments, and 2.7 percent in pulp and paper. Em-

ployment in lumber and wood products rose in Janu-
ary to a level of 3.2 percent above a year earlier,
although employment was off 10.8 percent from the
level reported in December 1989. The declines in the
timber-related industries are linked to environmental
limitations on harvesting from public lands and slug-
gish national demand. Other manufacturing sectors
recording growth in the last year include electronics
(0.9 percent), food and kindred products (3.0 percent),
and fruits and vegetables (0.7 percent). Contacts re-
port that prospects are good for high-tech sectors such
as biotechnology and computer software production.

Other sectors outside manufacturing also are regis-
tering mixed performance. As in other District states,
employment was down in mining (—3.1 percent) in
January, compared with that of a year earlier. Employ-
ment also contracted in finance, insurance, and real
estate (—0.7 percent). Job gains, however, were re-
corded in trade (2.5 percent), services (3.9 percent),
and state and local government (3.1 percent). The
agriculture sector in Washington has performed well in
recent years, despite the drought that affects several
western states. Recent precipitation has improved
prospects for next year.

Washington’s construction and real estate markets
are mixed. Construction employment rose 2.4 percent
in January from the level of a year earlier, as strength
in residential construction offset continued weakness
in nonresidential real estate. The strength in residen-
tial construction—driven in part, by needs to house
Washington’s growing population—is expected to con-
tinue into 1993. Residential permits at the end of 1992
were up 26 percent from their year-earlier level. In
contrast, nonresidential construction awards were
down 17.6 percent from a year earlier.

Much of the strength in Washington’s construction
remains centered in the eastern part of the state, where
contacts report a construction boom in cities such as
Spokane. House prices in Spokane appreciated 18
percent in 1992—driven by demand from immigra-
tion—but the median home price remains at a rela-
tively affordable $80,000. Residential median sales
prices in Seattle moved up slightly in the second half of
1992, after remaining flat for much of the previous two
years, and stand at $147,000. Contacts attribute the
relatively robust growth of central and eastern Wash-
ington to factors including affordable housing, immi-
gration of firms from higher-cost states, and in the
tri-cities area (Richland, Pasco, and Kennewick), a
large multiyear clean-up project for the Hanford nu-
clear facility.

Washington’s banking sector is performing well.
Commercial bank profits in the state were above the
national average in 1992, with a return on assets of
1.17 percent (versus 0.93 percent nationally) and a
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return on equity of 13.16 percent (versus 12.24 percent
nationally). At the end of 1992, problem loans at large
commercial banks stood at 4,7 percent of assets,
below the national average of 5.1 percent and below
the national average in all sectors but construction and
farm loans. Problem construction loans—reflecting
weak conditions in nonresidential real estate—stood at
19.1 percent versus a national average of 16.5 percent
at the end of 1992. This ratio for banks in Washington
was higher than for all other District states except
California. Commercial bank loan growth has been
sluggish during the past two years but still has out-
paced the growth in bank lending nationwide.

NATIONAL ECONOMIC DEVELOPMENTS
AND MONETARY POLICY

Analyses of the various regions of the country that are
provided by all twelve of the District Bank presidents
play an important role in formulating monetary policy.
Taken together, these analyses help form an under-
standing of developments in the U.S. economy by
providing an up-to-date, detailed base of information
that supplements published national statistics. Be-
cause the tools of monetary policy—open market
operations, changes in the discount rate, and occasion-
ally, changes in reserve requirements—affect the
economy broadly, the focus of policy must be on the
national economy as a whole. Policy actions are
transmitted to the economy through highly efficient
and integrated national financial markets. Credit is
allocated according to the private decisions of the
many lenders and borrowers in these markets. The
efficient allocation of credit in financial markets is an
important element determining the efficiency with
which our market economy operates.

Thus the Federal Reserve’s actions in the markets
affect the overall level of interest rates and availability
of credit but are not aimed at how that credit is
allocated. While each region of the country is affected
by interest rates and the overall amount of credit
available in the national economy, the effects of policy
cannot be directed to particular geographical regions
or industries.

Current economic conditions in California provide a
good illustration of this point. As discussed above, the
recession in California is strongly related to a number of
“structural’’ problems, including the cutbacks in de-
fense spending and the need in recent years to reduce
the large state budget deficit. These problems will be
helped by the national recovery that is under way.
Stronger national economic growth will create more
jobs to absorb displaced defense workers, and will
reduce the budget deficit by raising state tax receipts.

However, monetary policy is not an effective vehicle
for directing credit to these particular sectors. My
views on monetary policy must be based on an under-
standing of national economic conditions—an under-
standing that is enhanced by my regional perspective as
well as by those of the other Reserve Bank presidents.

With respect to current monetary policy, our goal as
always is to promote the maximum standard of living
attainable for our citizens over the long run. In recent
years, this has meant mitigating the size of the cyclical
downswing through reductions in interest rates. How-
ever, in the long run the most significant contribution
we can make to economic growth is by providing a
low-inflation environment, and we have made progress
in that area.

In formulating policy, we have faced several chal-
lenges recently, not the least of which has been the
deterioration in the relationship between the monetary
aggregates and spending on goods and services. Last
year, both M2 and M3 grew sluggishly; at the same
time, the pace of economic activity picked up, which
meant that the velocity (spending per dollar) of both
aggregates rose sharply, well above what historical
relationships would suggest. The misleading signals
provided by these aggregates mainly seem to reflect a
desire by the public to hold liquid funds in high-
yielding stock and bond mutual funds as well as to pay
down consumer and mortgage debt. More strict super-
vision and regulation of depository institutions, which
are essential to the long-run health of the industry, also
may have contributed to the slow growth in M2 and
M3. However, to a large extent, financial markets
have been able to direct credit through channels other
than the banking system so as to mitigate the effects of
restructuring on overall economic activity.

Last year, we had to look beyond the aggregates in
the formulation of monetary policy to a broad range of
economic and financial indicators. Had policy in 1992
been aimed at pushing M2 and M3 up into their ranges,
policy would have been so expansionary as to have
risked eliciting fears of higher inflation. The response
of financial markets to the possible inflationary conse-
quences of overly expansionary monetary policies
puts a limitation on how much the Federal Reserve can
do to stimulate the economy. When it appears that the
Federal Reserve is going too far in easing short-term
interest rates, long-term rates rise, which is counter-
productive to efforts to stimulate the pace of economic
activity.

Thus, the Federal Reserve has had to find a delicate
balance in recent years, allowing short-term interest
rates to fall enough to promote economic expansion
but not so much as to risk higher inflation. Develop-
ments in 1992 and thus far this year suggest that our
efforts are paying off. The U.S. economy moved into a
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phase of sustained expansion last year, after the period
of recession and slow growth in the preceding two
years. The 3 percent growth in real GDP for last year
as a whole was modest compared with what typically
occurs in the early stages of expansions; however, it
compares favorably with the 2 percent pace that
appears to be sustainable for the U.S. economy in the
long run and was well ahead of growth in most
industrialized economies abroad.

The expanding economy last year generated growth in
jobs, although at only a moderate pace, as the productiv-
ity of the work force registered large gains. However, the
strong surge in jobs in February is encouraging. More-
over, the civilian unemployment rate did peak in the
middle of 1992 and has been on a downward path since

then. These declines are in line with what would be
expected based upon historical relationships between real
GDP growth and changes in the unemployment rate,
suggesting that substantial further declines in that rate can
be expected as the expansion continues. Price develop-
ments last year were favorable. Excluding food and
energy, consumer prices rose at a 3 percent rate, the
lowest in twenty years.

I expect the patterns established in 1992 to continue
this year and beyond, with moderate growth in real
GDP accompanied by gradual declines in both unem-
ployment and inflation, I believe that a major factor
behind these favorable developments is the prudent
easing of monetary policy that has been implemented
to date. O

Statement by David W. Mullins, Jr., Vice Chairman,
Board of Governors of the Federal Reserve System,
before the Subcommittee on Telecommunications and
Finance of the Committee on Energy and Commerce,
U.S. House of Representatives, March 17, 1993

I welcome this opportunity to discuss legislative initi-
atives concerning the government securities market.
By my count, this marks the ninth time since Salomon
Brothers® admission of wrongdoing that I have deliv-
ered testimony on this subject before a congressional
panel. In my view, enough is at stake, particularly in
terms of financing the federal deficit, to warrant this
close scrutiny. The interest cost of the federal debt
depends on the rates when securities are first auc-
tioned, while this committee’s mandate concerns sec-
ondary market trading in government securities, But
that is not a realistic distinction in practice because the
Treasury’s ability to tap funding sources in the pri-
mary market depends critically on the assurance of
smooth trading in the secondary market.

DEVELOPMENTS SINCE AUGUST 199]

Over the past one and one-half years, the Board of
Governors, the Federal Reserve Bank of New York
(FRBNY), the Treasury, and the Securities and Ex-
change Commission (SEC), among others, have de-
voted considerable attention to the government secu-
rities market. An important initial product of that work
was the Joint Report on the Government Securities
Market, which contained a comprehensive survey of
the market and a detailed plan for correcting the
problems that had been identified. Much of the plan
delineated in the report has been put in place. After

having consulted with the other agencies, the Treasury
implemented redesigned auction procedures and rules
to eliminate the possibility of a recurrence of the
abuses committed in the Salomon Brothers episode.
With the help of staff members at the New York Fed
and the Commodity Futures Trading Commission
(CFTCj), the Board, the Treasury, and the SEC formed
an Interagency Working Group on Market Surveil-
lance. As a result, enforcement responsibilities and
procedures have been clarified and intensified. After
careful study, the Treasury commenced a yearlong
experiment with auction technique, and the FRBNY
has made considerable progress in automating the
auction process. In addition, the New York Fed has
adopted changes in the administration of its relation-
ship with primary dealers and is in the process of
revising the information that it collects from them,

Meanwhile, staff members at the various agencies,
as well as academic researchers, have studied the
relationship between prices in the cash and financing
markets. This research has produced techniques to
identify rate anomalies that could be associated with
squeezes. And the Treasury has shown a willingness
to act through supply management when market prices
suggest a serious shortage. Last year, one issue, a
ten-year note, was reopened under the policy articu-
lated in the Joint Report for addressing an ‘‘acute,
protracted” shortage. Under the threat of Treasury
reopenings, no market participant can be confident of
profiting by cornering the market in a Treasury issue.
Thus, the government securities market has already
been subject to substantial change and to intensified
scrutiny on an ongoing basis.

This extensive, in-depth analysis has increased my
respect and appreciation for this financial market-
place. In this regard, the U.S. government securities
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market has no rival. This market is the deepest and
broadest of all securities markets, offering widespread
economic benefits by permitting transactions of enor-
mous size to be conducted at razor-thin bid-ask
spreads. In general, the governmental initiatives un-
dertaken to date with respect to this market have not
been intrusive or especially costly and thus have been
consistent with its continued efficiency.

WHAT 1S NEEDED

In weighing the need for additional legislation, the
Board of Governors believes that the best, most effi-
cient, and equitable laws and regulations are drawn up
to address specific problems. This is why, in the
Board’s view, the timely enactment of the legislative
agenda outlined in the Joint Report would serve the
nation’s interest. This agenda—reestablishing the
Treasury’s rulemaking authority for the government
securities market and perhaps eliminating the prohibi-
tion on the National Association of Securities Dealers
(NASD) to specify sales practice rules for members
participating in this market—would complement the
administrative actions that have already been put into
motion. Unfortunately, H.R.618 goes far beyond this
recommendation by introducing potentially confusing
and possibly overlapping lines of authority among the
agencies, by erecting a regulatory apparatus that is
more appropriate for equity markets, and by creating
the potential for bureaucratic judgment to substitute
for the market determination of the flow of pricing
information. These actions would raise the cost of
participating in the government securities market pre-
cisely when our federal finances are critically reliant
on worldwide market acceptance for the Treasury’s
massive debt issuance.

The Board of Governors does not believe that the
evidence supports the case for the sweeping changes
in regulatory practices envisioned in this proposed
legislation. In our view, the record over the past 12
years and a careful weighing of the costs versus
benefits would not warrant such steps. The incidents
that have come to light are apparently related to
individual ethical lapses that are unfortunately all too
common when money changes hands. From what is
known thus far, it appears that the existing body of
laws and regulations has proved sufficient to mete out
punishment to the guilty. While there are reports that
criminal investigations may have been made more
difficult by shoddy bookkeeping practices at some
government securities brokers and dealers, record-
keeping at most of those entities is already covered
under the existing regulatory umbrella. The measures
already implemented, including stricter enforcement

and more uniformity in interpretation of the existing
rules by self-regulatory organizations and regulatory
authorities that administer the rules, should smooth
the way in investigating potential abuses. Of course,
such improvements within the current regulatory
framework would be made easier if the Congress acted
to restore the Treasury’s rulemaking authority for
government securities brokers and dealers, which
lapsed in 1991.

The Board of Governors believes that a decisive
case has not yet been presented for adding statutory
requirements on sales practice rules. If the Congress
deems that a provision for sales practice rules is
necessary, this could be obtained by simply removing
the prohibition on the NASD from applying its sale
practice rules to government securities transactions.
This would bring NASD firms into line with proce-
dures at New York Stock Exchange member firms,
extending sales practice rules to all nonbank brokers
and dealers.

WHAT Is NOT NEEDED

Compared with H.R.618, the legislative agenda out-
lined above is narrower and, in our view, better
targeted. It appropriately recognizes the substantial
administrative changes already set in motion as well as
the unique nature of the government securities market.
In the view of the Board of Governors, more sweeping
and intrusive action does not stand the scrutiny of
rigorous cost-benefit analysis. This was our judgment
at the time of the writing of the Joint Report, and
events since then have only strengthened this conclu-
sion.

There is no evidence of market failure that would
warrant the significant overhaul envisioned in
H.R.618. In a market in which so much money
changes hands so quickly, even the whiff of illicit
activity would inspire a chorus of complaints and
withdrawals from trading. In fact, bid-ask spreads
remain narrow, volume remains heavy, and there have
been no notable changes in the ranks of participation.
Even without evidence of spotty trading, thin markets,
or trading failures, if there were a convincing logical
chain to suggest that the government securities market
was now susceptible to wrongdoing, then prophylactic
action could well be justified. On this score, however,
the structure of the government securities market
would appear to offer little scope for large-scale mis-
chief.

First, prices in the government securities market
appear mostly driven by macroeconomic fundamen-
tals. Government securities are homogeneous, with
few of the idiosyncratic factors that push and pull the
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prices of private debt or equity instruments relative to
market averages.

Second, in a homogeneous, highly visible market
such as this one, the force of competition remains the
best protection from manipulation. With narrow bid-
ask spreads and the quick dissemination of informa-
tion, there is little room to hide collusive activity. Such
a market is inherently transparent.

Third, a trader who attempted to gain from market
manipulation now faces the prospect of aggressive
Treasury debt management that would reopen an issue
to shave any illicit gain. Against this backdrop, many
of the potentially costly provisions of H.R.618 guard
against an enemy that will never take the field.

In the Board’s view, there is no compelling need to
grant new recordkeeping authority to the SEC, espe-
cially when existing authority can be used more effec-
tively. Nor is there a need for large-position reporting,
given the substantial improvement in the agencies’
market surveillance efforts. The FRBNY's discussions
with market participants provide a wealth of detail to
inform the Treasury reopening decision and to alert
enforcement agencies of potential problems. These
sources are augmented by dealer report forms that soon
will routinely extract information on specific securities.
But at a more fundamental level, currently available
data on market prices provide a continuing stream of
data to mine for evidence of manipulative intent.

In our view, there is no demonstrated need to put
the SEC into the business of mandating what trading
screens look like and who gets the information feeds,
and such initiatives could impose significant costs on
the market. Transparency, or the ability to get timely

and reliable price quotes in the government securities
market, has improved markedly of late. GOVPX, for
example, has enhanced the information that it pro-
vides to the market. If private sector initiatives are
allowed to run their course, this access should be
further widened. The threat of governmental interfer-
ence may only prove counterproductive, as private
firms delay additional improvements for fear that
another format might be thrust upon them.

The Board accepts that the broad-based apparatus
of reporting requirements in this market that could be
implemented under H.R.618 might reduce the cost of
investigating abuses and facilitate enforcement. On the
other side of the ledger, such changes would boost the
cost of every trade and potentially reduce the ranks of
market participants. The Treasury’s appetite for fi-
nancing is too large to make purchasing its securities
more expensive or to discourage willing buyers with
administrative burdens motivated by the vague fear
that someone, somewhere out there, may be inclined
to cheat,

It is true that H.R.618 does not mandate these
increased reporting requirements but rather gives var-
ious agencies the authority to enact these changes
should they deem them fit. However, even backup
authority may send a chilling message about the U.S.
market to all participants choosing where to trade in
the global marketplace. Rather than risk slipping into a
fundamental change through backup authority, the
Board of Governors feels it would be a wiser course of
action to return to the Congress for enabling legislation
in the future should such authority appear neces-
sary. O

Statement by John P. LaWare, Member, Board of

Governors of the Federal Reserve System, and Chair-
man, Federal Financial Institutions FExamination
Council, before the Subcommittee on Commerce,
Consumer, and Monetary Affairs of the Committee on
Government Operations, U.S. House of Representa-
tives, March 17, 1993

I am happy to be here to discuss the topic of regulatory
burden and particularly the efforts of the Federal
Reserve and the other regulatory agencies to reduce
burden administratively.

The issue of the appropriate level of regulation of
banking organizations, although not new, recently has
been a focus of concern. Banking institutions serve a
vital role in determining the growth of the economy.
Consequently, in an increasingly global and competi-
tive financial market, the United States can ill afford to

handicap its banking institutions—and therefore the
individuals and businesses they serve—with stifling
and constantly changing rules and regulations. The
ever-increasing number and detail of regulatory re-
quirements and restrictions have increased the costs
and reduced the availability of service from banking
institutions. Further, aggregate burden frustrates the
purpose of stability and safety regulations by driving
traditional banking functions toward alternative, less-
regulated providers.

In an effort to counter the trend toward costly
overregulation, the banking agencies have worked
both individually and as a group to identify adminis-
tratively imposed burden and, insofar as possible, to
reduce it. These efforts are represented in initiatives
such as the agencies’ Regulatory Uniformity Project,
the Federal Financial Institutions Examination Coun-
cil's (FFIEC) Study on Regulatory Burden, and, most
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recently, in last week’s announcement by the Presi-
dent of an interagency program designed to reduce the
cost and burden of lending, particularly to small and
medium-sized businesses.

INTERAGENCY POLICY STATEMENT ON
CREDIT AVAILABILITY

On March 10, the President announced that all of the
banking regulatory agencies will, over the next few
months, take actions in five areas to promote greater
availability of credit to creditworthy borrowers. The
actions to be taken in each of the areas are as follows:

I. Eliminate impediments to lending to small and
medium-sized businesses by permitting banks to make
and carry a basket of loans to such borrowers with
minimal documentation requirements. In addition,
guidance will be issued to make it clear that banks and
thrift institutions, in making loans to such borrowers,
particularly those loans to be placed in the basket, are
encouraged to give important consideration to charac-
ter and general reputation in assessing a borrower’s
creditworthiness.

2. Reduce appraisal burden and improve the climate
for real estate by altering existing rules so that institu-
tions taking real estate as ‘‘additional’’ collateral for a
business loan that is not to acquire or refinance real
estate will not be required to have such property
appraised by a certified or licensed appraiser. In addi-
tion, the agencies will be reexamining their existing
rules to make sure that thresholds below which formal
appraisals are not needed are at reasonable levels.

3. Enhance and streamline arrangements by which
bankers can obtain a fair and speedy review of com-
plaints about examiner decisions, while providing as-
surance that neither banker nor examiner will be
subject to retribution as a result of an appeal.

4. Improve all examination processes and proce-
dures by eliminating unneeded duplication of exami-
nations and increasing coordination of examination
activities, particularly centralizing and streamliining
examinations of multibank organizations. The agen-
cies have also agreed to heighten emphasis in exami-
nations on risks to the institution and on issues involv-
ing fair lending, as well as to reduce regulatory
uncertainty by eliminating ambiguous language in reg-
ulations and interpretations—and delays in publishing
regulations and interpretations.

5. Review all regulations and interpretations to find
ways to minimize paperwork and other regulatory
burden.

We certainly expect that these changes will affect
the willingness of the banking industry to lend to

creditworthy borrowers, and we are working together
to implement them fully.

FEDERAL FINANCIAL INSTITUTIONS
EXAMINATION COUNCIL STUDY ON
REGULATORY BURDEN

I have been asked by the subcommittee to describe the
agencies’ recently completed Study on Regulatory
Burden. The study was mandated by the Congress in
section 221 of the Federal Deposit Insurance Corpo-
ration Improvement Act (FDICIA), which required
the FFIEC to review the regulatory policies and
procedures of the banking agencies and the Treasury
Department to determine whether they impose ‘‘un-
necessary’’ burden on banking institutions and to
identify any revisions that might reduce burden with-
out endangering safety and soundness or diminishing
compliance with or enforcement of consumer laws.
The FFIEC was directed to report its findings by
December 19, 1992,

During early 1992, the four federal banking agen-
cies and the Department of the Treasury undertook
extensive internal reviews of their policies, proce-
dures, recordkeeping, and documentation require-
ments. In addition, an interagency task force assem-
bled and reviewed the public comments that the
Federal Deposit Insurance Corporation (FDIC), the
Office of the Comptroller of the Currency (OCC), and
the Office of Thrift Supervision (OTS) had received
in response to their spring 1992 requests for com-
ments on regulatory burden. The FFIEC also re-
quested and received public comments specifically
on ways that burden might be reduced and held
public hearings on this topic in Kansas City, San
Francisco, and Washington, D.C.

At the outset, the FFIEC stated its belief that the
goal of this process was not to examine and develop
proposed revisions to the overall statutory scheme
governing financial institutions. Rather, it appeared to
the council that the congressional intent was to accept
the statutory scheme as a given and instead to examine
the manner in which the federal banking agencies and
the Treasury Department have implemented that
scheme by means of regulations, policy statements,
procedures, and recordkeeping requirements.

Many commenters, as well as the agencies them-
selves, recommended changes that were within the
jurisdiction of the agencies. During the year, the agen-
cies acted on many of these suggestions for regulatory
improvement, particularly those related to required
reports, examination procedures, and application pro-
cesses. The study included a summary of those actions.
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Interagency working groups reviewed other spe-
cific recommendations for regulatory change and
divided them into three categories. The first category
included specific recommendations from the public
and areas of concern that the FFIEC agreed were
worthy of further consideration. In many cases, the
agencies agreed on the general approach and devel-
oped a consensus position that is described in the
study. In some cases, an agency supported a recom-
mendation in part or preferred an alternative ap-
proach to meet the goal of the recommendation, and
in a few cases, the agencies felt that further consid-
eration and possibly some compromise may be re-
quired to address the issues.

Suggestions from the public that, after careful
consideration, were found not to meet fully the
standards sct forth in section 221 are discussed in the
study, while those that concerned agencies that are
not members of the FFIEC are simply listed. In
addition, an analysis of the public recommendations
concerning the rules implementing the Bank Secrecy
Act (BSA) was contributed by the Department of the
Treasury.

During the course of the study, the FFIEC also
reviewed the small number of existing studies of the
costs of regulation. Despite methodological and cov-
erage differences, their findings are reasonably con-
sistent that regulatory costs might be in the range of
6 percent to 14 percent of noninterest expenses. This
estimate includes the cost of deposit insurance pre-
miums but does not include any measurement of the
opportunity cost of reserve requirements or prohib-
ited activities. This range applied to the actual 1991
noninterest expenses for commercial banks of $214.6
billion suggests that regulatory costs could have been
between $7.5 billion and $17 billion in that year.

In the weeks since the study was submitted to the
Congress, the agencies have continued to consider
the suggestions, and I anticipate that further action
will be taken in the near term. However, many of the
public recommendations as well as the actions taken
by the regulatory agencies address problems that are
technical in nature and not highly significant in terms
of their impact on total regulatory burden. Indeed,
significant relief from regulatory burden will require
more substantial changes. Because legislation is of-
ten very detailed in its requirements and the regula-
tions must track the statutory provisions, the agen-
cies are limited in their ability to address many
provisions that impose substantial burdens.

Accordingly, the council’s member agencies have
agreed to continue meeting to identify and recommend
possible statutory changes to reduce regulatory bur-
den further. The council hopes to provide a separate
report to the Congress on those issues by late spring.

RECOMMENDATIONS FOR THE FUTURE

Banking institutions are regulated because of important
public policy considerations, and much of the regulation
arises ultimately from four fundamental public policy
concerns: bank safety and soundness, banking market
structure and competition, systemic stability, and con-
sumer protection. The safety and stability of the banking
system are vital to the economy. Further, it is difficuit to
quarrel with the purposes of individual consumer protec-
tions. Nevertheless, the aggregate effect of the implemen-
tation of a substantial number of desirable policies may
result in burdening individual banking transactions to an
unacceptable degree.

In the aggregate, this burden has become substan-
tial, raising the costs of banking services and thus
encouraging bank customers to seek less costly loans
and services or higher-yielding investments from other
financial intermediaries that are not subject to the
same regulatory requirements and restrictions. The
movement of business from banking institutions to
other intermediaries and directly to money and capital
markets may frustrate the purposes for which banking
regulations were adopted. 1 believe this burden has
already begun to threaten the competitiveness of the
banking industry itself,

What is needed is fundamental review of approaches to
regulation in search of mechanisms that will achieve the
same goals but with less burden and without the problems
that accompany the current approach. New approaches
to regulation that are more sensitive to cost-benefit trade-
offs must be sought and considered. In particular, existing
market forces and incentives should be harnessed as
much as possible to achieve regulatory goals rather than
relying on microlevel regulations that eliminate the flexi-
bility that is important in a dynamic industry. We should
consider, as well, changes that can reduce burden by
reducing regulatory prohibitions on banking activities. As
you know, the Federal Reserve Board has long supported
nationwide interstate banking, insurance sales, and full
investment banking powers to provide the public the
benefits of wider competition, and it supports the pay-
ment of interest on required reserves to reduce the costs
imposed on banking institutions as regulated entities.

To the greatest extent possible, banking regulation
should provide flexibility by tailoring requirements to
specific facts and circumstances and by distinguishing
among institutions according to meaningful criteria such
as condition, size, and management competence. Regula-
tions that provide insufficient flexibility can cause unnec-
essary regulatory burden and create inefficiencies by
preventing depository institutions from finding the most
cost-effective means of complying with the law or regula-
tion and by impairing the ability of banking institutions to
react to changing market conditions.
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These approaches must be applied not only to future
regulatory actions but to existing regulations as well.
Efforts to substantially reduce regulatory burden will
undoubtedly raise difficult questions about the trade-offs
to be made between competing public policies, much like
the ongoing discussion of the federal budget. Because
achieving political consensus for change may be difficult,
in my judgment, an independent nonpolitical commission
charged with exploring possibilities for legislative change
would be useful. Such a commission could address a
broad range of banking issues such as regulatory burden
and the competitive position of U.S. banking organiza-
tions, offer suggestions and guidance for legislative and
regulatory changes, and assist the Congress in developing
a specific legislative agenda.

CONCLUSION

The regulatory burden on banking institutions is large
and growing. The cumulative regulatory burden on the

banking industry may well be more than the sum of its
parts. This burden has grown slowly but relentlessly
over the years, layer by layer by layer, and the pace of
additional regulation has increased sharply in recent
years. While there may be genuine public policy
benefits from any single regulatory proposal, it is
important to recognize that the banking regulations
and prohibitions, taken together, create a burden that
is substantial, if not approaching unmanageable, for
many institutions. When these burdens are aggre-
gated, they affect the economy by reducing the effi-
ciency and competitiveness of the banking industry.
Recent actions by the regulatory agencies and the
plan announced by the President represent important
steps in an ongoing process to address the problem of
regulatory burden on the banking industry, and I
look forward to working with this subcommittee and
others in considering additional proposals. Perhaps
regulatory relief, like regulatory burden, can be
cumulative. 0

Statement by William J. McDonough, Executive Vice
President, Federal Reserve Bank of New York, before
the Subcommittee on Telecommunications and Fi-
nance of the Committee on Energy and Commerce,
U.S. House of Representatives, March 17, 1993

I am pleased to have the opportunity to appear before
you in my capacity as Executive Vice President of the
Federal Reserve Bank of New York responsible for
the Financial Markets Group. As such, I have respon-
sibility for domestic and foreign operations of the
System Open Market Account and for the recently
formed Market Surveillance Function. My statement
this morning will discuss the market surveillance ac-
tivities of the Federal Reserve Bank of New York and
the overall subject of the official oversight and regula-
tion of the government securities market.

We all share a common goal regarding the govern-
ment securities market. That is, we all want to ensure
that the integrity, health, and efficiency of the world’s
largest and most liquid securities market is preserved.
Quite clearly, the American public and the world at
large share an enormous interest in the continued
vitality of the market for U.S. Treasury securities and
its ability to meet both public and private needs.

Against this background, the immediate question
before the subcommittee centers on how the legisla-
tive process can best support efforts to ensure that this
vital market retains its status as the most efficient
market in the world. As the subcommittee deliberates
this important topic, I think it necessary to consider

the strides taken over the past year to improve the
monitoring of this market.

Salomon Brothers’ admissions of deliberate and
repeated violations of Treasury auction rules could
well have damaged the public’s confidence in the
overall soundness of the government securities mar-
ket. Fortunately, this did not happen, as evidenced by
the efficiency with which the market has continued to
perform. Nonetheless, some important questions were
raised about the workings of that market and the
official oversight of the market.

After the events of August 1991, the Treasury, the
Securities and Exchange Commission (SEC), and the
Federal Reserve moved quickly to address the various
concerns that arose from the Salomon revelations. The
agencies have set up a working group on market
surveillance, with the Federal Reserve Bank of New
York accepting primary responsibility for collecting
and disseminating information. The Treasury facili-
tated broader auction participation, clarified and re-
stated auction rules, and, with the Federal Reserve,
strengthened the procedures for enforcement of those
rules. Changes were made to the administration of the
primary dealer system to provide greater access to
participants who wished to service the central bank.

Ongoing automation initiatives will lend further sup-
port to ensuring that the primary and secondary mar-
kets are open and accessible. Our new system for
automated Treasury auctions is in the final stages of
testing, and its implementation is scheduled for next
month. This effort will speed and further systematize
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the auction review process and further allow for
broader bidder access. In addition, we have finalized
many of the business requirements for the automation
of our open market operations and have taken some
initial steps in development, with a view toward im-
plementing several capabilities next year. This effort
will provide an efficient way of accommodating an
expansion in the number of our trading counterpar-
ties—should such occur.

Market participants themselves have reviewed and
improved internal compliance procedures and audits
after the revelations of wrongdoing in 1991, Finally, it
is important to restate that, in the face of apparent
irregularities in the marketplace, securities and bank
regulators already have access to individual dealer
firms® books, records, and trading systems. Having
said that, it should also be stressed that it is neither
possible nor desirable to have absolutely fail-safe
management and control systems or regulatory
schemes that can prevent or detect every problem or
potential problem. Nor is it desirable to discourage
innovation with overly restrictive and duplicative
rules. What is needed is an approach that strikes an
appropriate balance between the efficiency of the
market and adequate regulatory oversight.

Of the efforts taken to date, I should comment on
the significant progress made in improving communi-
cations among the agencies involved in the surveil-
lance effort—the Bank, the Treasury, the SEC, the
Federal Reserve Board, and the Commodity Futures
Trading Commission. The entire working group holds
a biweekly conference call, and senior officials of the
working group meet quarterly. I can assure you that
the progress made in cooperation and information
sharing will certainly continue. And I can also assure
you that there has been no facet of the work of the
interagency group to date that has witnessed material
differences of opinion or judgment among the various
agencies.

In its effort to satisfy the needs of the working
group, the New York Fed’s surveillance work has
focused on activity surrounding several specific Trea-
sury securities as well as a variety of overall market
conditions. Additional attention was devoted to those
incidents that, based on comparisons with either his-
torical experience or then-existing market conditions,
were a potential source of concern. Needless to say,
our methods are being refined as we gain more expe-
rience and receive input from the other agencies.

In the interest of time, I will not cover the full scope
of our efforts. However, allow me to mention briefly a
few of the specifics of market surveillance. We look at
price movements, yield spreads, and trading volume in
the cash market. In the financing market, we review
market quotes and trades for overnight contracts and

term maturities. From individual primary dealers, we
collect aggregate data on positions, transactions, fi-
nancing, trade settlement, and when-issued activity in
specific securities. We also receive information on
individual securities when we undertake a formal
survey of primary dealers’ activity.

More broadly, we have access to market opinion,
analytics, general economic data, and specific infor-
mation on other, related markets, Finally, our daily
conversations with the market participants themselves
provide invaluable information on market develop-
ments and their own trading activity. This wealth of
information allows us to evaluate the current behavior
of specific securities of interest from the vantage point
of a comprehensive view of the market. We share with
the members of the interagency working group all
significant market information that we collect.

Our surveillance efforts over this past year focused
on apparent shortages of specific Treasury securities.
Time and again, we found that individual episodes of
‘“‘specials’” trading represented the natural conse-
quence of legitimate uses of the Treasury market,
especially in connection with risk-management strate-
gies to facilitate the orderly underwriting, issuance,
and distribution of the full range of fixed-income
securities sold by corporations, state and local govern-
ments, and others. At times, these activities can
generate large amounts of short positions in Treasury
securities as underwriters hedge their exposures. As a
consequence, temporary shortages of certain issues
can, and will, develop even though a large amount of
securities is outstanding.

Despite the general thrust of our findings to date, we
recognize that we must continue to rigorously pursue
each incident of unusual market activity. To meet this
responsibility, we intend to build upon the strong start
we have made in tightening surveillance. We will
continue to improve our knowledge of market devel-
opments, our methods of review and analysis, and the
technical resources we need to operate efficiently and
effectively with a view to servicing the needs of the
other members of the interagency working group.

At the same time, I believe the Congress can pro-
vide some further support for our efforts by reautho-
rizing the Treasury’s rulemaking authority under the
Government Securities Act of 1986 and explicitly
incorporating the making of misleading statements to
an issuer of government securities as a violation of the
Securities Exchange Act of 1934. In addition, the
Federal Reserve Bank of New York is sympathetic to
legislation that would give the Treasury backup au-
thority to require holders of large positions in Treasury
securities to report this information. This measure will
further our efforts to develop a comprehensive view of
the market.
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With these steps—and our continued surveillance
efforts—I think we come much closer to striking that
appropriate balance I spoke of earlicr between provid-
ing effective oversight by the agencies and avoiding
the burdens of excessive regulation that can easily
stifle the efficiency and liquidity of the market, a
potentially significant cost that ultimately will be borne

by the American taxpayer. The progress we have
made so far and the outlook for our near-term initia-
tives make any additional measures seem clearly pre-
mature. The agencies have the ability to review,
analyze, and act appropriately—and in a timely fash-
ion—when market developments raise issues of public
concern. 0

Statement by Alan Greenspan, Chairman, Board of

Governors of the Federal Reserve System, before the
Committee on Finance, U.S. Senate, March 24, 1993

As 1 have indicated to other committees of the Con-
gress in recent days, our burgeoning structural budget
deficit, unless addressed, will increasingly threaten the
stability of our economic system. Time is no longer on
our side. At 5 percent of gross domestic product
(GDP), the current deficit is very large by historical
standards. After declining through 1996, the current
services deficit starts on an inexorable upward path
again. On a cyclically adjusted or structural basis, the
deficit has hovered around 3 percent of potential GDP
for the past ten years, a phenomenon without prece-
dent in our peacctime history.

I am encouraged that the President and the Congress
are making serious efforts to restore a measure of
balance to our fiscal affairs.

It is beguiling to contemplate the downtrend in
inflation in recent yecars in the context of very large
budget deficits and to conclude that the concerns
about their adversc effects on the economy have been
misplaced. Regrettably, this notion is dubious. The
deficit is a corrosive force that already has begun to eat
away at the foundations of our economic strength.
Financing of private capital investment has been
crowded out, and, not surprisingly, the United States
has experienced a lower level of net investment rela-
tive to GDP than any other of the Group of Seven
countries in the past decade.

To some degree, the impact of the federal budget
deficits over the past decade has been muted as we
imported resources to help finance them. This can be
seen in our large trade and current account deficits.
However, we should not—indeed, we probably can-
not—rely on foreign sources of funds indefinitely. If
we do nothing, the markets will ultimately force an
adjustment; by acting now to redress our internal
imbalance, we can lower the risk of unpleasant
stresses down the road.

I shall eschew, as I have in previous testimonies,
comments on the specific elements of the deficit-
reduction proposals currently under review by the

Congress. 1 should like, nonetheless, to take the time
you have made available to outline my views on the
principles that should underlie current deliberations.

First, according to both the Office of Management
and Budget and the Congressional Budget Office,
deficits are likely to be held in check by relatively good
economic performance over the next few years. But
from 1997 on, budget outlays under existing law are
projected to rise appreciably faster than the tax base.
If such trends are not altered, stabilizing the deficit-
to-GDP ratio solely from the receipts side, not to
mention reducing it, will necessarily require ever-
increasing tax rates. This would surely undercut in-
centives for risktaking and inevitably damp the long-
term growth and tax revenue potential of our
economy, The gap between spending and revenues
will not close under such conditions. Thus, there is no
alternative to achieving much slower growth of outlays
if deficit control is our objective. This implies the need
not only to make cuts now, but also to control the
growth of future spending so that it does not exceed,
and preferably is less than, the projected growth in the
tax base.

The thought expressed by some that we can inflate
our way out of the budget deficit is fanciful. Aside
from its serious debilitating effects on our economic
system, higher inflation, given the explicit and implicit
indexing of receipts and expenditures, would not re-
duce the deficit. As I indicated in testimony to the
Joint Economic Committee in January, there is a
possibility that productivity has moved into a signifi-
cantly faster long-term growth channel, which would
boost real growth and tax revenues over time. But
even if that turns out to be the case, short of an
increase beyond anything that we can reasonably
anticipate at this time, productivity, in itself, would
not be enough to resolve the basic long-term imbal-
ance in our budgetary accounts. Thus, while economic
growth is necessary to contain budget deficits, it
regrettably is not sufficient.

In deciding how to pare a structural budget deficit, it
is important to be clear on the different roles of
boosting taxes, on the one hand, and cutting spending
programs, on the other. All feasible taxes, by their
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very nature, restrain business activity. Hence, exclud-
ing so-called sin taxes and possibly environmental
taxes, increases in taxes can be justified only to
finance expenditures that are deemed essential. The
level and composition of outlays to be financed by
revenues is, in our society, a political matter, as is also
the degree of progressivity and incidence of taxation.
But over the long run, it is important to recognize that
trying to wholly, or substantially, address a structural
budget deficit by increasing revenues is fraught with
exceptional difficulties and is more likely to fail than
succeed.

All else equal, reducing the deficit would enlarge the
pool of savings available for private capital invest-
ment. But investment will not automatically occur
unless there are adequate incentives for risktaking.

A greater willingness of a society to consume less of
its current income should lower real interest rates and
spur such investment. But if risktaking is discouraged
through excessive taxation of capital or repressive
regulation, high levels of investment will not emerge
and the level of saving will fall as real incomes
stagnate.

The process by which government deficits divert
resources from private investment is part of the
broader process of redirecting the allocation of real
resources that inevitably accompanies the activities of
the federal government. The federal government can
preempt resources from the private sector or direct
their usage by several different means, the most im-
portant of which are (1) spending, financed by taxa-
tion; (2) spending, financed by borrowing, that is,
deficit spending; (3) regulation mandating private ac-
tivities such as investment in pollution control or
safety equipment, which are likely to be financed
through the issuance of debt; and (4) government
guarantees of private borrowing.

What deficit spending and regulatory measures have
in common is that the preemption of resources, di-
rectly or indirectly, is not sensitive to the rate of
interest. The federal government, for example, will
finance its budget deficit in full, irrespective of the
interest rate it must pay to raise the funds. Borrowing
with government-guaranteed debt may be interest sen-
sitive, but the guarantees have the effect of preempting
resources from those without access to riskless credit.
Government spending fully financed by taxation does,
of course, preempt real resources from the private
sector, but the process works through channels other
than through real interest rates.

Purely private activities, on the other hand, are, to a
greater or lesser extent, responsive to real interest
rates. The demand for housing, for example, falls off
dramatically as mortgage interest rates rise. Inventory
demand is clearly a function of short-term interest

rates, and the level of interest rates, as it is reflected in
the cost of capital, is a key element in the decision
about whether to expand or modernize productive
capacity. Hence, to the extent that the demand for
saving exceeds its supply, interest rates will rise until
sufficient excess demand is finally crowded out.

The crowded-out demand cannot, of course, be that
of the federal government, directly or indirectly, be-
cause federal government demand does not respond to
rising interest rates. Rather, real interest rates will rise
to the point that private borrowing is reduced suffi-
ciently to allow the entire requirements of the federal
government, including its on- and off-budget deficits
and all its collateral guarantees and mandated activi-
ties, to be met.

In these circumstances, there is no alternative to
higher real interest rates diverting real resources from
the private to the public sector. In the short run,
nominal short-term interest rates may temporarily be
held down if the Federal Reserve accommodates the
excess demand for funds through a more expansionary
monetary policy. But this will only produce greater
inflation and, ultimately, have little, if any, effect on
the allocation of real resources between the private
and public sectors.

In such an environment, inflationary forces too
often lead to increased risk premiums, higher real
interest rates, and a higher cost of capital. This, in
turn, engenders a foreshortening of the time horizon of
investment decisions and a decreasing willingness to
commit to the long term, a commitment that is so
crucial to a modern technologically advanced econ-
omy. Structural budget deficits and excessive collat-
eral credit preemptions are symptoms of a society
overconsuming, undersaving, and underinvesting.

While there is no substitute for political will in
reining in outsized structural budget deficits, there are
changes, I believe, that could make the budget process
more effective. In particular, it is worth reconsidering
sunset legislation, which would impose explicit termi-
nation dates on spending programs. Expiring programs
that still have merit should have no difficulty being
reauthorized, but programs whose justification has
become less compelling would not receive the neces-
sary votes. Indeed, it is hard to imagine that sunset
legislation would not lead to at least some improve-
ment over the current situation, quite possibly foster-
ing nontrivial budget savings.

It also would be useful to take a look at the current-
services methodology for evaluating budget changes.
A baseline estimate obviously is a necessary ingredi-
ent in the budget process that helps inform policymak-
ers about the impact of policy proposals. However,
the current-services concept assumes that no further
congressional, judicial, or bureaucratic actions will be
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taken to alter existing programs. This is quite unrealis-
tic, but it would be of no particular significance were it
not for the fact that the bias of such actions is patently
toward more spending rather than less. Hence, merely
owing to ongoing congressional deliberations, adminis-
trative rulings, and decisions, an add-on to the current
services outlay estimates is required to get a better view
of what might be termed the “‘expected’ deficit of the
future. It is not possible to know in advance which
spending programs will be expanded, except that some
will. In recent years, congressional current services
outlay estimates have consistently been adjusted up-
ward in response to such technical reestimations of
program costs. Indeed, technical reestimates explain a
significant part of the failure of the deficit to fall as
contemplated at the time of enactment of the Omnibus
Budget Reconciliation Act of 1990.

Finally, although I do not favor a balanced budget

amendment on the grounds that it might be impossi-
ble to enforce, I would support a constitutional
amendment, or even a legislative provision, that
stipulates that all revenue and expenditure initiatives
require supermajorities (for example, 60 percent) to
pass both houses of the Congress. Combined with
sunset legislation, such a procedure could probably
go far to neutralize the obvious propensity of our
political system toward structural deficits.

Let me conclude by reiterating my central message.
The deficit is a malignant force in our economy. How
the deficit is reduced is very important; that it be done
is crucial. Allowing it to fester would court a danger-
ous erosion of our economic strength and a potentially
significant deterioration in our real standard of living.
Fortunately, we have it in our power to reverse this
process. This committee has an important role in this
process. Speaking as a citizen, I wish you well. |

Statement by Alan Greenspan, Chairman, Board of

Governors of the Federal Reserve System, before the
Committee on Small Business, U.S. House of Repre-
sentatives, March 25, 1993

I am pleased to appear before this committee to
discuss the availability of bank credit to small busi-
nesses. It is clear that any assessment of the outlook
for the economy as a whole—especially employ-
ment—has to focus on the health of our small business
sector— including its ability to obtain finance. Indeed,
the importance of bank credit flows to small business
was highlighted by the President’s recent announce-
ment of joint actions by all the banking agencies to
facilitate such lending.

Given the importance of small businesses to the
economy and the clear dependence of such firms on
banks, the decline in overall business loans in the
1990s underlines the importance of understanding the
difficulties of bank credit availability. Even more im-
portant, it emphasizes the need to continue to do
whatever is possible to remove those sources of re-
striction that do not imperil the safety and soundness
of the banking system.

Assessing the true nature of small business bank
credit availability is especially complicated, in part
because it seems clear that a substantial share of the
decline in the 1990s of total business loans at banks
reflects significant balance sheet restructuring by large
firms. Many larger businesses have taken advantage of
the decline in interest rates and the increase in stock
prices to refinance their bank loans,

The declines in business loans associated with bal-
ance sheet restructuring by the larger firms were
superimposed on a secular downtrend in business
credit flows by banks to large firms that have been
increasingly relying on nonbank finance. And overlay-
ing the interest rate- and stock market-induced repay-
ment of bank loans by large firms, and their secular
shift to nonbank credit, has been a normal cyclical
decline in the demand for credit during the recession
and modest recovery,

However, I do not believe that cycles, trends, and
refinancing are the sole explanations for the decline in
business loans. There has been a substantial tightening
of lending terms and standards, and it has affected
small businesses. This tightening of terms and stan-
dards has been clear in our periodic surveys of senior
loan officers at large banks since the start of the
decade, although this aspect of loan pricing seems to
have stabilized in 1992. Evidence from the National
Federation of Independent Business is also suggestive.
For example, owners of the larger small businesses
report greater difficulty obtaining credit than three
years ago. The period of credit stringency appears to
have lasted longer than in other recent downturns.
And, small business credit problems have been very
intense in some regions of the United States. Clearly,
New England has borne a disproportionately large
burden.

The sources of tighter credit availability are not hard
to find. A significant part of our current problems
reflects a too-expansive credit policy throughout most
of the 1980s. Large numbers of lenders mistakenly
perceived that financing real estate was very profit-
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able, and virtually risk-free because of the near cer-
tainty of continued real estate inflation. But inflation in
real estate not only ended; it was in many cases
reversed, exposing the lax underwriting standards that
had evolved.

The resulting acceleration of nonperforming loans,
and associated reserving and write-offs, not only cut
sharply into capital—causing many banks to fail and
others to be greatly weakened—but also shook the
confidence of lending officers and management. In-
deed, despite the low rate of failures of depository
institutions so far in 1993, we should not forget that the
past several years have seen many more failures of
depository institutions than all the other years since
World War 11 combined. The almost inevitable result
of these traumatic experiences has been that bank
lending policies have gone through a period of exag-
geratedly high underwriting standards—the same error
as in the 1980s but in the opposite direction. Although
there appears to have been no further tightening in
recent months, the effect on banks of excess optimism
in real estate in the 1980s is not, I am afraid, as yet
behind us.

Commercial real estate prices have not stabilized
enough to allow most banks to feel confident that they
know what collateral is really worth. Thus, a kind of
traditional bank liquidity—a sense that real estate
collateral could be liquidated expeditiously within a
known price range—has not yet returned to bank
balance sheets. Although improving significantly from
the dark period of 1989-91, we do not yet have the
turnover and transactions required to instill adequate
confidence in most bankers about either their existing
or new loans secured by commercial property.

The real estate market plays an important role in
small business credit because a significant portion of
loans to small businesses involves some real estate
collateral. And, even though banks often do not look
to that real estate as the intended source of repayment,
I am still concerned that a real estate market that has
not found its feet is retarding the availability of small
business credit. This impact is both direct—in evalu-
ating both the bank’s own capital, as well as particular
loans—and indirect—by coloring bankers’ sense of
general confidence.

As significant as the real estate contraction has been
on bankers’ attitudes, it is clearly not the sole source
of trauma. The lax underwriting standards adopted by
many banks in the 1980s contributed to large losses
and write-offs—write-offs of almost $125 billion since
1988. Surviving banks not only have covered such
losses by earnings and capital issues but have in-
creased their own minimum capital standards. This
increase in internal standards has resulted, in part,
from their own review of “‘policy,”” but in many cases

it is the direct result of market demands. Both capital-
issuing banks and those without ready access to cap-
ital markets also improved capital ratios by growing
less rapidly or even shrinking. All of this, I suggest, is
not an unexpected reaction to difficult problems. In-
deed, I would argue that it is not surprising that
underwriting standards have been reviewed and tight-
ened.

Banks’ own desire to rebuild a strong capital base
has played an important role in constraining the supply
of bank loans. Research at the Federal Reserve ap-
pears to have begun to pick up the importance of
internal capital targets. In saying this, I do not mean to
imply that either Basle or the prompt corrective action
capital rules are unimportant. They reinforced the
importance of capital both at banks and in the market.
But Basle and other capital standards imposed on a
less-traumatized banking system would have been
viewed by few observers as a major constraint on
banks’ ability to make loans.

Indeed, the Federal Reserve Board supports both
the Basle standards and the prompt corrective action
zones of the Federal Deposit Insurance Corporation
Improvement Act of 1991 (FDICIA). The behavior of
the 1980s—and the associated losses—would surely
not have occurred to the same extent without a deposit
insurance system that permitted banks and thrift insti-
tutions to take major risks on a slender capital base
with only minimal market response. Political concerns
apparently made it impossible to directly lower the per
account level of deposit insurance. Hence, making the
moral hazard of deposit insurance moot through higher
capital standards was the most attractive option avail-
able. With larger amounts of stockholders’ capital at
risk, banks will be encouraged to adopt more careful
and efficient loan policies. Moreover, simulating mar-
ket responses, as is intended in the progressively
restrictive prompt corrective action zones, is helpful.
In the absence of deposit insurance, markets would
impose reduced dividends, a lower pace of expansion,
and other increasingly severe actions on firms becom-
ing financially distressed.

Parenthetically, so far as we can tell, the risk
weights in the Basle standards have not played a
significant role in disrupting credit flows in general, or
to small businesses in particular. To be sure, the
intention of the risk weights was to make the capital
charge reflect differences in credit risk and to induce
banks at the margin to hold more liquidity in their
portfolios. Thus, if the weighting system had not
caused banks to lean somewhat more toward securi-
ties, it would have had to be counted as a failure.
Nonetheless, the weights were not designed to cause a
large shift from loans to securities. And there is simply
no real evidence that the weights have been a signifi-
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cant factor causing the observed substantial shift in bank
credit from loans to government or mortgage-backed
securities. In addition, the banks that have accounted for
most of the increased holdings of Treasury securities are
those with the highestr capital ratios, where the zero
weight could not have been particularly relevant to their
decision. Indeed, financial institutions not subject to risk-
based capital or FDICIA, such as credit unions, have also
shifted strongly away from loans and toward securities in
the 1990s. In short, other factors—lower credit demands,
balance sheet restructuring, and tightened loan stan-
dards—are better explanations of portfolio shifts than the
Basle risk weights.

But Basle and prompt corrective action were not the
only external forces supplementing banks’ and the
markets’ responses to the residue of the 1980s. Exam-
iners have been widely and severely criticized for
permitting banks to have made such bad credit deci-
sions. That many examiners would respond by becom-
ing unusually sensitive to credit-granting procedures
and—as professionals—reluctant to respond to pleas
for more flexibility cannot come as a surprise. At last
reading, the laws of human nature have not been
repealed. This tendency to respond in an overly cau-
tious way is doubly unfortunate because if there were
ever a time that bankers would be careful without
examiner oversight it has been the early 1990s.

The other critical external force contributing to
reduced credit availability at small businesses is recent
banking legislation—Financial Institutions Reform,
Recovery, and Enforcement Act of 1989 (FIRREA)
and FDICIA. In understandable reaction to the huge
taxpayer costs of the failure of savings and loan
associations and the need to establish a taxpayer’s
backup to the Federal Deposit Insurance Corpora-
tion—a backup, I note, that has not been used—the
Congress felt it necessary to place severe restrictions
on insured depository institutions. As I indicated a
moment ago, the Board supports the capital and
prompt corrective action provisions of FDICIA. But
the scale and sheer detail of other portions of recent
legislation have, I believe, played an important role in
constraining small business credit flows.

The scale has resulted in a drumbeat of mandated
regulatory announcements and—perhaps worse—an-
ticipated actions. All have diverted management re-
sources, increased burdens and costs, and created
uncertainties that could only make bankers more re-
luctant to take risks. As I have indicated over the past
year, | have been particularly concerned about provi-
sions that require regulations to specify operational,
managerial, asset, and earnings standards and mini-
mums, as well as detailed auditing requirements—
especially management reports and certification by
auditors. In addition to cost and burden, such micro-

management has a chilling effect on bank lending
attitudes, imparting a high degree of management
uncertainty while the implementing rules are devel-
oped, debated, and adopted. It is not unreasonable
that banks expect the worst in rule changes before
they are promulgated.

Aside from the general impacts on bankers’ attitudes
and risktaking, two regulatory factors have particularly
constrained small business credit availability at banks.
The first, I am sure, was unintended: The real estate
appraisal requirements of FIRREA were designed
mainly to eliminate excesses in development and com-
mercial real estate loans. However, most small busi-
ness loans involve some real estate collateral, even if
the purpose of the loan is not to purchase or refinance
real estate, and the bank does not look to the real estate
as the source of the repayment. Nonetheless, FIRREA
requires that banks either increase their risk by forego-
ing real estate collateral on such loans or impose
significant costs and delays on the credit-granting pro-
cess by requiring certified appraisals on the real estate
collateral. Either way, the willingness and ability of
banks to make such loans are reduced and in some
cases may have been climinated.

The second regulatory development that has af-
fected the availability of small business credit at banks
is the huge increase in the amount of paperwork
resulting from heightened risk aversion by examiners
and the attitudes induced by the banking legislation.
Our research, and the conventional wisdom in bank-
ing, support the view that the least-risky small busi-
ness loans of the 1980s often had no collateral at all.
Despite this evidence to the contrary, many bankers
now perceive that full documentation and collateral on
such loans are necessary to minimize the possibility
that examiners will classify them. As a result, the cost
of lower-risk loans to small business has risen by the
imposition of documentation and collateral require-
ments or—if the necessary documentation and collat-
eral are not available-—such loans are not being made.
In either event, the economy suffers.

Nonetheless, as I review the current banking situa-
tion, I find reasons for optimism, but not compla-
cency. While not yet totally stabilized, some degree of
firmness is occurring in some commercial real estate
markets. Our surveys and other information indicate
that banks’ attitudes toward loans and risktaking are
improving. Notwithstanding the almost $125 billion of
loans that have been charged off over the past five
years, loan-loss reserves are $5 billion higher. Earn-
ings were at record levels in 1992, and banks have
been extremely successful in raising new equity. In-
deed, equity capital in the industry has risen almost
$80 billion over the past five years; the resulting bank
capital ratios are at their highest levels in a quarter of
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a century. On balance, while a segment of the industry
is still under stress, the banking industry as a whole
has made remarkable progress in working through
severe portfolio problems during a difficult economic
cycle. With an improving economy, I am hopeful that
the signs of some business loan growth this winter will
become more evident this spring. Banks are patently
in a strong position to meet such demand.

But the issues are too important to leave to chance.
There are steps we can and should take. As the Presi-
dent announced on March 10, the banking agencies are
working on ways—within the parameters of FDICIA
and FIRREA—to modity their policies and regulations
to encourage more small business credit availability. 1
anticipate that the agencies will shortly promulgate
policies that will significantly ease documentation re-
quirements for a portion of loans to small and medium-
sized businesses and farmers by stronger banks and
thrift institutions. Although research suggests that loans
that likely will be made under this policy will be low
risk, the banks that will be permitted to extend such
credits are those most able to absorb some additional
risk without threat to their safety and soundness and,
by the record, are adept at credit underwriting. Loans
with limited documentation—often called ‘‘character”
loans—require the special expertise that is the hallmark
of the bank lending process and, I believe, is one of the
special ingredients that fuels small business—and hence
economic—expansion.

Consideration is also being given to easing formal
real estate appraisals for transactions that do not
present unusual risk to banks and to increasing
the current $100,000 exemption level for all loans.
In addition, the agencies have a long list of tech-
nical modifications in process, including revisions
to other real estate owned, in substance foreclosures,
and partially charged-off accounting and reporting
rules, as well as efforts to attempt to reduce ex-
amination duplication by function and agency. Fi-
nally, each agency will attempt—when necessary—
to streamline its examiner appeal and complaint
process.

These regulatory actions will be, I hope, quite
helpful, but legislative action is still required. The
Federal Financial Institutions Examination Council
will be making legislative proposals this spring, and I
urge the Congress to consider them seriously. But
perhaps most important is to learn from the experi-
ence of the 1990s. One key lesson surely is that each
new, proposed piece of detailed banking legislation
has to be evaluated in advance to determine what the
impacts are likely to be on the health, vigor, and
competitiveness of the banking system. It is even
more important to consider the potential implications
for the vitality and growth of the economy, especially
those sectors that create so much of our employment
and innovation. These sectors often have few credit
alternatives beyond their local banks. O
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Announcements

MEETING OF THE CONSUMER ADVISORY
COUNCIL

The Federal Reserve Board announced that the
Consumer Advisory Council met on Thursday,
March 25. The Council’s function is to advise the
Board on the exercise of the Board’s responsibili-
ties under the Consumer Credit Protection Act and
on other matters on which the Board seeks its
advice.

NEW PROCEDURES FOR PROCESSING
APPLICATIONS FILED BY FOREIGN BANKS

The Federal Reserve Board announced on March 8,
1993, new procedures to be used in processing
applications filed by foreign banks under the For-
eign Bank Supervision Enhancement Act of 1991
(FBSEA).

Under the FBSEA, a foreign bank may not estab-
lish a branch, agency, representative office, or com-
mercial lending company without the previous
approval of the Board.

The Board has taken several steps that are
intended to expedite processing and reduce the
burden on applicants. These steps include proce-
dures that accomplish the following:

e Require simultaneous review of applications
by the staffs of the Board and Reserve Banks

* Urge all foreign bank applicants to meet with
staff members of the Board and Reserve Bank
before filing applications

* Require adherence to time frames in request-
ing information during the acceptance process

* Establish new internal guidelines for process-
ing applications after acceptance

¢ Inform the public about the information files
on home country supervision and bank secrecy
laws that are maintained and available in the
Board’s Freedom of Information Office.

The FBSEA established uniform standards for
all foreign banks entering the United States and
requires foreign banks to meet financial, manage-
rial, and operational standards equivalent to those
required of U.S. banking organizations.

AMENDMENT TO REGULATION C

* The Federal Reserve Board published on March 2,

1993, a final rule to amend Regulation C (Home
Mortgage Disclosure) to carry out provisions of the
Housing and Community Development Act of
1992. The revised rules will apply beginning with
loan and application data collected for calendar
year 1992. The new rule became effective March 1,
1993.

The Housing and Community Development Act
contains amendments to the Home Mortgage Dis-
closure Act that require financial institutions to
make their loan application register data available
to the public beginning March 31, 1993. This regis-
ter must be modified in accordance with Board
regulations before release to the public.

The act also requires institutions to make their
disclosure statement available to the public within
three business days of receiving it from the Federal
Financial Institutions Examinations Council. Cur-
rently they have thirty days to do so.

AMENDMENT TO REGULATION DD

The Federal Reserve Board published on
March 16, 1993, a final rule amending Regulation
DD (Truth in Savings) to carry out recent changes
made to the Truth in Savings Act by the Housing
and Community Development Act of 1992,

The law extends the mandatory date for compli-
ance with the requirements of the Truth in Savings
Act by three months, so that institutions must com-
ply by June 21, 1993, rather than March 21, 1993.



478 Federal Reserve Bulletin (1 May 1993

The law also modifies the advertising rules relating
to signs on the premises of an institution and makes
a technical change to the provision dealing with
notices required to be given to existing account
holders.

The Board is also making two minor changes to
the regulation and providing guidance on several
issues that have been raised by institutions since
publication of the final regulation in September
1992. The Board is also issuing a technical amend-
ment to Regulation Q (Interest on Deposits).

ANNUAL REPORT: PUBLICATION

The 79th Annual Report, 1992, of the Board of
Governors of the Federal Reserve System, cover-
ing operations for the calendar year 1992, is avail-
able for distribution. Copies may be obtained on
request to Publications Services, mail stop 138,
Board of Governors of the Federal Reserve Sys-
tem, Washington, DC 20551. A separately printed
companion document, entitled Annual Report:
Budget Review, 1992-93, describes the budgeted
expenses of the Federal Reserve System for
1993 and compares them with expenses for 1991
and 1992; it is also available from Publications
Services.

CHANGES IN BOARD STAFF

The Board of Governors announced the appoint-
ment of Stephen M. Hoffman, Jr. to the position of
Assistant Director for International Supervision in
the Division of Banking Supervision and Regula-
tion, effective March 29, 1993.

The Board of Governors also announced on
April 2, 1993, the promotions of Brian Madigan to
the position of Associate Director and Richard
Porter to Deputy Associate Director and the
appointment of Deborah Danker to the position of
Assistant Director in the Division of Monetary
Affairs.

Ms. Danker joined the Board’s staff in 1984 with
more than four years’ experience at the Federal
Reserve Bank of New York. She is currently on
detail to the Department of the Treasury, where she
is serving as Acting Assistant Secretary for Domes-
tic Finance. Before her detail, she had been Chief
of the Banking and Money Market Analysis Sec-
tion. She holds a Ph.D. from Yale University.

Mr. Hoffman will be transferring from the Fed-
eral Reserve Bank of Philadelphia where he is
currently Vice President in the Credit, Examina-
tion, Supervision and Regulation Department. He
holds a B.S. degree in Finance from LaSalle Uni-
versity, with graduate courses at Drexel University
and Widener University. He is a graduate of the
Bank Administration Institute’s School of Banking
at the University of Wisconsin. ]



479

Minutes of
Federal Open Market Committee Meeting

A meeting of the Federal Open Market Committee Ms. Greene, Deputy Manager for Foreign

was held in the offices of the Board of Governors Opefaﬁzons )
of the Federal Reserve System in Washington, Ms. Ig};’g;’tiolsfputy Manager for Domestic

D.C., on Tuesday, February 2, 1993, at 2:30 p.m.
and was continued on Wednesday, February 3,
1993, at 9:00 a.m.

Mr. Ettin, Deputy Director, Division of Research
and Statistics, Board of Governors

Mr. Stockton, Associate Director, Division of

Present: Research and Statistics, Board of Governors

Mr. Greenspan, Chairman
Mr. Corrigan, Vice Chairman
Mr. Angell

Mr. Boehne

Mr. Keehn

Mr. Kelley

Mr. LaWare

Mr. Lindsey

Mr. McTeer

Mr. Mullins

Ms. Phillips

Mr. Stern

Messrs. Broaddus, Jordan, Forrestal, and Parry,
Alternate Members of the Federal Open
Market Committee

Messrs. Hoenig, Melzer, and Syron, Presidents
of the Federal Reserve Banks of Kansas City,
St. Louis, and Boston respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Patrikis, ! Deputy General Counsel
Mr. Prell, Economist

Mr. Truman, Economist

Messrs. R. Davis, Lang, Lindsey, Promisel,
Rosenblum, Scheld, Siegman, Simpson,
and Slifman, Associate Economists

Mr. McDonough, Manager of the System Open

Mr. Madigan, Assistant Director, Division of
Monetary Affairs, Board of Governors

Mr. Brady,? Section Chief, Division of Monetary
Affairs, Board of Governors

Mr. Rosine,? Senior Economist, Division of
Research and Statistics, Board of Governors

Mr. Wiles, * Secretary of the Board, Office of the
Secretary, Board of Governors

Mr. Winn,4 Assistant to the Board, Office of Board
Members, Board of Governors

Ms. Werneke, 4 Special Assistant to the Board,
Office of Board Members, Board of Governors

Mr. Siciliano,* Special Assistant to the General
Counsel, Legal Division, Board of Governors

Ms. Low, Open Market Secretariat Assistant,
Division of Monetary Affairs, Board of
Governors

Messrs. Beebe, T. Davis, Dewald, Goodfriend, and
Ms. Tschinkel, Senior Vice Presidents,
Federal Reserve Banks of San Francisco,
Kansas City, St. Louis, Richmond, and
Atlanta respectively

Mr. McNees, Vice President, Federal Reserve Bank
of Boston

Mr. Gavin, Assistant Vice President, Federal
Reserve Bank of Cleveland

Mr. Weber, Senior Research Officer, Federal
Reserve Bank of Minneapolis

Ms. Meulendyke, Manager, Open Market
Operations, Federal Reserve Bank of
New York

2. Attended Tuesday session only.

3. Attended portion of meeting relating to the Committee’s
discussion of the economic outlook and its longer-run objectives
for monetary and debt aggregates.

4, ‘Attended portion of the meeting relating to the relcase of
FOMC information to the public.

Market Account

1. Attended Wednesday session only.
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The Secretary reported that advices of the elec-
tion of the Reserve Bank members and alternate
members of the Federal Open Market Committee
for the period commencing January 1, 1993, and
ending December 31, 1993, had been received and
that these individuals had executed their oaths of
office. The elected members and alternate members
were as follows:

E. Gerald Corrigan, President of the Federal Reserve
Bank of New York, with James H. Oltman, First
Vice President of the Federal Reserve Bank of New
York, as alternate;

Edward G. Boehne, President of the Federal Reserve
Bank of Philadelphia, with J. Alfred Broaddus, Jr.,
President of the Federal Reserve Bank of Rich-
mond, as alternate;

Silas Keehn, President of the Federal Reserve Bank of
Chicago, with Jerry L. Jordan, President of the
Federal Reserve Bank of Cleveland, as alternate;

Robert D. McTeer, Jr., President of the Federal Reserve
Bank of Dallas, with Robert P. Forrestal, President
of the Federal Reserve Bank of Atlanta, as
alternate;

Gary H. Stern, President of the Federal Reserve Bank
of Minneapolis, with Robert T. Parry, President of
the Federal Reserve Bank of San Francisco, as
alternate.

By unanimous vote, the Committee elected the
following officers of the Federal Open Market
Committee to serve until the election of their suc-
cessors at the first meeting of the Committee after
December 31, 1993, with the understanding that in
the event of the discontinuance of their official
connection with the Board of Governors or with a
Federal Reserve Bank, they would cease to have
any official connection with the Federal Open Mar-
ket Committee:

Chairman
Vice Chairman

Alan Greenspan
E. Gerald Corrigan

Donald L. Kohn
Normand R.V. Bernard
Joseph R. Coyne

Gary P. Gillum

J. Virgil Mattingly, Jr.
Ernest T. Patrikis
Michael J. Prell

Edwin M. Truman

Secretary and Economist
Deputy Secretary
Assistant Secretary
Assistant Secretary
General Counsel

Deputy General Counsel
Economist

Economist

Richard G. Davis, Richard W. Lang,
David E. Lindsey, Larry J. Promisel,
Arthur J. Rolnick, Harvey Rosenblum,
Karl A. Scheld, Charles J. Siegman,

Thomas D. Simpson, and Lawrence Slifman,
Associate Economists

By unanimous vote, the Federal Reserve Bank of
New York was selected to execute transactions for
the System Open Market Account until the
adjournment of the first meeting of the Committee
after December 31, 1993,

By unanimous vote, William J. McDonough,
Margaret L. Greene, and Joan E. Lovett were
selected to serve at the pleasure of the Committee
in the capacities of Manager of the System Open
Market Account, Deputy Manager for Foreign
Operations, System Open Market Account, and
Deputy Manager for Domestic Operations, System
Open Market Account respectively, on the under-
standing that their selection was subject to their
being satisfactory to the Federal Reserve Bank of
New York.

Secretary’s note: Advice subsequently was received
that the selections indicated above were satisfactory to
the board of directors of the Federal Reserve Bank of
New York.

On January 15, 1993, the continuing rules, regu-
lations, authorizations, and other instruments of
the Committee listed below were distributed with
the advice that, in accordance with procedures
approved by the Committee, they were being called
to the Committee’s attention before the Feb-
ruary 2-3 organization meeting to give members an
opportunity to raise any questions they might have
concerning them. Members were asked to indicate
if they wished to have any of the instruments in
question placed on the agenda for consideration at
this meeting. No requests for substantive consider-
ation were received.

At the meeting, the Committee voted unani-
mously to update the references to the Management
of the System Open Market Account that were
contained in the following: (1) Procedures for allo-
cation of securities in the System Open Market
Account and (2) Program for Security of FOMC
Information. Apart from the indicated updating of
titles, all of the instruments listed below remained
in effect in their existing forms.

1. Procedures for allocation of securities in the Sys-
tem Open Market Account
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2. Authority for the Chairman to appoint a Federal
Reserve Bank as agent to operate the System Account in
case the New York Bank is unable to function

3. Resolution of FOMC to provide for the continued
operation of the Committee during an emergency; Reso-
fution of FOMC authorizing certain actions by Federal
Reserve Banks during an emergency

4. Resolution relating to examinations of the System
Open Market Account

5. Guidelines for the conduct of System operations in
federal agency issues

6. Regulation relating to Open Market Operations of
Federal Reserve Banks

7. Program for Security of FOMC Information

8. Federal Open Market Committee Rules.

By unanimous vote, the Authorization for
Domestic Open Market Operations, as shown
below, was reaffirmed:

1. The Federal Open Market Committee authorizes
and directs the Federal Reserve Bank of New York, to
the extent necessary to carry out the most recent
domestic policy directive adopted at a meeting of the
Committee:

(a) To buy or sell US. Government securities,
including securities of the Federal Financing Bank, and
securities that are direct obligations of, or fully guaran-
teed as to principal and interest by, any agency of the
United States in the open market, from or to securities
dealers and foreign and international accounts main-
tained at the Federal Reserve Bank of New York, on a
cash, regular, or deferred delivery basis, for the System
Open Market Account at market prices, and, for such
Account, to exchange maturing U.S. Government and
Federal agency securities with the Treasury or the indi-
vidual agencies or to allow them to mature without
replacement; provided that the aggregate amount of U.S.
Government and Federal agency securities held in such
Account (including forward commitments) at the close
of business on the day of a meeting of the Committee at
which action is taken with respect to a domestic policy
directive shall not be increased or decreased by more
than $8.0 billion during the period commencing with the
opening of business on the day following such meeting
and ending with the close of business on the day of the
next such meeting;

(b) When appropriate, to buy or sell in the open
market, from or to acceptance dealers and foreign
accounts maintained at the Federal Reserve Bank of
New York, on a cash, regular, or deferred delivery basis,
for the account of the Federal Reserve Bank of New
York at market discount rates, prime bankers accep-
tances with maturities of up to nine months at the time of
acceptance that (1) arise out of the current shipment of
goods between countries or within the United States,
or (2) arise out of the storage within the United States of

goods under contract of sale or expected to move into
the channels of trade within a reasonable time and that
are secured throughout their life by a warehouse receipt
or similar document conveying title to the underlying
goods; provided that the aggregate amount of bankers
acceptances held at any one time shall not exceed
$100 million;

(c) To buy U.S. Government securities, obligations
that are direct obligations of, or fully guaranteed as to
principal and interest by, any agency of the United
States, and prime bankers acceptances of the types
authorized for purchase under I(b) above, from dealers
for the account of the Federal Reserve Bank of New
York under agreements for repurchase of such securities,
obligations, or acceptances in 15 calendar days or less, at
rates that, unless otherwise expressly authorized by the
Committee, shall be determined by competitive bidding,
after applying reasonable limitations on the volume of
agreements with individual dealers; provided that in the
event Government securities or agency issues covered
by any such agreement are not repurchased by the dealer
pursuant to the agreement or a renewal thereof, they
shall be sold in the market or transferred to the System
Open Market Account; and provided further that in the
event bankers acceptances covered by any such agree-
ment are not repurchased by the seller, they shall con-
tinue to be held by the Federal Reserve Bank or shall be
sold in the open market.

2. In order to ensure the effective conduct of open
market operations, the Federal Open Market Commitiee
authorizes and directs the Federal Reserve Banks to lend
U.S. Government securities held in the System Open
Market Account to Government securities dealers and to
banks participating in Government securities clearing
arrangements conducted through a Federal Reserve
Bank, under such instructions as the Committee may
specify from time to time.

3. In order to ensure the effective conduct of open
market operations, while assisting in the provision of
short-term investments for foreign and international
accounts maintained at the Federal Reserve Bank of
New York, the Federal Open Market Committee autho-
rizes and directs the Federal Reserve Bank of New York
(a) for System Open Market Account, to sell U.S. Gov-
ernment securities to such foreign and international
accounts on the bases set forth in paragraph 1(a) under
agreements providing for the resale by such accounts of
those securities within 15 calendar days on terms com-
parable to those available on such transactions in the
market; and (b) for New York Bank account, when
appropriate, to undertake with dealers, subject to the
conditions imposed on purchases and sales of securities
in paragraph 1(c), repurchase agreements in U.S. Govern-
ment and agency securities, and to arrange correspond-
ing sale and repurchase agreements between its own
account and foreign and international accounts main-
tained at the Bank. Transactions undertaken with such
accounts under the provisions of this paragraph may
provide for a service fee when appropriate.
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By unanimous vote, the Authorization for For-
eign Currency Operations was amended to update
the title of the Manager of the System Open Market
Account. The Authorization, as amended, is shown
below:

1. The Federal Open Market Committec authorizes
and directs the Federal Reserve Bank of New York, for
System Open Market Account, to the extent necessary to
carry out the Committee’s foreign currency directive and
express authorizations by the Committee pursuant
thereto, and in conformity with such procedural instruc-
tions as the Committee may issue from time to time:

A. To purchase and sell the following foreign cur-
rencies in the form of cable transfers through spot or
forward transactions on the open market at home and
abroad, including transactions with the U.S. Treasury,
with the U.S. Exchange Stabilization Fund established
by Section 10 of the Gold Reserve Act of 1934, with
foreign monetary authorities, with the Bank for Interna-
tional Settlements, and with other international financial
institutions:

Italian lire

Japanese yen
Mexican pesos
Netherlands guilders
Norwegian kroner
Swedish kronor
Swiss francs

Austrian schillings
Belgian francs
Canadian dollars
Danish kroner
Pounds sterling
French francs
German marks

B. To hold balances of, and to have outstanding
forward contracts to receive or to deliver, the foreign
currencies listed in paragraph A above.

C. To draw foreign currencies and to permit for-
eign banks to draw dollars under the reciprocal currency
arrangements listed in paragraph 2 below, provided that
drawings by either party to any such arrangement shall
be fully liquidated within 12 months after any amount
outstanding at that time was first drawn, unless the
Committee, because of exceptional circumstances, spe-
cifically authorizes a delay.

D. To maintain an overall open position in all
foreign currencies not exceeding $25.0 billion. For this
purpose, the overall open position in all foreign curren-
cies is defined as the sum (disregarding signs) of net
positions in individual currencies. The net position in a
single foreign currency is defined as holdings of bal-
ances in that currency, plus outstanding contracts for
future receipt, minus outstanding contracts for future
delivery of that currency, i.e., as the sum of these ele-
ments with due regard to sign.

2. The Federal Open Market Committee directs the
Federal Reserve Bank of New York to maintain recipro-
cal currency arrangements (“swap” arrangements) for
the System Open Market Account for periods up to a
maximum of 12 months with the following foreign
banks, which are among those designated by the Board
of Governors of the Federal Reserve System under Sec-

tion 214.5 of Regulation N, Relations with Foreign
Banks and Bankers, and with the approval of the Com-
mittee to renew such arrangements on maturity:

Amount of
arrangement
Foreign bank (millions of
dollars
equivalent)
Austrian National Bank ............................ 250
National Bank of Belgium ......................... 1,000
Bankof Canada .................ccociiiiei.., 2,000
National Bank of Denmark ......................... 250
Bank of England .................. .. ... 3,000
Bankof France ................ccooii 2,000
German Federal Bank .............................. 6,000
Bankof Italy ... 3,000
Bank of Japan ............ ..o 5,000
Bank of Mexico ............c.coiiiine 700
Netherlands Bank ..., 500
Bank of Norway ... 250
BankofSweden ............ . ... .. 300
Swiss National Bank ........................ol 4,000
Bank for International Settlements
Dollars against Swiss francs ........................ 600
Dollars against authorized European
currencies other than Swiss francs .............. 1,250

Any changes in the terms of existing swap arrange-
ments, and the proposed terms of any new arrangements
that may be authorized, shall be referred for review and
approval to the Committee.

3. All transactions in foreign currencies undertaken
under paragraph 1(A) above shall, unless otherwise
expressly authorized by the Committee, be at prevailing
market rates. For the purpose of providing an investment
return on System holdings of foreign currencies, or for
the purpose of adjusting interest rates paid or received in
connection with swap drawings, transactions with for-
eign central banks may be undertaken at non-market
exchange rates.

4. Tt shall be the normal practice to arrange with
foreign central banks for the coordination of foreign
currency transactions. In making operating arrangements
with foreign central banks on System holdings of foreign
currencies, the Federal Reserve Bank of New York shall
not commit itself to maintain any specific balance, unless
authorized by the Federal Open Market Committee. Any
agreements or understandings concerning the administra-
tion of the accounts maintained by the Federal Reserve
Bank of New York with the foreign banks designated by
the Board of Governors under Section 214.5 of Regula-
tion N shall be referred for review and approval to the
Committee.

5. Foreign currency holdings shall be invested insofar
as practicable, considering needs for minimum working
balances. Such investments shall be in liquid form, and
generally have no more than 12 months remaining to
maturity. When appropriate in connection with arrange-
ments to provide investment facilities for foreign cur-
rency holdings, U.S. Government securities may be pur-
chased from foreign central banks under agreements for
repurchase of such securities within 30 calendar days.
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6. All operations undertaken pursuant to the preced-
ing paragraphs shall be reported promptly to the Foreign
Currency Subcommittee and the Committee. The For-
eign Currency Subcommittee consists of the Chairman
and Vice Chairman of the Committee, the Vice Chair-
man of the Board of Governors, and such other member
of the Board as the Chairman may designate (or in the
absence of members of the Board serving on the Sub-
committee, other Board Members designated by the
Chairman as alternates, and in the absence of the Vice
Chairman of the Committee, his alternate). Meetings of
the Subcommittee shall be called at the request of any
member, or at the request of the Manager of the System
Open Market Account, for the purposes of reviewing
recent or contemplated operations and of consulting with
the Manager on other matters relating to his responsibil-
ities. At the request of any member of the Subcommit-
tee, questions arising from such reviews and consulta-
tions shall be referred for determination to the Federal
Open Market Committee.

7. The Chairman is authorized:

A. With the approval of the Committee, to enter
into any needed agreement or understanding with the
Secretary of the Treasury about the division of responsi-
bility for foreign currency operations between the Sys-
tem and the Treasury,;

B. To keep the Secretary of the Treasury fully
advised concerning System foreign currency operations,
and to consult with the Secretary on policy matters
relating to foreign currency operations;

C. From time to time, to transmit appropriate
reports and information to the National Advisory Coun-
cil on International Monetary and Financial Policies.

8. Staff officers of the Committee are authorized to
transmit pertinent information on System foreign cur-
rency operations to appropriate officials of the Treasury
Department.

9. All Federal Reserve Banks shall participate in the
foreign currency operations for System Account in
accordance with paragraph 3 G(1) of the Board of Gover-
nors’ Statement of Procedure with Respect to Foreign
Relationships of Federal Reserve Banks dated Jan-
uary 1, 1944,

By unanimous vote, the Foreign Currency Direc-
tive, as shown below, was reaffirmed:

1. System operations in foreign currencies shall gen-
erally be directed at countering disorderly market condi-
tions, provided that market exchange rates for the U.S.
dollar reflect actions and behavior consistent with the
IMF Article 1V, Section 1.

2. To achieve this end the System shall;

A. Undertake spot and forward purchases and sales
of foreign exchange.

B. Maintain reciprocal currency (“‘swap’) arrange-
ments with selected foreign central banks and with the
Bank for International Settlements.

C. Cooperate in other respects with central banks
of other countries and with international monetary
institutions.

3. Transactions may also be undertaken:

A. To adjust System balances in light of probable
future needs for currencies.

B. To provide means for meeting System and Trea-
sury commitments in particular currencies, and to facili-
tate operations of the Exchange Stabilization Fund.

C. For such other purposes as may be expressly
authorized by the Committee.

4. System foreign currency operations shall be
conducted:

A. In close and continuous consultation and coop-
eration with the United States Treasury;

B. In cooperation, as appropriate, with foreign
monetary authorities; and

C. In a manner consistent with the obligations of
the United States in the International Monetary Fund
regarding exchange arrangements under the IMF
Article IV.

By unanimous vote, the Procedural Instructions
with respect to Foreign Currency Operations were
amended to update the title of the Manager of the
System Open Market Account. The Procedural
Instructions, as amended, are shown below:

In conducting operations pursuant to the authorization
and direction of the Federal Open Market Committee as
set forth in the Authorization for Foreign Currency Oper-
ations and the Foreign Currency Directive, the Federal
Reserve Bank of New York, through the Manager of the
System Open Market Account (‘“Manager’), shall be
guided by the following procedural understandings with
respect to consultations and clearance with the Commit-
tee, the Foreign Currency Subcommittee, and the Chair-
man of the Committee. All operations undertaken pursu-
ant to such clearances shall be reported promptly to the
Committee.

1. The Manager shall clear with the Subcommittee
(or with the Chairman, if the Chairman believes that
consultation with the Subcommittee is not feasible in the
time available):

A. Any operation that would result in a change in
the System’s overall open position in foreign currencies
exceeding $300 million on any day or $600 million since
the most recent regular meeting of the Committee.

B. Any operation that would result in a change on
any day in the System’s net position in a single foreign
currency exceeding $150 million, or $300 million when
the operation is associated with repayment of swap
drawings.

C. Any operation that might generate a substantial
volume of trading in a particular currency by the System,
even though the change in the System’s net position in
that currency might be less than the limits specified
in 1(B).
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D. Any swap drawing proposed by a foreign
bank not exceeding the larger of (i) $200 million or
(ii) 15 percent of the size of the swap arrangement.

2. The Manager shall clear with the Committee (or
with the Subcommittee, if the Subcommittee believes
that consultation with the full Committee is not feasible
in the time available, or with the Chairman, if the Chair-
man believes that consultation with the Subcommittee is
not feasible in the time available):

A. Any operation that would result in a change in
the System’s overall open position in foreign currencies
exceeding $1.5 billion since the most recent regular
meeting of the Committee.

B. Any swap drawing proposed by a foreign bank
exceeding the larger of (i) $200 million or (ii) 15 percent
of the size of the swap arrangement.

3. The Manager shall also consult with the Subcom-
mittee or the Chairman about proposed swap drawings
by the System, and about any operations that are not of a
routine character.

The Report of Examination of the System Open
Market Account, conducted by the Board’s Divi-
sion of Reserve Bank Operations and Payment
Systems as of the close of business on July 31,
1992, was accepted.

By unanimous vote, the minutes of actions taken
at the meeting of the Federal Open Market Com-
mittee held on December 22, 1992, were approved.

The Deputy Manager for Foreign Operations
reported on developments in foreign exchange mar-
kets during the period December 22, 1992, through
February 2, 1993. There were no System open
market transactions in foreign currencies during
this period, and thus no vote was required of the
Committee.

The Manager of the System Open Market
Account reported on developments in domestic
financial markets and on System open market trans-
actions in government securities and federal agency
obligations during the period December 22, 1992,
through February 2, 1993. By unanimous vote, the
Committee ratified these transactions.

The Committee then turned to a discussion of the
economic outlook, the ranges for the growth of
money and debt in 1993, and the implementation of
monetary policy over the intermeeting period
ahead. A summary of the economic and financial
information available at the time of the meeting
and of the Committee’s discussion is provided
below, followed by the domestic policy directive
that was approved by the Committee and issued to
the Federal Reserve Bank of New York.

The information reviewed at this meeting indi-
cated that economic activity rose appreciably fur-
ther in the fourth quarter. Final demands were
buoyed by strength in consumption, business
spending for durable equipment, and residential
construction, Manufacturing activity also increased
considerably, and employment appeared to be on a
modest upward trajectory, despite a continuing
flow of announcements of layoffs by large corpora-
tions. Although recent data on wages and prices
had been mixed, on balance they suggested that
inflation was trending gradually lower.

Total nonfarm payroll employment registered a
small increase in December for the fourth consecu-
tive month. Service industries, notably business
and health services, and retail trade accounted for
nearly all of the rise in jobs. Manufacturing and
construction payrolls changed little, and govern-
ment employment fell as temporary election work-
ers were dropped from payrolls. The civilian unem-
ployment rate remained at 7.3 percent, almost
Y2 percentage point below its midyear peak but
slightly above its level at the beginning of the
year,

Industrial production advanced further in
December and was up considerably over the fourth
quarter as a whole. Motor vehicle assemblies rose
sharply during the quarter; strong gains also were
registered in business equipment, partly reflecting a
further jump in output of computers, and in non-
durable consumer goods. By contrast, the produc-
tion of durable consumer goods other than motor
vehicles was lower on balance after changing little
over the third quarter, and the output of defense and
space equipment remained on a downward trend.
Total utilization of industrial capacity increased
significantly in the fourth quarter and for the year
as a whole.

Consumer spending was up substantially in the
fourth quarter. Retail sales, after rising sharply in
October and changing little in November, posted a
further sizable increase in December. The largest
sales gains in the fourth quarter were reported at
automotive dealers and at building material and
supply outlets, but most other types of retail stores
also recorded higher sales. By contrast, consumer
spending for services, as indicated by data on per-
sonal consumption expenditures, rose more slowly.
Housing starts surged in December, with single
family starts reaching their highest level in nearly
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three years and multifamily starts picking up
slightly from the very low levels of October and
November. Sales of new and existing homes
remained on a strong upward trend in December.

Real outlays for business fixed investment appat-
ently registered a notable gain in the fourth quarter,
particularly for producers’ durable equipment.
Shipments of nondefense capital goods rose in
November and December after changing little in
October; for the quarter as a whole, shipments
advanced substantially, with increases widespread
by category. Business purchases of cars and trucks
were up sharply in the fourth quarter, while nonres-
idential construction activity retraced a small part
of a third-quarter decline.

Business inventories expanded moderately in
November as a sizable drop in manufacturing
inventories was more than offset by increases in
wholesale and retail inventories. At the manufac-
turing level, the drawdown of stocks was associ-
ated with strong shipments of durable goods, and
inventory-to-shipments ratios in most industries
were at or near the bottom of their recent ranges. In
the wholesale sector, sizable inventory increases
were reported in November for a second straight
month; most of the buildup was limited to machin-
ery, motor vehicles, and miscellaneous nondurable
goods. With stocks rising in line with sales since
September, the stock-to-sales ratio in wholesaling
remained at the low end of its range over the past
year. Retail inventories increased moderately fur-
ther in November; the inventory-to-sales ratio for
the sector was slightly below its average for previ-
ous months of the year.

The nominal U.S. merchandise trade deficit
widened slightly in November. For October and
November together, however, the deficit narrowed
a little from its average rate in the third quarter, as
the value of exports rose more than the value of
imports. Most of the increase in exports was in
capital goods, both machinery and aircraft, and in
consumer goods. Passenger cars accounted for a
considerable part of the rise in imports, while the
inflow of consumer goods eased from the very
strong pace of the third quarter. Recent indicators
suggested that economic activity had remained
weak in the major foreign industrial countries and
that unemployment rates had increased further in
most of those countries. The recovery in Canada
appeared to be continuing, but the downturn in

western Germany and Japan evidently had per-
sisted into the fourth quarter.

A small November decline in producer prices of
finished goods was reversed in December, with a
rebound in prices of finished foods outweighing a
further drop in energy prices. For finished items
other than food and energy, producer prices rose in
December, but the advance followed six months of
no change on balance; for 1992 as a whole, this
measure of prices increased by a considerably
smaller amount than in 1991. At the consumer
level, the index for prices of nonfood, non-energy
items edged higher in December after somewhat
larger increases in the two preceding months. The
rise in this index in 1992 was the smallest for any
year since the early 1970s, when wage and price
controls were in effect. Hourly compensation of
private industry workers advanced a little more
rapidly in the fourth quarter than in the two previ-
ous quarters, but the rise in total compensation over
the year as a whole was considerably smaller than
in 1991. The slowing of labor cost increases last
year occurred in both the wages and benefits com-
ponents.

At its meeting on December 22, the Committee
adopted a directive that called for maintaining the
existing degree of pressure on reserve positions and
that did not include a presumption about the likely
direction of any adjustments to policy during the
intermeeting period. Accordingly, the directive
indicated that in the context of the Committee’s
long-run objectives for price stability and sustain-
able economic growth, and giving careful consider-
ation to economic, financial, and monetary devel-
opments, slightly greater reserve restraint or
slightly lesser reserve restraint would be acceptable
during the intermeeting period. The reserve condi-
tions associated with this directive were expected
to be consistent with expansion of M2 at an annual
rate of about 1% percent and with M3 remaining
about unchanged on balance over the four-month
period from November through March.

Open market operations during the intermeeting
period were directed toward maintaining the exist-
ing degree of pressure on reserve positions. Adjust-
ment plus seasonal borrowing was well above
expected levels in the first two full reserve mainte-
nance periods in the intermeeting interval; borrow-
ing was sizable over the long New Year’s weekend
and also later when unusually heavy Treasury
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tax receipts drained reserves from the banking sys-
tem. The federal funds rate averaged close to ex-
pected levels over the intermeeting period. How-
ever, the rate was somewhat volatile in late
December as a result of sizable swings in market
factors affecting reserves and of shifting market
anticipations regarding year-end pressures.

Most other short-term interest rates declined
somewhat over the intermeeting period, in part
reflecting the passing of year-end pressures.
Intermediate- and long-term rates, including those
on fixed-rate mortgages, also moved somewhat
lower; the declines occurred in response to growing
indications that any proposed near-term fiscal stim-
ulus would be quite moderate and that the new
Administration intended to recommend steps, pos-
sibly including new taxes, to lower the trajectory of
the fiscal deficit appreciably over time. Broad
indexes of stock prices exhibited mixed results
over the intermeeting period: Indexes giving heavy
weight to large companies changed little, while
those primarily reflecting smaller companies rose
significantly.

In foreign exchange markets, the trade-weighted
value of the dollar in terms of the other G-10
currencies rose on balance over the intermeeting
period. Through early January, the dollar appreci-
ated against both the yen and the mark, especially
the latter, in response to actual and expected further
declines in interest rates in Japan and Germany.
Subsequently, the dollar’s gains were partially
erased as the prospects for near-term easing in
Germany diminished somewhat and perceptions
grew that fiscal initiatives in the United States
would lower the deficit and reduce the chances that
monetary policy might be tightened in the months
ahead.

After expanding at a moderate pace over the
course of earlier months, M2 contracted in Decem-
ber and January. Some of the weakness reflected a
slowdown in M1 growth associated with lower
mortgage refinancing activity. Within M2’s non-
transactions component, the expansion of savings
and money market deposit accounts slowed
abruptly, perhaps owing in part to the wider spread
that had developed during the fall between market
rates and those paid on these accounts, as well as to
the use of monies in these accounts to fund a
step-up in consumer purchases and nonwithheld
tax payments. In addition, the continued attractive-

ness to investors of bond and stock mutual funds
might have contributed to a quickening of the
runoff of holdings of money market mutual funds
and to the persisting weakness in other M2
accounts. Appreciable declines in M3 in December
and January reflected both the contraction in M2
and reduced needs by banks for managed liabilities
at a time of weak overall credit demand. From the
fourth quarter of 1991 to the fourth quarter of 1992,
both M2 and M3 grew at rates somewhat below the
lower ends of the Committee’s annual ranges. Total
domestic nonfinancial debt appeared to have
expanded at the lower end of the Committee’s
monitoring range for 1992,

The staff projection prepared for this meeting
suggested that economic activity would expand
over the year ahead at a pace that would be suffi-
cient to reduce gradually margins of unemployed
labor and capital. Recent declines in long-term
interest rates and more optimistic attitudes on the
part of businesses and households were expected to
support further solid gains in business fixed invest-
ment and in homebuying. Continuing progress in
reducing debt service burdens and a gradual lessen-
ing of concerns regarding job security were pro-
jected to foster an expansion of consumer spending
a shade faster than the growth in incomes. Export
demand would be damped for some period of time
by the appreciation of the dollar since mid-1992,
but an anticipated pickup in growth abroad later
this year would begin to counteract the effects of
the higher dollar. Against the background of con-
siderable uncertainties associated with still unan-
nounced fiscal policy initiatives, the staff retained
for this forecast the assumption contained in sev-
eral previous forecasts that fiscal policy would
remain mildly restrictive, largely because of declin-
ing defense outlays. The persisting slack in
resource utilization over the forecast horizon was
expected to be associated with some additional
progress in reducing inflation.

In the Committee’s discussion of cuarrent and
prospective economic developments, the members
were encouraged by the mounting evidence of
appreciable momentum in the economic expansion.
On the whole, recent developments tended to
reinforce their forecasts of continuing growth at a
moderate pace over the year ahead, especially in
light of the improvement in business and consumer
confidence. The impact of some retarding influ-
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ences on the expansion, notably various balance
sheet adjustment activities, appeared to be waning.
In addition, while some major sectors ot the econ-
omy such as defense spending and commercial
construction remained weak, the economy was
benefiting from considerable growth in consumer
spending, from rising business expenditures for
producer equipment, and from increasing outlays
for housing. In one view, the recent behavior of
commodity prices also tended to indicate some
strengthening in the economy’s expansion. Despite
various indications of a more firmly established
expansion, however, the members felt that the
outlook remained subject to a good deal of uncer-
tainty, and some commented that substantial
deviations—in either direction—from their current
forecasts could not be ruled out. It was noted in this
connection that the specifics of the President’s fis-
cal policy proposals were still unknown, and their
reception by the public and the Congress would
have a major influence on confidence, interest rates,
and the performance of the economy. Other sources
of uncertainty related to the outlook for further
restructuring activities that involved cutbacks in
operations and employment by many firms, and the
prospective lending policies of banking institu-
tions. With regard to the outlook for inflation, most
of the members believed that some further progress
toward stable prices was likely over the year ahead,
given an economic outcome about in line with their
forecasts of continued, albeit reduced, margins of
unutitized or underutilized productive resources.
Some members also referred to the extended period
of relatively sluggish growth in the broad measures
of money as a favorable indicator in the outlook for
inflation.

In keeping with the practice at meetings when
the Committee establishes its long-run ranges for
growth of the money and debt aggregates, the
Committee members and the Federal Reserve Bank
presidents not curtently serving as members had
prepared projections of economic activity, the rate
of unemployment, and inflation for 1993. The cen-
tral tendencies of the forecasts pointed to slightly
faster economic growth this year than currently
seemed to have occurred in 1992. The anticipated
rate of economic expansion would be at a pace that
was rapid enough to reduce the rate of unemploy-
ment a little further. Nonetheless, with some slack
in productive resources persisting, price and cost

pressures would remain subdued and modest addi-
tional moderation in inflation was expected by most
members. Measured from the fourth quarter of
1992 to the fourth quarter of 1993, the forecasts for
growth of real GDP had a ceniral tendency of 3 to
3V4 percent within a full range of 22 to 4 percent.
Projections of the civilian rate of unemployment in
the fourth quarter of 1993 were concentrated in the
upper half of a 6' to 7 percent range. For the CPI,
the central tendency of the forecasts for the period
from the fourth quarter of 1992 to the fourth quar-
ter of 1993 was centered on increases in a range of
25 to 2% percent, and for nominal GDP the fore-
casts were clustered in a range of 52 to 6 percent
for the year.

In the course of the Committee’s discussion of
various factors underlying the outlook for eco-
nomic activity, the members observed that on the
whole the effects of a number of structural impedi-
ments to the expansion seemed to be diminishing
as the financial condition of households, business
firms, and financial institutions continued to
improve. Household and business debt-service bur-
dens had eased substantially, but it remained diffi-
cult to predict to what extent and for how long the
ongoing balance sheet adjustments would con-
tinue to divert an unusual proportion of cash flows
from spending to balance sheet repair. Improved
profitability and new capital-market issuance had
strengthened the capital positions of banking insti-
tutions, and in general they were now in a much
better position to augment their lending activities.
However, there were few indications thus far of
any easing in terms or standards on business loans,
and the depressed and uncertain values of commer-
cial mortgages and real estate held in bank port-
folios might continue to exert an inhibiting effect
on the willingness of banks to lend. Another nega-
tive factor was the persistence of downsizing and
other restructuring activities by numerous firms,
notably large businesses. Such restructuring activi-
ties had not fully run their course as many firms
continued to pare excess production capacity and to
modernize production facilities to meet strong com-
petition in domestic and foreign markets. The
resulting layoffs had damped overall job growth.

Despite tepid job growth, retail sales had
strengthened markedly during the closing months
of 1992, and several members commented that
such sales had continued to display surprising vigor
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in some parts of the country during the early weeks
of 1993. Apart from the improvement in consumer
sentiment, other favorable factors cited with regard
to the outlook for consumer spending included
lower debt-service burdens and the capital gains or
enhanced cash flows now being realized as sales of
homes picked up and mortgage refinancings again
strengthened. Some members nonetheless ex-
pressed a degree of concern about the sustainability
of the gains in consumer spending unless there
were faster growth in employment and income to
support such spending. Announcements by promi-
nent firms of cutbacks in their workforces had
continued into the new year, and while job gains at
other firms, especially smaller ones, were contribut-
ing to modest net growth in overall employment,
the publicity surrounding the persisting job cut-
backs and a tendency for many new jobs to be
lower-paying added an element of caution to the
outlook for consumer expenditures. On balance,
with the measured saving rate already at a low
level, though an argument could be made that the
actual rate was somewhat higher than indicated by
the currently published data, consumer spending
seemed likely to expand about in line with the
growth in consumer incomes over the coming year.

The growth in consumer incomes in turn was
likely to depend importantly on the expansion in
business investment spending, and members cited a
number of factors that were expected to provide a
favorable setting for sustained momentum in such
spending over the year ahead. These included the
strengthening of final demands, the recent declines
in intermediate- and long-term interest rates, the
greater leeway for financial intermediaries to
increase their lending to businesses, and a continu-
ing desire by business firms to improve their oper-
ating efficiencies. Commercial construction activ-
ity, however, was likely to remain quite sluggish.
There were indications that commercial real estate
values had stabilized in a number of areas, but at
low levels, and given the persistence of marked
imbalances in numerous real estate markets that
were the result of several years of overbuilding, a
significant rebound in commercial building activity
for the nation as a whole might well be several
years away. The outlook for housing construction
was much more promising. Against the background
of a general upswing in consumer confidence and
the improved balance sheets of many households,

the declines that had occurred in mortgage interest
rates had fostered a marked strengthening in the
demand for single-family housing as evidenced by
reports from many parts of the country as well as
the overall statistics on housing. On the basis of
these developments, the members anticipated a
continuing impetus to the economic expansion
from housing construction and from related indus-
tries over the year ahead. In addition, the current
indications of generally lean business inventories,
associated in part with strong final demands over
the past several months, suggested that the pros-
pects for further gains in overall spending were
likely to stimulate efforts by business firms to build
up inventories over the quarters ahead.

The increasing signs of slow growth or recession
in a number of foreign nations represented a greater
downside risk to the demand for U.S. exports than
had been apparent earlier. It was noted, for exam-
ple, that firms engaged in business activities abroad
were reporting substantial deterioration in markets
for U.S. goods in many foreign countries. Growth
in U.S. exports might remain positive over the year
ahead, but against the background of a relatively
expansive U.S. economy and the dollar’s recent
appreciation, the value of exports might well fall
increasingly short of that of imports with adverse
effects on the growth of U.S. economic activity.

Turning to the outlook for fiscal policy, members
were encouraged by the prospect that the President
would soon propose a program that would produce
substantial reductions in the federal deficit over the
years ahead. Such a deficit-reduction program,
if deemed credible, could result in lower
intermediate- and long-term interest rates than
would otherwise prevail—even before the program
was enacted—with very positive implications for
interest-sensitive expenditures. For the nearer term,
the President was expected to announce some mod-
est fiscal stimulus relative to what was currently in
train. However, the specifics of the President’s
proposals were not yet known and there was little
current basis on which to judge prospective public
and congressional reactions. Members emphasized
the critical need for long-term deficit reduction,
and some expressed concern about the adverse
effects on financial markets if fiscal stimulus mea-
sures were to be enacted for the short run without
the assurance of further legislation to cut federal
deficits over time.
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With regard to the outlook for inflation, most of
the members anticipated that the trend toward
lower price and wage inflation would be sustained
over the year ahead, and one member observed that
the disinflationary momentum in the economy
might well be underestimated. Favorable develop-
ments relating to the outlook for inflation included
evidence of slowing increases in labor costs and
continved aggressive efforts by many business
firms to improve productivity and reduce costs in
the face of intense competition from domestic and
foreign producers. Indeed, anecdotal reports from
around the country continued to suggest little or no
upward pressure on prices in many regions. In
addition, the behavior of interest rates in longer-
term debt markets was consistent with spreading
expectations of gradually diminishing inflation.
Some members believed, however, that little or no
further progress in reducing inflation was a more
likely outcome in the year ahead, though none
anticipated higher inflation. Some commodity price
indexes had edged higher recently, apparently in
response to growing demands related to strengthen-
ing activity in several sectors of the economy.
Lumber prices in particular had risen considerably
in conjunction with the uptrend in single-family
housing construction and various constraints on
lumber supplies. Some business contacts reported
for the first time in a long while that they were
experiencing or anticipated some upward pressure
on their raw materials prices. Further, while most
business contacts saw or anticipated little or no
upward pressure on prices in their own industries,
many continued to expect rising inflation more
generally. The still relatively steep slope of the
yield curve and its implications with regard to
expectations of future increases in interest rates
also suggested that investors remained concerned
about the possibility of higher inflation over the
longer run, even though such concerns might have
abated somewhat recently and did not appear to
extend to the next year or two. In general, however,
the members viewed the inflation outlook with
considerable optimism on the presumption of
favorable fiscal and monetary policy developments,

In keeping with the requirements of the Full
Employment and Balanced Growth Act of 1978
(the Humphrey—Hawkins Act), the Committee at
this meeting reviewed the ranges for growth of the
monetary and debt aggregates in 1993 that it had

established on a tentative basis at its meeting on
June 30-July 1, 1992. The tentative ranges
included expansion of 22 to 62 percent for M2
and | to 5 percent for M3, measured from the
fourth guarter of 1992 to the fourth quarter of 1993.
The monitoring range for growth of total domestic
nonfinancial debt had been set provisionally at 42
to 8% percent for 1993. All of these ranges were
unchanged from those that the Committee had set
for 1992 at its meeting in February of last year and
had reaffirmed at midyear. When the provisional
ranges for money growth were established, the
Committee had noted that they were especially
tentative and subject to revision in the latter part of
1992 or early 1993 owing to the considerable
uncertainty about the evolving relationship of
money o income.

In the event, the velocities of M2 and M3 had
increased appreciably in the second half of 1992
and analysis of the factors behind this development
suggested further increases in the year ahead. Con-
sequently, in the Committee’s discussion, which
tended to focus on M2, all the members indicated
that they could support a proposal to lower the
tentative ranges for growth of the broad monetary
aggregates by Y2 percentage point for 1993. At the
same time, a number of members indicated that
they preferred somewhat different ranges including
the retention of the tentative ranges, lowering the
ranges by more than the proposal, and widening or
narrowing them. All the members were in firm
agreement that the purpose of the proposed reduc-
tions was not to signal or implement any change in
monetary policy or to convey any intention to
move away from the Committee’s commitment to
maximum sustainable economic expansion. Rather,
the reductions were motivated by the persistence of
marked shortfalls in the growth of M2 and M3
from their historical relationships with various
measures of aggregate economic performance;
those shortfalls appeared to be the technical result
of forces that are altering the relationship between
money and income. Members of the Committee
urged that the Board’s report to the Congress and
the Chairman’s accompanying testimony make
clear the reasons for the unusual behavior of money
and its consequences for the Committee’s choice of
ranges.

The deviations in monetary growth from histori-
cal norms reflected a number of developments
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whose relative importance and intensity had shifted
to some extent over the course of recent years, but
in general they had served to rechannel funds away
from depository institutions, and the associated
weakness in deposit growth had raised velocity—
the ratio of nominal GDP to money. The result was
the need for lower money growth than in the past to
support a given rate of income growth. Among the
developments that had tended to retard the relative
growth of M2 and M3 was the unprecedented
steepness of the yield curve that had prompted
large shifts of funds by savers from M2 accounts to
higher-yielding intermediate- and long-term assets.
At the same time, credit growth at bank and thrift
depository institutions had been weak, partly as a
result of efforts by these institutions to improve
capital and liquidity positions, and partly owing to
weak demand. As a consequence, they also had
maintained relatively low offering rates on deposits
that had provided consumers with an incentive to
reduce or hold down their deposit holdings in order
to pay down relatively high-cost mortgages and
other debts. In 1992, sluggish growth of M2 and
M3 had been associated with a considerable accel-
eration in nominal spending. Indeed, despite
growth of both M2 and M3 at rates below the
Committee’s ranges, the expansion of the economy
had exceeded most forecasts.

The members generally anticipated that the
intensity of these forces might diminish in 1993 as
borrowers and lending institutions achieved more
comfortable balance sheet positions. Nonetheless,
the relative weakness in money growth was seen as
likely to persist to a marked extent. The yield
curve, while it had flattened a bit recently, was still
expected to provide a considerable incentive for
many savers to shift funds out of M2 assets, espe-
cially as relatively high-yielding time deposits con-
tinued to mature. In addition, banks were likely to
remain generally unaggressive in bidding for
deposits, in part because their substantial earlier
acquisitions of securities would permit them to
accommodate some of the anticipated growth in
loan demand by selling securities or limiting pur-
chases. In these circumstances, restrained money
growth seemed likely to remain consistent with
relative strength in the economic expansion.

The members recognized that the strength of the
factors that were expected to continue to depress
broad money growth in relation to income in 1993

was still subject to considerable uncertainty, and
this implied the need for flexibility in assessing the
implications of money growth relative to the Com-
mittee’s ranges. Should the factors influencing the
behavior of the broad aggregates persist in holding
down money growth to the extent seen in 1992,
expansion of M2 and M3 in the lower portion of
their reduced ranges would be consistent with con-
siderable further growth in nominal spending.
Indeed, a shortfall from the reduced ranges could
not be ruled out, and one member felt that the
potential for such a development warranted consid-
eration of a somewhat larger reduction in the M2
range; such a reduction also would signal more
clearly the Committee’s commitment to price sta-
bility. On the other hand, the upper portions of the
reduced ranges would still accommodate an ample
provision of liquidity to support further economic
expansion even if the growth of money and of
income were to move toward a historically more
normal alignment and velocity were to slow from
its high rate of increase. In one view, widening the
tentative M2 range by reducing its lower limit
while retaining its upper limit would help the Com-
mittee to convey its views regarding the potential
for a continuing but acceptable sluggishness in M2
growth while leaving room for the possibility of
faster M2 expansion should changing circum-
stances foster diminishing strength in velocity.
Another member expressed a preference for nar-
rowing the tentative range by lowering only its
upper limit as a means of signaling the Commit-
tee’s intent to resist both inflationary and recession-
ary developments. In light of the uncertainties that
were involved, the informational content of the
aggregates probably had diminished and in any
event the Committee would need to continue to
evaluate monetary growth developments in the con-
text of a careful assessment of a wide variety of
other financial, economic, and price developments.
In this connection, one member observed that the
uncertainties were of such a magnitude that, while
plausible arguments could be made for a number of
different ranges, retention of the tentative ranges
would be appropriate in light of the Committee’s
willingness to review the ranges in the event that
unanticipated developments were to unfold.

All of the members agreed that it would be
desirable to retain the monitoring range of 4% to
81 percent that the Committee had established on
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a provisional basis for the growth of total domestic
nonfinancial debt in 1993. The expansion in such
debt had not been damped by special forces to the
same extent as the broad monetary aggregates in
1992. Over the year ahead, growth in the federal
debt was likely to remain substantial, and the
expansion of debt in the nonfederal sectors was
projected to accelerate somewhat given the contin-
ued improvement in borrower balance sheets and
an anticipated increase in the willingness of finan-
cial institutions to lend as the economy continued
to expand. Nonetheless, in the context of still cau-
tious attitudes on the part of both borrowers and
lenders, the growth of nonfederal debt probably
would remain below that of nominal GDP in the
year ahead.

At the conclusion of the Committee’s discussion,
all of the members indicated that they favored or
could accept a technical downward adjustment of
4 percentage point in the tentative ranges for the
broader monetary aggregates for 1993 to rates of 2
to 6 percent for M2 and 4 to 4'% percent for M3. It
was agreed that there should be no change from the
tentative range for total domestic nonfinancial debt.
In keeping with the Committee’s usual procedures
under the Humphrey—-Hawkins Act, the ranges
would be reviewed at midyear, or sooner if deemed
necessary, in light of the growth and velocity be-
havior of the aggregates and ongoing economic and
financial developments. Accordingly, by unani-
mous vote, the following longer-run policy for
1993 was approved by the Committee for inclusion
in the domestic policy directive:

The Federal Open Market Committee seeks monetary
and financial conditions that will foster price stability
and promote sustainable growth in output. In furtherance
of these objectives, the Committee at this meeting estab-
lished ranges for growth of M2 and M3 of 2 to 6 percent
and %4 to 4Y2 percent respectively, measured from the
fourth quarter of 1992 to the fourth quarter of 1993. The
Committee expects that developments contributing to
unusual velocity increases are likely to persist during the
year. The monitoring range for growth of total domestic
nonfinancial debt was set at 4%2 to 8% percent for the
year. The behavior of the monetary aggregates will con-
tinue to be evaluated in the light of progress toward price
level stability, movements in their velocities, and devel-
opments in the economy and financial markets.

Turning to policy for the intermeeting period
ahead, all of the members endorsed a proposal to

maintain unchanged conditions in reserve markets,
and all indicated that they could accept a directive
that did not incorporate any presumption with
regard to the likely direction of possible intermeet-
ing adjustments to policy. While there was concern
about the weakness in the monetary aggregates, the
members generally agreed that recent economic
developments tended to reinforce the view that
monetary policy was on an appropriate course.
The economy seemed to be on a stronger growth
track than earlier in the expansion, and inflation
remained quite subdued—only a bit above some
estimates of price stability—and likely to moderate
further in coming quarters in the view of most
members. Some commented that a further easing
move at this juncture might well have adverse
effects on inflation sentiment and on interest rates
in intermediate- and long-term debt markets. A few
referred to the recent firming in some commodity
prices and the consensus among private forecasters
that inflation could drift higher over the next few
years. In the view of one member, these develop-
ments might argue for a tilt in the directive toward
possible restraint, but they did not call for an imme-
diate tightening in reserve conditions.

A staff analysis prepared for this meeting sug-
gested a resumption of some growth in the broad
measures of money later in the first quarter but a
decline in both M2 and M3 for the quarter as a
whole. While part of the declines appeared to
reflect difficulties with seasonal adjustments and
the ebbing of special factors that previously had
boosted growth, the uncertainties surrounding the
behavior of these aggregates tended to reduce their
role in current monetary policy. Nevertheless, there
was concern about the persisting weakness in the
broad aggregates, including the likelihood that they
would fall well short of the Committee’s new
ranges over the first part of the year. Some mem-
bers also noted that the growth of M1, while still
fairly robust in December and January, was mark-
edly below its pace over most of 1992, On the
other hand, bank loans had increased in recent
months, and the weakness in the monetary aggre-
gates did not appear to reflect underlying softness
in the economy. In these circumstances, a number
of members believed that any effort to stimulate
monetary growth under immediately prevailing
economic conditions and market expectations
might well prove to be counterproductive. An
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easing at this time could accelerate outflows from
interest-sensitive M2 assets if the easing were
seen as signaling a weakening of the System’s
anti-inflationary resolve and were to result in
higher rates on intermediate- and long-term debt
securities.

At the conclusion of the Committee’s discussion,
all of the members indicated that they favored a
directive that called for maintaining the existing
degree of pressure on reserve positions. They also
noted their preference for, or acceptance of, a direc-
tive that did not include a presumption about the
likely direction of any adjustment to policy over
the intermeeting period. Accordingly, in the con-
text of the Committee’s long-run objectives for
price stability and sustainable economic growth,
and giving careful consideration to economic,
financial, and monetary developments, the Com-
mittee decided that slightly greater or slightly lesser
reserve restraint would be acceptable during the
intermeeting period. The reserve conditions con-
templated at this meeting were expected to be
consistent with little change in the levels of M2
and M3 over the two-month period from January
through March.

By unanimous vote, the Federal Reserve Bank of
New York was authorized and directed, until other-
wise directed by the Committee, to execute transac-
tions in the System Account in accordance with the
following domestic policy directive:

The information reviewed at this meeting indicates
that economic activity rose appreciably further in the
fourth quarter. Total nonfarm payroll employment regis-
tered another small increase in December, and the civil-
ian unemployment rate remained at 7.3 percent. Indus-
trial production posted solid gains over the closing
months of the year, Retail sales were up substantially in
the fourth quarter, and residential construction activity
increased sharply. Indicators of business fixed invest-
ment suggest a notable gain in recent months, particu-
larly for producers’ durable equipment. The nominal
U.S. merchandise trade deficit narrowed slightly in
October-November from its average rate in the third
quarter. Recent data on wages and prices have been
mixed but they continue 10 suggest on balance a trend
toward lower inflation.

Interest rates have declined somewhat since the Com-
mittee meeting on December 22. In foreign exchange
markets, the trade-weighted value of the dollar in terms
of the other G-10 currencies rose on balance over the
intermeeting period.

M2 appears to have contracted in December and Janu-
ary, after expanding at a moderate pace over the course

of previous months; M3 is estimated to have declined
appreciably in both months. From the fourth quarter of
1991 to the fourth quarter of 1992, both M2 and M3
grew at rates somewhat below the lower ends of the
Committee’s annual ranges for 1992. Total domestic
nonfinancial debt appears to have expanded at the lower
end of the Committee’s monitoring range for the year,

The Federal Open Market Committee seeks monetary
and financial conditions that will foster price stability
and promote sustainable growth in output. In furtherance
of these objectives, the Committee at this meeting estab-
lished ranges for growth of M2 and M3 of 2 to 6 percent
and 2 to 4% percent respectively, measured from the
fourth quarter of 1992 to the fourth quarter of 1993. The
Committee expects that developments contributing to
unusual velocity increases are likely to persist during the
year. The monitoring range for growth of total domestic
nonfinancial debt was set at 42 to 84 percent for the
year. The behavior of the monetary aggregates will con-
tinue to be evaluated in the light of progress toward price
level stability, movements in their velocities, and devel-
opments in the economy and financial markets.

In the implementation of policy for the immediate
future, the Committee seeks to maintain the existing
degree of pressure on reserve positions. In the context of
the Committee’s long-run objectives for price stability
and sustainable economic growth, and giving careful
