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Transcript of Federal Open Market Committee Meeting of
November 17, 1992

CHAIRMAN GREENSPAN. Good morning, everybody. The first item
of business is the recognition of the fact that this is Bob Black’s
last meeting. His first meeting was much closer to the 19th century
than any of you would know: It was in 1960! That’s really
extraordinary. I wish to implore all of you that we not become unduly
sloppy in our intellectual procedures with Bob leaving the group. 1In
any event, we’'ll see a lot of you in the future, I presume, Bob. I
tried to think of a few things tc say about you; it’'s very difficult
to add anything other than refer to the extraordinary esteem which all
of your colleagues very clearly have shown to you through the years.
And while I've heard a lot of nasty things about me and about other
members of this FOMC, I can tell you that I never once have heard
anyone say anything other than positive things about you. It goes
without saying that we’'re going to miss you and miss you dearly for
your wisdom and your extraordinary insights and experience. It’'s not
going to be easy for us.

MR. BLACK. Thank you very much, Mr. Chairman. 1I’1l be
perfectly willing to send you a letter if I think you’'re going astray,
and I hope you will heed that letter!

CHAIRMAN GREENSPAN. Why don’t you fax it!
MR. MCTEER. He won’t own a fax!

MR. BLACK. I don’'t have a fax machine but I'm thinking about
getting one.

CHAIRMAN GREENSPAN. The second item on the agenda is an
important announcement from the President of the Federal Reserve Bank
of New York.

VICE CHAIRMAN CORRIGAN. Most of my colleagues have probably
seen The New York Timesg this morning. There’s an article of enormous

consequence on the front page. For those who haven’t seen it, I
thought I should share it with you to make sure that these proceedings
go forward on a liturgically sound basis. The article reports that

for the first time in more than four centuries the Roman Catholic
Church today issued a new universal catechism which, among other
things, identifies a range of new sins that are the product of modern-
day society. Among the sins defined in the new catechism are tax
evasion, drug abuse, mistreatment of immigrants, abuse of the
environment, artificial insemination, genetic engineering, and
financial speculation. I don’t know about the rest of you, but I’'ve
got to get me one of those! I can see it now: When Gretchen and Joan
and Bill go to confession they’re going to have to make sure that the
confessor understands the difference between hedging and speculation.

CHAIRMAN GREENSPAN. With that I'm not sure I can get
approval for the minutes because I'm not sure what we were doing back
then! But I will request it in any event. Would somebody like to
move the minutes of the last meeting?

SPEAKER(?). Move it.



11/17/92 -2-

VICE CHAIRMAN CORRIGAN. Second.

CHAIRMAN GREENSPAN. Without objection. Before Gretchen goes
to confession she better report to us.

MS. GREENE. 1I’'ll try my best, Mr. Chairman, not to be too
confessional. [Statement--see Appendix.]

CHAIRMAN GREENSPAN. Questions for Gretchen? If not, let’'s
move on to Bill McDonough.

[Secretary’'s note: Mr. McDonough requested authorization to
negotiate renewal of the System’s swap lines for another year.]

CHAIRMAN GREENSPAN. Questions for Bill?
MR. JORDAN. How many countries do we have swap lines with?
MR. MCDONQUGH. Fourteen and the BIS.

MR. JORDAN. So, it’'s all of the European economies that are
linked to the deutschemark?

MR. MCDONOUGH. Japan as well, and we also have a small swap
line with Mexico.

MR. JORDAN. Well, I recall what we were doing when these
swap lines were [activated] in the 1970s, but it’s not clear to me
these days when actions really involve the dollar, the deutschemark,
and the yen why we would want a swap line with the Dutch for guilders
for instance.

MR. MCDONOUGH. The most likely swap lines to be utilized are
those with Japan and Germany. I think there are circumstances when,
given the tie-ins of the EMS currenciesg, there could be a possibility
--less likely I agree--of using the swap arrangements with some of the

other central banks. You will recall that we owe the Committee a
discussion of the general issues of our currency arrangements and our
reserve holdings. This is part of that picture. I would prefer, and

I recommend to the Committee, that we renew the lines and then revisit
the issue when we have that later discussion and after we have a new
Treasury team with whom to discuss their views.

CHAIRMAN GREENSPAN. Any other questions? Would somebody
like to move Bill’'s recommendation?

VICE CHAIRMAN CORRIGAN. I move it.
MR. KELLEY. Second.

CHAIRMAN GREENSPAN. Without objection. Bill, do you want to
continue with the report of the Domestic Desk?

MR. MCDONOUGH. [Statement--see Appendix.]
CHAIRMAN GREENSPAN. Bill, do you have any evidence from

those forward federal funds contracts or from short-term money market
instruments that the near-term firming in federal funds futures, which
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looks to be about 25 basis points, actually tilts over after the first
of the year? Are we close enough yet to draw inferences as to whether
that in fact is what the markets are saying?

MR. MCDONOUGH. Your [inference] is exactly right. We're
just at the cusp of being able to see whether it’'s purely a year-end
phenomenon or whether it goes past that. The rate structure in the
market and perhaps even more our very active conversations with banks
and the Wall Street firms do lead us to the conclusion that it’'s a
year-end phenomenon.

CHAIRMAN GREENSPAN. Other questions for Bill? If not, would
somebody like to move to ratify both the previous actions of the Desk
and Bill’'s request for the intermeeting leeway change?

VICE CHAIRMAN CORRIGAN. 1I’11 move them both.
MR. SYRON. Second.

CHAIRMAN GREENSPAN. Without objection. Let’'s now move on to
Mike Prell.

MR. PRELL. [Statement--see Appendix.]

CHAIRMAN GREENSPAN. Questions for Mike? If not, would
somebody like to start the Committee go around?

MR. FORRESTAL. Thank you, Mr. Chairman. In the Sixth
District we continue to see signs of improvement in economic activity
but the pace is still very, very slow. We did a recent survey of
manufacturing plants for October and that showed a leveling off of
activity from the third quarter, but the respondents were optimistic
about their prospects for the near term at least. In the housing
sector, single-family home sales and construction remain fairly
healthy. Multifamily activity., on the other hand, was still pretty
poor but it does seem to have bottomed out during the summer. This
also seems to be true for commercial construction, although the
vacancy rates in the District are quite high; they are above the
national average and considerably above in some of our key cities.
Retail sales have improved and retailers are optimistic about holiday
sales. However, because they placed their orders some months ago when
they were in a more cautious mood, their inventories are quite lean,
and it appears that discounts and promotions will probably be less a
factor this year than they were in recent years. Output of goods and
services has been expanding but employment growth is low. The
unemployment rate is at its highest level in six years in the
District, and major firms continue to announce layoffs. For example,
Bell South announced 5,000 layoffs, I think. This, of course, is
increasing uneasiness in the labor market generally. We continue to
see better demand for goods related to housing and construction
materials in light of the national level of activity but also because
of the rebuilding going on as a result of hurricane Andrew. In
connection with the hurricane I might add that insurance companies
have raised their estimates of losses; and five insurers who represent
about 60,000 policyholders in Florida have failed as a result of the
hurricane. That’s the situation in the District, Mr. Chairman; it’'s
somewhat better than last time but still proceeding at a very slow
pace.
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With respect to the national outlook, our forecast is very
similar to the one shown in the Greenbook. The profile over the next
several quarters is somewhat different, but we come out in the same
place. The only other difference is a marginal one in that our
inflation forecast is perhaps a little higher than the Greenbook’s.
But it's a forecast that we would generally agree with and, especially
with respect to 1994, I hope we can reach it.

CHAIRMAN GREENSPAN. President Keehn.

MR. KEEHN. Mr. Chairman, on balance conditions in the
District have a somewhat better tone than was the case at the time of
the last meeting. It is a little hard to back that up with
statistical data. In fact, some of the data have gone the other way;
for example, the Chicago purchasing managers survey for October went
below 50 percent. Still, the steel business continues to be pretty
good. The industry is currently operating at about an 80 percent
rate, and that’s a rate that will maintain inventories at a fairly
stable level. Shipments this year are probably going to come in at
about 82 million tons, which is a pretty good year, though I must say
that pricing continues to be very tough. For 1993 the industry
expects an increase in shipments to about 85 million tons. There is a
wild card with regard to next year and that relates to the outcome of
trade suits that have been filed. The early outlook on these suits is
favorable and, if they prevail, that should be helpful both to volume
and also to prices.

Aided by strong light truck and van sales, the motor vehicle
sales levels have improved. Sales this year will probably come in at
about 13 million units and the industry is expecting an increase to
about 13-1/2 million units next year. Based on these higher
expectations, one manufacturer has set first-quarter production
schedules 15 percent over the first quarter of last year. 1 was
talking to representatives of one major automotive manufacturer last
week and was trying to convince them that at 13 million units this has
been a pretty good year; they didn’t buy it a bit. They reminded me
that the industry’s base year, in their view at least, is 15-1/2
million units; and with operating results running very firmly in the
red it's very difficult for them to view this as a good year. The
heavy truck business also is better. Sales of the Class 8 units this
year are about 25 percent over last year and the industry expects
continued improvement next year--perhaps another 20 percent increase.
But I must say that even at these higher levels saleg are well under
the very much higher levels that existed in the mid-1980s.

Retail sales in the District are showing some improvement. I
think consumer confidence is back a bit and the early outlook for
Christmas is a little more positive than previously expected. But the
consumer continues to be very price conscious and it does take price
discounts to produce sales. In line with that comment, the price and
inflation news in the District continues to be very positive. Price
pressures really just aren't there.

Offsetting the good news, the agricultural equipment business
is just terrible, with no signs of improvement. One major
manufacturer just finished its fiscal year and large tractor sales in
that fiscal year were down by some 40 percent from the year before.
They are continuing to reduce production schedules and to lay off
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employees. Also disturbing is the continuing drumbeat of layoff
notices in the District. Just in the last few weeks we’ve had another
8 or 10 companies announce layoffs. Some of them are small--180 to
200 employees--but others are much larger. And this constant
announcement of layoffs does cast something of a pall over the
employment outlook.

We had something of a milestone in Chicago last week. There
was a large reception commemorating the completion of the last major
office building in downtown Chicago. No one has projects underway and
we now have a vacancy rate in the downtown area of about 23 percent.
At current absorption levels, it is going to take about 10 years to
work through that inventory and there is a gloomy prediction out there
that we won’t see another big project until the next century.

In a national context, while the outlook may be showing at
least some signs of improvement. the improvement seems to be very
modest. I continue to think that we have a very fragile situation on
our hands and that the risks continue to be on the down side. If the
staff forecast is right--and ours is quite close to it so I don’'t
think it’'s worth spending time discussing the differences--the issue
really is whether this is an outlook that will be acceptable and
whether it will produce the kinds of employment gains necessary to
sustain the recovery over a reasonable period of time. That to me is
the issue that in a monetary policy context would be the important
question. Thank you.

VICE CHAIRMAN CORRIGAN. May I ask: Do you have any
particular insights you can share with regard to the intermediate-term
situation at General Motors? We are now getting a sense that at least
some of the financial people are going through a very fundamental
reappraisal of the prospects for General Motors over time. I don’'t
know whether there’s anything to that other than people just going
through the exercise. The other question I wanted to raise is: Do
you see from your vantage point any near-term possibility that GM or
GMAC could start to run into problems in terms of rolling over the
tremendous amount of commercial paper they have out in the
marketplace?

MR. KEEHN. Jerry, on the first question, there are frankly
questions of viability about GM; that has been true not just recently
but going back a few months. I talked to

just felt
that the troubles were much bigger than were fully understood by the
market, and this goes back three or four months. So, everything that

has come out tends to confirm what he was saying. The most recent
numbers [coming out] in the last few days are really very much on the
serious side. So, that is certainly an open question. In terms of
your second question, if in fact this does evolve in a way that
suggests there are questions as to GM’'s viability, it’s only a matter
of time until the market will pick that up and make the rollover of
paper a very difficult issue. So, this is a very significant concern
in more than just a District context.

VICE CHAIRMAN CORRIGAN. Between GM and GMAC what do they
have--something like $20 billion of commercial paper outstanding?



11/17/92 -6-

MR. KEEHN. I don’'t know if it is that large; it is huge.
CHAIRMAN GREENSPAN. President Parry.

MR. PARRY. Mr. Chairman, conditions in the Twelfth District
are little changed from our last meeting, with continued weakness in
California offgetting modest growth in the other District states.
District-wide employment in September fell at a 1.1 percent annual
rate, led by weakness in California. California employment by itself
fell at a 3.8 percent annual rate in September and 2.1 percent in
October; that brings the state’s employment to a new cyclical low. I
might also point out that there’s a consensus among forecasters that
the actual level of employment is 100,000 less than is being reported
in the survey. Last year there was a similar view that employment was
being exaggerated, and revised figures certainly confirmed that.

Outside of California, District employment expanded at a 3.3
percent annual rate in September. The contacts we have in Alaska,
Arizona, Idaho, Nevada, Oregon and Utah report fairly favorable
conditions. But California is weak; in Washington conditions are flat
due to production cutbacks in aerospace; and Hawaii is affected by
slumping tourism. The weakness that we're seeing in California
certainly is a concern. Already announced cutbacks in aerospace,
defense, and state and local governments, together with an overhang in
commercial real estate, have led forecasters to project that we’'re
going to see continued job losses in the state of California through
the end of 1993. This weak projected economic performance threatens
California with yet another state budget shortfall of at least $4
billion through the end of the next fiscal year, which is 1993-94.
Reflecting this ongoing weakness, lending continued to decline in
October at large District banks. Commercial, consumer, and real
estate loan volumes are down from their year-earlier levels.

Turning to the national economy, our outlook is similar to
that of the Greenbook if we assume no change in monetary policy
through the end of that period. The modest 2-1/4 percent growth that
we anticipate, again assuming no further easing, is down 1/2 percent
from what we expected at the time of the October meeting. That's
mainly a result of the higher value of the dollar and prospects for
slower economic growth abroad. Consistent with sluggish growth in
output, we expect to see only small declines in the unemployment rate
over the next year or so and thus continued downward pressure on
underlying inflation. Our view is that the CPI will come in at around
2-3/4 percent in '93 and a bit lower than that in '94. Thank you.

CHAIRMAN GREENSPAN. President Black.

MR. BLACK. Mr. Chairman, we come out very close to the staff
projections on the real side of the economy, and they in turn are
generally in line with what most private forecasters are saying in
that they call for a gradual recovery. Our guess is that the risk has
now shifted to the [up side]. For the first time I think we see some
signs that the economy may really be beginning to move a bit. For
example, a substantial portion of the latest data, both nonfinancial
as well as financial, has been at least somewhat stronger than
expected. Prospects for consumer spending in particular look much
better than I thought they would look; they strike us as really rather
bright when coupled with the apparent upswing in consumer confidence
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as reported in the Michigan Survey for early November. And the
apparent acceleration in commercial lending at banks is another
favorable financial sign. Also, the anecdotal information that we’'ve
been picking up around our District has been considerably more upbeat
lately than it had been for a couple of months. Our directors’
comments in particular have been better for two successive months than
they were before that. And their comments for the last couple of
years have been pretty darn good leading indicators. Somehow or other
this group we have now has been better able to call the movements in
the economy than almost any group of directors we've had in the past.
And this is what they’'re telling us. Now, we're all aware, of course,
that these developments can prove to be pretty transitory. We have
had a lot of fits and starts in this frustrating recovery period that
we’'ve been through. Nevertheless, I believe [the improvement] may be
real this time.

Let me make just one final comment about the inflation
projections that the staff has made. Over the last several years,
I've often been accused of being much too optimistic about inflation.
A lot of that stems from my deep faith in the wisdom of this Committee
to do what needs to be done. I think our policy has been excellent
for many years now. Now I think we’'re seeing some evidence that my
optimism about inflation is beginning to be realized. We'’ve made
tremendous progress. If you look at the staff projection of 2 percent
inflation in the CPI for '94, for example, I think we’ve gotten very
close to what really amounts to zero inflation, taking into account
the errors of measurement in that measure. And I express one parting
hope: That the Committee will continue to behave as it has in the
past. If you do, my fellow pensioners and I will forever be grateful
to you for your fine work!

CHAIRMAN GREENSPAN. President Stern.

MR. STERN. Thank you, Mr. Chairman. In the District, things
seem to have taken a distinct turn for the better. I say "seem to"
because that comment is based mostly on anecdotal reports I’ve picked
up in the last month or two. Those really have had a very positive
tone. I mention that, of course, against a background in which
[economic activity in] the District probably has been advancing
modestly throughout this period. Objectively, if you look at
employment, which has continued to grow, and unemployment rates, which
are almost uniformly low in the District, I think the numbers suggest
a reasonably decent economic performance. The anecdotes are also for
the most part on the positive side, although I should acknowledge a
couple that are not. It looks as if has serious financial
problems; how much longer it’s going to stay out of Chapter 11 remains
to be seen. As for nonresidential construction, major projects in the
Twin Cities at least are about to come to a halt, I think. But aside
from that, the reports we get with regard to much of the agriculture
in the District, housing starts and sales, retail sales so far, and
tourism activity--which apparently is spilling over into Montana at
least with an inrush of Hollywood types and even some Easterners--have
been pretty healthy. I must say that on Saturday afternoon I heard
something I didn’t expect to hear and haven’t heard before--I'm sure
you’'re all on the edge of your seats--about the latest progress of the
Mall of America, our so-called mega mall: On the radio on Saturday
they were basically telling people to stay away because the crowds
were so big!
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MR. LAWARE. Were they buying anything?

MR. STERN. Well, I don’t know that the mall’s developers are
making any money--that’s a different matter--but [sales] apparently
are running well ahead of expectations. Of course, the developers had
to offer such attractive deals to get the stores in that I suspect
they aren’t seeing much of this. But the numbers apparently are very
good, and it’s not particularly at the expense of the other major
shopping centers in the Twin Cities, if you believe what you hear.

The people at the mall have done a very good job of promoting it;
they’'re bringing groups in from all over, domestic as well as
international, and that’s apparently translating into real spending.
Help wanted signs are popping up everywhere; a lot of that is
seasonal, of course, but it’'s not confined just to retailers and fast
food operations where one would expect to see it. And it is
consistent with reports of tight labor market conditions in the Twin
Cities and in other metropolitan areas in the District. So at least
at the moment, based on the latest anecdotal reports, things seem to
be moving along.

With regard to the national outlook, I have no real
disagreement at all with the Greenbook forecast. I don’'t have the
sense at this juncture that the expansion is all that fragile, but I
must say I don’t have any particular sense that it’'s about to take off
on the high side either. Coupled with the headwinds discussions that
we've had in the past and a close look at demographics and related
factors, it may just be that this is going to be a prolonged period of
slow growth relative to what we have experienced in most of the
postwar period and perhaps relative to what we had earlier expected.
On the margin, I'm not sure there’s a lot to be done about it.

CHAIRMAN GREENSPAN. President McTeer.

MR. MCTEER. Eleventh District business conditions and
prospects appear to be stronger this time than at the time of our last
meeting. I base that on discussions with our directors and other
business people in the community, our Beigebook respondents, my own
visits to local malls, and my inability to get a parking place at the
airport yesterday. [Laughter]

MR. KELLEY. Everybody’'s leaving!

MR. MCTEER. We had a flat second quarter and the third
quarter seems much improved. Most of the indicators show that; the
leading indicators are even stronger than the coincident indicators.
We have a Texas leading index. It was flat in the second quarter and
much stronger in the third quarter. Texas and New Mexico seem to be
doing better in terms of employment than Louisiana despite some recent
improvement in the natural gas industry. Natural gas prices are about
30 percent higher than they were this time last year.

I probably should mention something on Eleventh District
banking since it has been in the news recently. As you all know,
First City expired a couple of weeks ago. That organization had 20
banks: they were closed in what was referred to locally as a
"Hollywood ambush." That raised the District’s bank failures year-to-
date from 9 to 29. The First City organization had shrunk down to
about $8.8 billion. It's probably the first major bank and perhaps
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the first bank of any size to require a second assisted resolution;
the FDIC assisted it in 1988. It never fully recovered and the person
who took it over made some new errors, so it has been crippled since
then. It’'s the largest bank, I believe, to involve a significant
haircut to non-insured depositors. Among the twenty banks, the four
largest took a 20 percent haircut on their uninsured deposits. Those
were in Houston, Dallas, San Antonio, and Austin. The feeling in the
community over this development is one of sadness because First City
was making a valiant effort to deal with the problems on its own. And
there’s a great deal of resentment toward the regulators first for the
timing, which was the weekend before the election in the President’s
home town, and for the feeling that bank management was misled into
thinking they had the support of the regulators in the bank’'s efforts
to deal with the problem and effect a resolution without help.
Incidentally, none of the First City banks was borrowing at the
discount window and they all expired with positive reserve balances.

I guess the economic implications of this are that it takes a long
time to recover from a banking collapse. As you know, we’'ve lost
local control of 9 of the 10 largest banks in Texas. But as someone
said yesterday, the pig is now through the python. That was the last
major problem bank left in the Eleventh District. Measures of banking
health are now good in Texas and in the Eleventh District. Banks
still are not making net new loans; there remain too many incentives
against lending as opposed to investing in Treasury securities.

On the national economy, I read the same newspapers and
Greenbook as the rest of you and I don’t really have any new insights
to add. I have noticed that the press seems less eager to put a
negative spin on the good news than before. So, one gets the
impression from listening to the news that the economy and the
prospects for the economy are now better than they’ve been in quite a
while and considerably more positive than at the time of our last
meeting.

CHAIRMAN GREENSPAN. Bob, I noticed that there are reports of
improved drilling rig activity. How significant is that and what do
you make of it?

MR. MCTEER. Well, they were at all time lows and with
hurricane Andrew natural gas prices went up; the price for natural gas
is about 30 percent above what it was before. So there has been some
renewed activity there. It’s helpful, but the long-term prospects are
very negative, I think.

CHAIRMAN GREENSPAN. Do you really sense any carry-through
off the rebound of the gas prices?

MR. MCTEER. I don’t think so, although the feeling is that
0il prices also will rise in the coming few months, especially if we
have a cold winter.

CHAIRMAN GREENSPAN. And especially if we don’t, we are not
going to get it.

MR. PRELL. Mr. Chairman, I might note that I heard an oil
company economist last week cite figures that ran something like this:
About a year ago, there was a mix of oil rigs in the mid-400s and gas
rigs in the mid-300s; now that has flipped. So it's about the same
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overall level but the mix has shifted toward gas with those firmer
prices.

CHAIRMAN GREENSPAN. President Boehne.

MR. BOEHNE. Economic activity in the mid-Atlantic states
continues to be slow and uneven. There is modest growth in retail
sales and, while retailers are not overly optimistic, there is some
hopeful sentiment about the holiday season. Manufacturing appears to
have picked up some during the past month after a couple months of
downturn. There is some growth in residential construction. The
nonresidential side is weak. Loan data, when you cut through them,
show some hint of better loan demand but the hard numbers grossly
overstate the improvement. Looking at our District loan growth, it
shows an increase in C&I loans. That's really because one bank in
Delaware decided to book some loans in the District rather than
someplace else. If we factor that out, we really see a continuation
of declining loan demand. However, anecdotally one does get the
feeling that loan officers feel a little better. The real weakness is
in the labor market. For example, we’ve just done a survey of our
manufacturers and, while it shows a pickup in activity, it continues
to indicate that manufacturers are cutting their payrolls. That seems
to be true even in areas where we're seeing some improvement [in
activity].

On the national side, I sense a better tone from the same
data that other people read. The issue is one of sustainability: Is
it for real or is it another false start? Basically, we don’t know.
I think it’s one of those times when we have to watch the data and
keep an ear to the ground anecdotally.

CHAIRMAN GREENSPAN. President Syron.

MR. SYRON. Well, Mr. Chairman, there have not been great
changes in the New England region since the last meeting, contrary to
some of the stories around here. There does seem to be some slight
feeling of improvement, at least in mood, since the last meeting.
However, and this is consistent with what Ed Boehne just said, one
thing that I'm rather struck by is that when we call around and talk

to manufacturers--for example, which is seeing
improvement in some lines--they tell us that they are still planning
on continued restructuring in employment. There just is no one

talking about anticipating increases in hiring, including those in the
health care sector. The manufacturing sector has become slightly more
pessimistic because of the export side, with many of our high-tech
companies seeing a slowdown in their sales both to Asia and to Europe.
Retailers are somewhat more optimistic; it has to do with where they
started out, I think. But there is also a lot of discussion about

additional sale days before Christmas this year. Consistent with the
question that Jerry Corrigan raised on the auto side, autos have seen
some general improvement, but in talking to in
New England he

expressed real concern. He had seen a 1lull in sales since all this
news about GM came out. He said they did have people coming into the
show room now expressing concern about where they were going to be
able to get car service in the future, that sort of thing. As for the
real estate market, on the residential side prices do seem to have
bottomed out now; on the commercial side they’re still softening but
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probably are fairly close to a bottom. RBanks see very little good
loan demand. We still get a lot of complaints about the credit
crunch.

On the national scene, I don’t have any real disagreement
with the Greenbook based on its assumptions, and I think it makes
assumptions that it has to make in terms of fiscal policy because we
have to consider what we’re doing ourselves. The only issue I would
raise--and I guess we’'ll hear about this later--is on the export side:
That issue is whether there’s any reason, given the further
strengthening of the dollar and the weakness that we’'ve seen in
forecasts for Europe and Japan, to expect some further decline there.
My main concern, as in the past, is that we have had somewhat of a
serial optimism in our forecasts over time. I’'m not quite so sure
that’s true this time. But even if one looked at this as being a
balanced forecast in terms of risks, which is about what I think it
is, we have a fair amount of room given the excess capacity in the
economy [regarding] which direction we might want to make a mistake.
I also think that at this stage we can’t be overly influenced by what
we think fiscal policy is going to be because there are too many
unknowns; we just don’t know what it will be or when it is going to
come into effect. I think things do look a little better but as
always there is a concern about whether this is just another false
[start] or something that is going be self-sustaining.

CHAIRMAN GREENSPAN. President Hoenig.

MR. HOENIG. Mr. Chairman, our District continues to show
some modest improvement and considerably more optimism looking
forward. Our agricultural sector is really trading off between
improvement in our livestock business and some deterioration in our
grain business, so that overall we have flat prospects for that sector
this year and into next year. The manufacturing sector is a bit
mixed. Our aircraft manufacturers are still weak. The auto sector is
mixed because production at our GM plant is still very slow whereas
Ford is going to be investing significantly in its plant in Kansas
City, which I think will bring in some jobs. Other than that,
activity in our nondurable goods area is "decent," as they say,
looking forward. The rise in natural gas prices has spurred drilling
activity in the District; the third quarter was up over 20 percent
from the second quarter, although that doesn’t bring it back to
anywhere near what it was a little more than a year ago. But we are
seeing some pretty robust [growth in] activity there right now. Our
construction area is still doing pretty well. That is particularly so
in the Denver region where economic activity is coming back rather
strongly right now. 1In fact, for the region construction activity is
up fairly dramatically over a year ago, well over 10 percent. Our
employment levels are up over last year--our estimate is about 0.6
percent--and the anecdotal reports we're getting from our directors
are uniformly positive in terms of their reading of the environment
and their own attitudes. The banking industry in our region, with a
couple of notable exceptions, is really quite strong; earnings are
strong across the region, and I think there’s a little more of an
attitude of making an effort to get into the lending business again,
although [bankers]| are keeping the lessons of their past experience
close [to mind]. Overall, I see some general improvement in our
region.
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As far as the national outlook, as we look over two quarters
ahead our view is very similar to the Greenbook on average although
our timing is somewhat different, which I don’'t think is significant.
We're looking for inflation to be in the 3 percent range. So, we are
fairly comfortable with the Greenbook projections as we look at the
national economy. Thank you.

CHAIRMAN GREENSPAN. Governor Lindsey.

MR. LINDSEY. Mr. Chairman, I saw a good advertisement last
night; unfortunately it was [unintelligible] and I don’'t know what
company it was for. But I do remember the scene. It was something
about predicting the future. In walked two scruffy characters who
looked 1like Attila the Hun and the witch doctor. They dumped a bunch
of bones on the table out of their bag and made some appropriate
grunts. I must say, having seen the economic indicators go up a
little and go down a little, I feel a bit like one of those two
gentlemen.

CHAIRMAN GREENSPAN. Which one? ([Laughter]

MR. LINDSEY. The good-looking one! I share very much the
attitudes that have been expressed in that I think the tone of the
data looks a little better than last time. But what has really
changed are attitudes; attitudes are much better. Here is where I get
nervous because of the old saying "once burned, twice shy:" this might
be the third time we’ve been burned. The first time was the Saddam
Hussein defeat when we had a big boost in attitudes. The second time
was after our rate cut last December when there was a big improvement
in attitudes. And now we have a new President and a big improvement
in attitudes. I don’t know whether attitudes are going to translate
into real changes. If I have a disagreement with the staff forecast,
it has to do with what I expect to occur in the early part of next
yvear, particularly with regard to fiscal policy. I remember the 1981
tax cut from being inside [the Administration]. I think what is being
proposed today is not that dissimilar. Essentially, the big proposal
earlier was an acceleration of depreciation deductions rather than an
increase in the investment tax credit. The present value of the tax
incentive, though, is roughly the same. Three events resulted from
that [earlier tax cut] that we should keep in mind. The first is that
the first relative price change you induce when you impose an ITC is
that you lower the price of o0ld capital relative to new capital, i.e.
the stock market declines. The second factor to remember is that
there is a delay before investment picks up. There was a very
substantial delay in 1982; we waited almost 12 months to see an
investment pickup after the new depreciation deductions came into
play. I think that’s very consistent with the econometric evidence.
But the expectations in the market are that the investment will happen
almost immediately and therefore we will see a rise in near-term and
intermediate-term interest rates well before investment picks up. And
the third factor to keep in mind is that tax bills never get through
quickly even when it looks as if the President has a mandate as he did
in 1980 and as he does this time. Everyone promises that things are
going to be speedy. It’'s worth remembering that the 1981 bill almost
passed and then got bogged down; it actually got new impetus only
after the President was shot and, therefore, a "second honeymoon”
occurred. I don’'t expect that to happen this time but, again, it
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takes a major, major amount of movement to change tax legislation;
that shouldn’t be underestimated.

There are, in fact, two worse situations this time with
regard to what is likely to happen. The first is that we do not have
safe harbor leasing in the current proposal. The safe harbor leasing
allowed loss-making or non tax-paying firms to be able to get tax
advantages. That will not be the case this time. Secondly, we have a
much tougher minimum tax in place which, in fact, is proposed to be
increased under "putting people first." Those companies paying the
minimum tax are essentially investment intensive firms. Therefore,
that’s a further complication. Where I think that would play out is
not in what will happen after the bill is passed but in delaying the
passage of the bill. The Chairman of the House Ways and Means
Committee has particular industries he is concerned about; the various
power players have particular industries; and right now every Big
Eight accounting firm is doing very good business with clients to
calculate exactly what the changes in the tax law have to be in order
to encourage investment in that firm. I would say: Don’t expect
anything quickly.

So, I'm more pessimistic about the start of the year. I
think what we’re going to see is a stock market decline, a rise in
intermediate-term interest rates, and no fiscal stimulus. I think

that's going to lead to a sense of disappointment. We’'re going to see
the continuing layoffs that people mentioned. GM is on the line.

And, Jerry, I would ask the same question about IBM. I notice [its
stock price] is now down to 65; the last time I looked it was at 85.
We’re going to see continuing weakness abroad. We have the
possibility of collapse in Russia this winter. And we always have the
Middle East. So, to [abuse] a phrase, maybe what we’'re seeing is
"deja voodoo," in line with Attila the Hun and the witch doctor.

We’ve been here twice before and I would not be overly optimistic
since all we’re seeing, really, is an improvement in attitudes.

CHAIRMAN GREENSPAN. President Melzer.

MR. MELZER. On a District basis I don’'t have anything new to
report. The statistics or anecdotal information we have suggest that
the Eighth District is growing modestly more rapidly than the rest of
the country, but there are no really dramatic changes.

On the national front, I would have two brief comments. One
is--and I think Mike Prell allowed for this in commenting on the
forecast--that I personally wouldn’t be nearly as sanguine about the
long-run inflation outlook as the forecast is with an assumption of an
unchanged funds rate. I’'m talking about looking out a couple of
years. I have trouble with that working out that way. Secondly--and
this is by no means a criticism of the staff’'s efforts to forecast
because I think the staff is among the best in terms of that job, but
it's a very difficult job--the third quarter served as a reminder to
me of the questionability, if you will, of short-run fine-tuning
monetary policy based on economic forecasts. As good as that process
may be, it’s a very, very difficult thing to do. We essentially are
looking at a rate of growth in GDP that is probably twice what we
thought a couple of FOMC meetings ago. If you look back over time, I
think that pattern repeats itself. So, I was reminded of that and
thought I'd share that.
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CHAIRMAN GREENSPAN. Governor Mullins.

MR. MULLINS. Well, to follow on Tom’s line of thought, the
smoke has cleared. We have three quarters in the books and the
average growth for the first three quarters of 1992 is a shade under
2-1/2 percent. And we’'ve learned that the third quarter may be
revised up to 3 percent, which would put us right at 2-1/2 percent.

CHAIRMAN GREENSPAN. Or more.

MR. MULLINS. Or more. I would submit that this is better
than most economists expected at the beginning of the year. It’s
certainly in line with our Humphrey-Hawkins forecasts and exceeds my
Humphrey-Hawkinsg forecast. It’'s also certainly better than the recent
performance of other G-7 countries that are going through this
adjustment period. Indeed, 2-1/2 percent growth is even marginally
better than potential. It may be very depressing to the electorate to
think about 2-1/2 percent growth, but over the long term perhaps we
can raise the potential. But [we can] point out that at least it’s at
that level. Unemployment is down about 1/2 percentage point, although
that has been pretty flaky and, of course, the performance is moribund
compared with a traditional recovery. I think it’'s because the
underlying structural dynamics are far different and it’'s not
especially valid to compare it to a traditional cyclical episode and
inventory cycle. This is simply a slower balance sheet adjustment
process. We’'ve made measurable progress, as we've talked about, on
that adjustment process but it’'s probably not yet completed. As a
result, I would agree that the immediate outlook is for slow growth.
We’'ve had this lurching pattern between 1-1/2 percent and 3 percent
quarterly growth. Several weeks ago I would have thought the next
lurching would be down toward the lower end of that range--at about
1-1/2 percent. The data we’'ve talked about here--the wide ranging
data from retail sales to confidence numbers to industrial production
--all suggest a bit more near-term strength than I would have expected
a few weeks ago. There’'s also this notion of a post-election upturn
in confidence. I would agree with Governor Lindsey in that I’'m not
confident that that’s going to have much of an effect. We saw in the
UK that even with their post-election euphoria, which did 1ift the
markets, consumers found they couldn’t pay down their excess debt with
confidence. So, in general, I wouldn't argue with the Greenbook
forecast of 2 percent for the fourth quarter, although I think it may
be a bit stronger if anything. Despite this ratcheting pattern, I
think we are gradually, painstakingly, building a base of higher
growth and are slowly emerging from this economic lethargy.

The financial data in my view are consistent with this
conclusion. The firming of credit demands one can only call marginal,
but at least it’s there. Consumer installment credit increased for
the first time in my recent short memory. And domestic nonfinancial
debt, excluding the U.S. government, has accelerated from growth under
2 percent a month on an annual basis to a bit over 3 percent. That’s
nothing to write home about. Short- and intermediate-term business
credit has shown some strength as well. That is in keeping with this
slow, gradual pattern. And M2 growth continues its gradual
strengthening. In the last three months it has grown at a rate above
4 percent; for the year its growth is only marginally below the low
end of the range. If one were to adjust it for the yield curve effect
of flows to bond funds, it would be within the range; but then I
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wouldn’'t know exactly what that would mean. One could say the
velocity increase is better established now and I'm equally confused
about what that means. Of course, we have no shortage of liquidity.
M1 growth has been 20 percent the past two months and 14 percent for
the year. I think both the economy and M2 may take another swoon
especially with long rates up 30 to 50 basis points since September,
the dollar higher, and the outlook for foreign economies much weaker
than it was several months ago. Of course, then there’s the
uncertainty associated with the fiscal stimulus. This is likely to
mean higher interest rates in the near term and maybe a slowing of the
adjustment process and then, followed with a considerable lag, the
fiscal stimulus. Still, I think the prospects remain favorable for
gradual improvement even in this uneven pattern.

I thought it might be useful to look at where we are on
inflation because I'm a bit concerned that we’'re likely to hear a lot
about the drag on the economy that comes from the shift to a low

inflation environment or low inflation regime. I hear a lot of this
in international discussions as well. Despite last month’s
disappointing CPI, we've made very notable progress. Core CPI has

decelerated from 5-1/2 percent in the late '90 to early '91 period
down to about 3 percent. We've have commensurate reductions in the
PPI and ECI: commodity prices are soft. And if there’'s measurement
bias in the CPI, actual inflation could well be in the 2 percent
range. So, on actual measured inflation, we seem to be relatively
close to closing in on price stability. The prospects for continued
progress also look good on all measures, whether you talk about slack
or money growth.

Unfortunately, the Chairman has defined price stability for
us as a condition in which inflation is not an important factor in
economic decisions, and I think that’'s a correct definition. But in
economic decisions it’'s not always actual measured inflation that is
important; it’s inflationary expectations that feed into investment
decisions, into the long rate, into labor negotiations and the like.
How have we done on inflationary expectations? Not well. In the
Michigan Consumer Survey, consumer inflation expectations for 5- to
10-year horizons have held steady like a rock at roughly 5 percent
during this period. ©Not only has it not come down appreciably but the
level is probably double the level of recently measured inflation.

The resiliency of inflationary expectations also is apparent from the
still relatively high level of long rates, which includes a premium
that I think is above recently measured inflation and the outlook for
future inflation. I think this is understandable. We've had 4 to 5
percent inflation since 1983; it’'s deeply imbedded in expectations; it
will probably take more than a few good quarters to get it out of
there. So, despite the progress in reducing inflation, we haven’t
made much progress on inflationary expectations yet and that's
necessary to achieve the benefits. Moreover, I believe the dissonance
between actual inflation and expectations creates difficulties of
adjustment which affect the real economy. I was at Tom’s board
meeting and one of the business people said--he put together a couple
of comments--in effect that the employees base wage demands on
inflationary expectations and he didn’'t feel he could pass [the higher
wages] through [to prices]. Businesses have to pay higher long-term
rates. Consumers, watching their home prices fall and their net worth
fall with them, are not enamored of disinflation which they may view
as deflation.
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So, the frictions associated with adjustment to the low
inflation regime are in part responsible for the recent increase in
criticism of price stability as the appropriate goal of monetary
policy. It was very popular in the 1980s when the economy was growing
and after [the rapid inflation of] the '70s. Now, we hear a lot of
talk that a little inflation is not only not bad but beneficial. I
hear this talk around town from noted economists looking for jobs!
We’ve seen recent articles questioning price stability in Business
Week and the Economist, and I noticed in today’s New York Times an
article talking about the evils of deflation. It’s also apparent that
it’'s under some threat. Inherent in the gravitational pull of
expectations is the risk of reverting to the 4 percent inflation that
we’'ve experienced for almost a decade. That would be unfortunate
since we’'ve paid much of the price to get inflation down and many of
the benefits are ahead of us, secured only with inflationary
expectations. In my view we’'re facing the critical period here with
an improving economy, the prospect of fiscal stimulus, and very rapid
growth in M1 which could turn into rapid growth in M2 and credit. And
I think we’'re entering a period of tension, a battle between actual
inflation and expectations, with pressure to revert to 4 to 5 percent
inflation and fulfill those expectations.

So, near term I think it’s important to be vigilant and guard
against another swoon in M2 growth. But we also need to be wary of
the risks on the other side. When this does turn around, it could
turn around quickly and we could risk losing the hard-won gains we’ve
achieved and we could be back at ground zero very quickly. 1In
particular, in terms of the upside risks, one can posit a scenario
with the economy gradually improving to the 3 percent level next year,
with the headwinds diminishing, with years of pent-up demand coming
into play, and with a large fiscal stimulus that I think this
Administration was elected to do. I think the stimulus package will
be augmented by pent-up demand in Congress. That’s likely to hit in
late 1993 on top of an economy at 3 percent growth with credit demands
picking up, turning narrow money into broad money and credit growth.
And it’s not inconceivable to me that in late 1993 into 1994 we could
have an unsustainably strong upturn that could pretty quickly eat away
our sense of slack. I view that as the medium-term problem, not the
near-term problem. I still would acknowledge in the higher long
rates, the higher dollar, and the weakened world economy the downside
risks in the current environment. But we may soon be moving into the
position where the upside risks could become paramount. It does
concern me that the new Administration and Congress still view this
economy as one that is in recession, as if we had negative GDP growth.
It is important for us to keep in mind that we're at a 2-1/2 percent
growth level and I think that argues for caution at this juncture.

CHAIRMAN GREENSPAN. President Jordan.

MR. JORDAN. From the District perspective, things are
continuing to move forward in a general way. We have some pockets of
considerable strength. There is an area called the golden triangle
down around Cincinnati to Lexington and over into Tom’s Melzer's
District in Louisville that is very strong, with very low
unemployment. They talk about labor shortages and attracting people
from other areas. Around Columbus, Ohio, business conditions are very
strong. Even in the areas where we still have notable layoffs--300
people, 500 people--we still see some [overall] growth in employment.



11/17/92 -17-

There are other non-notable increases, the non-headline catching kind
of things, that are producing jobs to offset the contractions we are
continuing to see at big firms.

In talking with small business people around the District, I
have noted a general improvement in their tone. Their exports are
doing well and they feel their order books are solid. When I ask them
about inflation expectations, that group consistently tells me that
they see no inflation in their businesses, and that's reflected in
their wage packages. They’'re talking about 2 and 3 percent increases
in [total] compensation, matched they hope by productivity because
there is no price increase factored in. When I talk to the banking
community, though, the talk is consistently about pay increases in the
4 to 5 percent range, reflecting their view that inflation is going to
stay in the 4 to 5 percent range. And I think the difference between
the inflation rate people are basing their actions on and what we are
seeing in the numbers is the critical challenge for the period ahead.

We're getting pretty good retail sales numbers not only in
the District but from all those major companies headquartered in the
District; the latter reported very strong numbers in October as we now
see in the national statistics. They also report improving optimism
about Christmas. There was a recent slump in retail sales, though.

In the first 10 days of November there was a surprisingly strong and
uniform drop in retail sales; no one has much confidence in saying
whether it was a temporary thing or something more serious. We are
continuing to get pretty good housing activity around the District.
So, overall, the tone has generally been pretty good.

Turning to the national side, I’m not sure I have anything to
say about the future because I'm still struggling to understand the
past--the last year and a half or so at least--both in terms of what
is perceived in the economics profession and especially by the
incoming Administration and the new Congress about what the role of
fiscal policy has been and what the role of monetary policy has been
and, therefore, the conclusions they come to on what policy should be
in the future. The discussion about fiscal drag has been interesting,
that is, the deficit problem and how it has retarded economic activity
through various channels that have affected overall aggregate demand
and maybe certain sectors or regions. Now, the idea is that there’s
going to be some type of fiscal stimulus. Especially if it’'s viewed
as aggregate demand--increasing total spending in the economy rather
than affecting a specific region or sector or target industry, which
it certainly could do--I'm not sure in my own mind how that will come
out and [what its implications are for] monetary policy.

The monetary [side] is much more intriguing for us in that
since the ending of the Gulf War there seem to have been two major
rival conjectures about what the economy otherwise would have done and
what the role of monetary policy has been. One of them is that the
economy was poised for a cyclical recovery and a normal kind of
expansion after the Gulf War and was held back, especially by a
monetary policy that was not sufficiently accommodative. That is the
[conjecture of] people who had the view that a broad measure of money
--M2, M3, or something--retarded total spending. The alternative
conjecture is that the economy was subjected to a number of very major
depressing forces, including possibly fiscal policy--the unwinding of
the defense buildup of the '80s--the winding down of commercial



11/17/92 -18-

construction employment on the two coasts in particular, and the
balance sheet adjustments going on in business and households alike.
In that view monetary policy was actually quite expansionary to
prevent an even more severe contraction [which would have occurred]
had monetary policy not been cushioning these down-draft effects.

That suggests either that monetary policy is best summarized simply by
how far short-term interest rates have dropped or by how rapid growth
in the narrower measures of money growth has been. If this latter
view is correct, then the critical thing for us is to ascertain when
these depressing forces are starting to attenuate so that we know when
is the right time to pull back on this massive amount of monetary
stimulus that that hypothesis implies. Whereas if the former [view is
correct]--that the broader measures best summarize the thrust of
monetary policy actions in regard to the retarded economic activity--
then the challenge still is to get within our target range so that
we’'re not a negative force affecting the economy. Some think that
those are [ir]reconcilable, but I think our challenge now is to
reconcile them and to set our objectives for '93 in some clear
fashion, based on which of those views we believe.

CHAIRMAN GREENSPAN. Vice Chairman.

VICE CHAIRMAN CORRIGAN. I don’'t have a lot to add to what
has been said around the table. I think things do feel a little
better, as most have observed. I would side with those who also have
observed that it’'s probably a little premature to declare victory.
But certainly both the performance [of the economy] and the outlook
are better than many had expected a couple of months ago. There are,
as Governor Mullins and others have noted, some scattered signs of
pickup in commercial loan demand, which is something we haven’t seen
for a long, long time. Going back to the Ninth Federal Reserve
District, I can confirm that there will be at least one housing start
in Montana in November because I caused it. All in all, my
observations and sentiments are pretty much in line with what has been
said around the table.

The point that Dave [Mullins] was making regarding attitudes
about inflation and price stability having changed is very
interesting. We had our academic panel into the Bank a couple of
weeks ago. This is a pretty good group of people and a good cross
section in terms of philosophies and ideologies. There was just no
sympathy at all from any of those people for doing anything to try to
drive the core inflation rate down from a 3 percent level. That
didn’t surprise me coming from some of the fellows in Mr. Syron’s neck
of the woods, but there were among this group a couple of real old
line, very conservative monetarists--people like Phil Cagan for
example--and even he didn’'t want to hear it. And that is a change in
attitude. Now, fortunately, these people aren’'t the only arbiters in
this area, but it is interesting, given where we are today, that the
perceptions about the costs of trying to engineer further reductions
in the core inflation rate are clearly viewed a little differently
today than they were several years ago.

The only other thing I wanted to mention, Mr. Chairman--and
maybe Ted Truman could help me out here--is that my assessment of the
outlook in Germany and Japan over the next three to six quarters is
really pretty grim. It's not at all inconceivable to me that
performance in both of those countries could be distinctly south of



11/17/92 -19-

the current IMF or OECD forecasts. That possibility has obvious
implications for our economy in terms of the outlook for both exports
and imports, but it also seems to me to raise some second-level
dangers, including those on the financial side and perhaps especially
on the trade side. Ted, I wonder if you would share with me and the
others your sense as to whether that admittedly quite pessimistic
possibility is something that we should be worried about.

MR. TRUMAN. Well, I don’t think one can exclude it. Our
outlook has been decidedly less optimistic than the IMF’s or the
OECD’'s for that matter. Certainly in the case of Japan we see
essentially no growth--a bit above zero--through the middle of next
year. For Germany we are a little more optimistic than some of the
forecasts we now see coming out of Germany itself, though it may be
that we have assumed that the Bundesbank might do a bit more in the
meantime. But I think [the possibility] is difficult to dismiss; a
one standard deviation in the negative direction gives you a quite
gloomy outlook in this situation. We obviously don’t have a lot of
positive information suggesting that a turn is coming., and I think
you’re absolutely right that the feedback effects of a period of
European stagnation on top of what they’'ve just gone through in terms
of trade relations and so forth could be quite disruptive not directly
to economic activity but to the [economic] environment and, therefore,
real activity. Japan, of course, continues to be a question mark.

The Nikkei came down below 16,000 though it’s back intc that range,
which makes things a little dicey. They seem not to be making much
progress.

CHAIRMAN GREENSPAN. Governor Kelley.

MR. KELLEY. Mr. Chairman, when David Mullins was speaking
just a minute ago he was referring to several noted economists who
think that maybe a little inflation wouldn’t be such a bad idea after
all. It occurred to me when he said that that maybe a definition of a
noted economist is one who abhors [monetarism]. I have been thinking
a bit like Jerry Jordan, reflecting on the flow of events of the last
couple years. Someone wrote that history is a river; it flows out of
the past and into the present and on to the future.

Last meeting and before then I guess, Mr. Chairman,., you said
that you saw us as being poised between one of two models of the
economy: Either it is in a process of refreshing and rebuilding or
else it is going to seize up. I have to say I am becoming more
optimistic all the time. It seems to me that if the economy were
going to seize up, it certainly has had every chance to do it. The
most amazing thing is that it has not seized up, given what is
happening; I think it indicates an underlying strength in the economy
that i1s just remarkable. If you’'ll forgive me for running this litany
that you’re all familiar with, just consider the things that have
happened in the last several years and are still happening. None of
these things has gone away; all of the drags [on economic activity]
are still in place and are still playing through: the de-leveraging
phenomenon [goes] all the way through the different layers of the
economy; the restructuring [continues], with the attendant heavy job
losses and the heavy burden that has been on confidence
[unintelligible]; and absolute depression [persists] in the
construction and real estate business--a very big industry--with all
the implications there. One of the throw-offs has been consumer
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confidence, a decline in confidence through the wealth effect on home
values. We have been through a banking trauma which in an earlier era
would have caused what would have been described as a "crash.," I’'m
sure, and we’d still be deep into it just on that alone. We’'re going
through a defense slowdown, another big industry; that industry is
absolutely in decline but even more than that its composition is
shifting with various displacements going on which I think in the
short term are every bit as much of a drag as the actual decrease in
volume. A newer factor, of course, is this world economic slowdown
that is going on, weakening our exports which had been helping us in
earlier years. Now, that's a lot of stress on an economy. And every
one of those factors is still there; they are still dragging on the
economy and they’ve all been at work for a long time except that last
one, which may be just coming into its own.

So, where are we? What has in fact been happening? Well, in
the last nine quarters the first three of them were negative on GDP

and the last six have been positive. Two of the last three quarters
were t2.9 percent and we have what now may be 3 percent or more GDP
growth in the most recent quarter. We’re probably going to have 2.3

percent or more growth in GDP for the year, and that’'s not too shabby.
We are now on new high ground; we’re not in a recovery anymore, we’'re
nearing an expansion as of the numbers of the third quarter. Our
financial structure as a nation is strengthening in both the financial
and the nonfinancial sectors as a result of the hesitancy in the
banking industry and the de-leveraging. I think one would have to say
that our competitiveness and our productivity are going up largely
through this restructuring process. The banking system has certainly
been battered but it’'s in place and hopefully wiser; it’s certainly
more fully regulated, heaven knows! And it is earning record profits
right now. Inflation is coming down and it’'s into the range where
we’re beginning to talk about having achieved price level stability.
On balance most of us here around the table this morning consider the
latest news to be upbeat. I'm sure the economy could still seize up;
I don't want to suggest that there’'s no reason for concern. But the
longer we have the kind of results we’'re seeing, the less likely that
ig and the more it seems that we are indeed in a refreshing [stage of]
rebuilding that I think displays an amazing underlying strength in
this economy and one we can depend on as we look into the future.

CHAIRMAN GREENSPAN. Governor LaWare.

MR. LAWARE. Mr. Chairman, it seems to me increasingly
evident that the economy continues to be moving in a positive
direction, albeit at a very moderate pace, which looks to be
consistent with further progress toward price stability. My
impression is that the election has probably had a favorable effect on
consumer confidence due in part to the intense media attention to
expected stimulative actions on the part of the new Administration and
an almost magical disappearance of the media’s former obsession with
unemployment and layoff announcements. Nonetheless, corporate
restructuring, and particularly debt reduction and administrative
staff reductions, will continue. I believe that spells out the [basis
for] longer-range improvement in U.S. competitiveness. Many of the
indicators are on a more favorable trend line. Corporate profits,
while spotty. are generally better. The banking system is in better
shape as measured both by its balance sheet values and by banking
profits, which are probably at the best levels in more than two



11/17/92 -21-

decades. Having said that, we certainly have not yet seen the full
impact of the slowdown in California reflected in the banks that have
a heavy stake there. The general tone of the financial markets I
believe is resgilient, and those markets have weathered a lot of the
things that Mike Kelley was just talking about. To be sure, higher
dollar exchange rates and softer economies among our major trading
partners don’'t indicate a major boom for the export sector. It seems
to me that the Greenbook forecast is on the money, if that’'s not an
improper usage [of that expression]--

VICE CHAIRMAN CORRIGAN. Hardly a venial sin! [Laughter]

MR. LAWARE. --and consistent with my own analysis and the
anecdotal input that I’'ve been hearing. However, consistent with the
suggestion of Don Kohn's recent memo, I will not further telegraph my
[policy] views!

CHAIRMAN GREENSPAN. Governor Angell.

MR. ANGELL. We have had a rather sustained six quarters of
doom and gloom and yet the economy has continued to move along at an
average rate of 2-1/4 percent over that six quarters. In spite of all
the talk about forward and back and double dip or triple dip, we
really have not had as much variability in real GDP as normally
occurs. So, the economy in some sense is doing pretty well given
these conditions. As for the downside risk, I share the view that
Jerry Corrigan has mentioned. It does seem to me that the pace of
developments--not only monetary policy but other policies and outcomes
--in the United States is somewhat out of step compared to
developments in Europe and Japan. While commodity prices seem to be
very subdued in dollar terms--in fact to some extent one might say
they are still on a very slight downward trend, with a decline of
maybe 1-1/2 percent at an annual rate over the last four years--
nevertheless, wholesale prices in the United States are not responding
nearly as well as one would expect under those conditions. That is,
the rate of change in our finished goods wholesale prices year-over-
year has been stuck in the 1-1/2 to 1-3/4 percent range for some time.
In contrast, even though they have much higher wage and price
inflexibility, the year-over-year rate of change in wholesale prices
in Germany is -1.6 percent and in Japan -1.3 percent. And the
Bundesbank is very upset about a 3-1/2 percent inflation rate as
measured by their year-over-year CPI. Yet, somehow or other, we are
at 3.2 percent and maybe that’'s [viewed as] okay.

I'm wondering with this GATT round--and we all seem to
dispute where it [stands]--how much danger we're in with regard to a
continuing rollback of trade openness. With this kind of slow growth
that the world is experiencing--and I think that's reflected in
commodity prices--I'm wondering whether or not we really are on a much
more dismal path toward protectionism than we may believe. I’'m
wondering if Europe and Japan may be closer to zero in their real
growth. I’'m wondering what that means for world capital markets if
the United States is able to achieve 3 or 3-1/2 or possibly 4 percent
real GDP growth. It seems to me rather unlikely that we could get up
to that level of GDP growth with [the economies of] Europe and Japan
as slow as they are. But I think there is considerable risk that the
capital markets, and indeed politicians here, may not be willing to
accept a rising trade deficit for the United States. If under those
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circumstances we have a restrained U.S. trade position, and if the
GATT round does not get done in the next two or three weeks, we could
be in a very, very difficult [situation]. I also wonder about world
competitiveness under conditions in which many countries continue to
have an industrial policy. And there are those in the United States
who I think are somewhat more inclined in that direction. What
happens to capital markets and what happens to profit margins when we
have these kinds of competitive conditions worldwide? Do we find
other industries falling [to] the same world profitability level that
we’ve seen at times in steel and coal and ore? Are our airline
profitability rates in significant danger of being repeated [in]
automobiles? How long can we go on with Boeing and McConnell Douglas
and other aircraft manufacturers being in somewhat of an up stage
while we’'re watching these airlines and the major leasing firms have
their difficulties? So, I'm not worried as much about a double dip or
triple dip as I am about an expansion in the United States that is in
some sense unsustainable given world conditions. It seems to me we
might have to ask questions about a true recovery, a true expansion,
but one that is not sustainable in a world undergoing severe trade
restraint. So, I continue to find things to worry about.

CHAIRMAN GREENSPAN. Governor Phillips.

MS. PHILLIPS. Well, perhaps echoing a lot of the comments
that have been made around the table, I think we're certainly entering
what I call a crucial time to assess a potential shift in direction.
We've all been very cheered by some of the recent positive, although
tentative, reports. I think many of these positive reports are due to
the accommodative monetary stance that we have been in over the last
several years. Some of that is beginning to pay off, certainly in the
GDP; and we’'re starting to see life in M2 and even some loan activity,
although some of that is anecdotal at this point. Consumer confidence
appears to have turned around and certainly the inflationary situation
at least [in terms of] current inflation is much improved, although,
as David notes, this dichotomy between inflation expectations and
current inflation continues to be troubling.

In spite of this generally improved atmosphere in tone,
there’'s still considerable room for caution. I continue to be
troubled by the labor market situation. Although we’'ve seen some
improvement in the unemployment rate, we are still seeing declines in

aggregate employment. We are still seeing major restructuring in a
number of industries, with permanent job losses which are being
reflected to some extent in real disposable personal income. Although

we've seen improvement recently in industrial production, it has not
improved in the aggregate over the last few months. While the banking
situation has improved--maybe somewhere between "somewhat" and
"considerably"--there is still some fragility to the banking
situation, and we are going to have to watch that very carefully.
It's not clear when this restructuring process that we’'ve all talked
about is going to wind down. There is still considerable room for
restructuring in the defense industry and in some of the major, Blue
Chip companies. We mentioned GM around the table today but other
major corporations are going through restructuring, and that probably
is going to continue to hit the headlines.

The export situation is also a source of potential concern.
Japan and Germany have been mentioned and the German question could
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probably be broadened to more of Europe. While our export situation
may not have been saved, it has not been as bad as it otherwi