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) Lot v ) , . -
THE PROSPECTS FOR UNEMPLOYMENT AND
’ INFLATION

. N )
" WEDNESDAY, JUNE 1, 1983

-y HouseE oF REPRESENTATIVES,
COMMITTEE ON BANKING, FINANCE AND URBAN AFFAIRS,
: ' SUBCOMMITTEE ON DOMESTIC MONETARY PoLicy,
) : : . Washington, D.C.
~ The siubcommittee met, pursuant to call, at ” p.m., in room 2128,
Rayburn Hoéuse Office -Building, Hon. Wa' - _.. Fauntroy (chair-
man of the subcommittee) presiding. i )

Present: Representatives Fauntfoy, Bar-a. .., Cooper, and Hiler. ..
Chairman FaunTroy. The subcommittee will come to.order, :
~ Our hearing today deals with an issue with which we should all
~ be deeply and constantly concérned: Unemployment and the pros-
pects for employment. In April, more than'11.3 million Americans
were without jobs, 1.9 million workers were working part time in-
stead of full time, and 1.8 million people had dropped out of the job
market. The May figures that will come out next. Friday will prob-
ably show little improvement. o ) :
Tragic as these figures are, they actually understate the serious

levels of unemploymeni afflicting certain areas and groups of our
Nation. In States like Michigan, Illinois, and Indiana—the industri-
al midwest—the unemploymbnt rate has been as high as 17 per-
cent. The unemployment situation is even worse in the black com-
munity where the unempléyment rate is 18.5 percent. While there
has been some improvement in the economy, many -economists are-
. projecting that unemployment will remain high even after this re-
covery has been deemed a success, establishing a new, higher base-
line of joblessness in this country. e
One cannot exaggerate the social and personal costs of this, situa-
tion;, the loss of valuable job experiences, especially for: young
people who cannot find jobs; the loss of gelf-respect and hope

among ﬁ}gg: workers; the strains on families; the deteriorations in
physical“and merital health, and even the suicides and deaths. We

. cannot afford policies that prolong unemployment. We need poli-
cies to bring about a sustained recoyery and millions of new jobs.’
~Monetary policy will be’critical to the strength and duration of
the recovery. By itself, it cannot bring about a sustained recovery,
especially when this administration’s fiscal and social policies are
so fundamentally unbalanced and misdirected. Monetary policy
should also be concerned with inflation. Nonetheless, a monetary

. policy which is too timid or too fearful of-future inflation will
* hobble of even prevent a recovery. I expect.our witnesses today to-

’ (1)
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.. "and whiat actions™.
aken by the .administration and Con-
et Jloyment and assure a. suc;cessful eco-

: sses can give us a better understandlng
re our’ industrial heartland, the changing

ce :credit requirements of reviving compa-

S grnpame& will return - to th\eir\ previous

in the aftermath of this economic. cycle.:
jons, we have with us today the Honor-
ce Chairman. of the Federal Reserve Board,.

las Keehn, president of the Federal Reserve

Martin will address the prospects’ for unem-

: ;tmnal level, and Mr. Keehn will tesglfy on the-

v . rditions and prospects in the Chicago

includes. all or part of Illinois, Indiana, Iowa,
¥ Martin and Mr. Keehn are

€. = Federal Dper?Mark:et Committee, and will also dis-
TR L *gderal Reserve dan du and is doing to reduce unem-

Both Mr.

o [‘ saivian Fauntroy’s opening statement and the subcommittee's

news relegse dated May 25, 1983, regarding Federal Reserve offi-

c1als testifying on unemplayment snd inflation prdspects, follow:]
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“ - © OPENING" STATEMENT OF' THE HDNDRAELE WALTER E. FAUNTROY e L
v 1 £ CHAIRMAN, SUBCOMMLTTEE ON DOMESTIC MONETARY POLICY o
i COMMITTEE ON.BANKING, FINANCE AND URBAN :AFFAIRS .

_at Hearlngs en  ..° .

. THE'PR DSFECTS FQR UNEHFLQTHENT AND INFLATION

ednesday, Juns 1, 1983 -= 2300 P.M. - T
rn Houze fo]EE Eu]ldlng, washlng*an. D. C. v

Qur hearing today daals with an lssus vlfh whlﬁh we shauld ail- he deaply
End san;*anfly concarnad: unempioyment aad the prospects for employment. In
A i1, more than 11.3 milllan Americans wars without jJobs, 1.9 miliien workers
wgre unrktng ‘part=time Instead of: «full-time, and 1.8 mllflgn,peaple had .

: drappgd + of the Jab market. Tha Msy figures *ha* will céms sut nexf Friday
cwitl prﬁbably show little improvement. ; . B

e

- Tragic as thase figures ara, they acfually undarf*a*e fhéiserlaus lavals
of unemplgyman* affligting certaln areas and groups of our nation. In zfafa;v
[ike Michigan, IIIJnaIs.*anﬂ {adlana -= Fhe industrial midwast -- 3
unemp loyment rate has bean as high as I?i The unemployment situstion {5 évan
worss In the black community, whare tha’ unEmPlDymEﬁf rata Is 18.5%. Whila
thers has bean some [mprovement In the economy, many - sconoml sts are projecting
that unemployment will remaln high even after this racavery has beaf deamed &
sUccass, es fahllghlng a new highér baseline of Joblessness In this §ﬁun*ryi

Ona §anné* axagg erate ths soclal and personal costs of this sl*ua*lans
‘t+he loss of valusble Job experiencas, especially for -young people who cannot .-
.find jobks-the loss of self-respact and hops among oldar workers; the strains
on famlllaﬁe tha ds*grlnraflans in physieal and mental heatth; and even the
suleldas and daaths: We cannot afford pollcies that proleng uﬁamplaymsn*. wa
naad pnllﬁléE h{-] hring sbout & sustsined fecovery and milllons of new johs.

Mgnafary poalicy will be critfeal to the strength and duration of the
racovery. By itself, It :anngjfﬁring about a sustained recovery, aspacially
when -this Administration's #fScal and soclal policles are so funﬂamenf;lly
unbalancéd and misdirected. Monetsry pollcy should also be conce
inflation.~ Nonsthaless/ s monetary pEIIEy jeh -is-too timld or faa fearful
af future inflstion wiJl hobble or even prevent a recovery. | expect our =
witnesses today to tell us the role the Federal Resarve will pla), and what
actions they bellave/ must al'so be taken by the Administrstion and Congress, to
bring down_unemp (o 'en* snd assura a 5u§:§=5fu' economic recovery.

hat our ulfnes:as ean givg us a better unders Eﬁéiﬂg of. the
changing naturs pf our industrisl heartland, The changing needs of our
workforce, the ckedlt requirements of a reviving companies, snd whather these
companies will ref En%1r<+hajr previous high devels of employment In thae
aftermsth of this econcmie eycle.

| slss hope

. To taestify on these questions, we have with us *adgy +ha HﬁnﬁFahlE B
Preston Martin, Vice Chairman of the Federal Reserve Boar and the Honorsbis
Skfas Rmehn, President of the Federal Reserve Bank of Chlesgo. Mr.Martin

will mddress the prospects for unemployment on the_na nxl eval, and Mr.

Keeshn wiii. testify on the, unemployment ditions and prospects In the Chic

dara! Reserve Distritt. which Inciudes all or part of Illingis, Indiana,
Michigan, and Wisconsin. Both Mr. Martin and Mr. Keehn sre membars of -

‘ ‘hm

Thg Fa'gral Opsn Msrket Committes, and will also discuss what the Fadaral
{ ve ¢an do and Is dolng to reduce unemplaymen* Gentlamen, walcoma. oo
o 3 = ;9\ .
¥ - =
gl B i &= . .
= .‘\
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WEDNESDAY, MAY 25 g - contactt Howard Lasa:
FOR IMMEDIATE RELEASE Andrew Bartaels
N ¥ 202-226-7315
. * .
T FED OFFICIALS TO TESTIFY,ON UNEMPLOYMENT FROSPECTS:
R * FAUNTROY SUBCOMMITTEE TO HOLD HEARINGS ON UNEMPLOYMENT AND INFLATION =
= 7 - .
" (WASHINGTON, U.C.) Congressman Walfer E. Fauntroy (0.-D Chalrman of the
. - o %
+ - Bubcommittea /«Folicy of ,The House Banking Committea, foday '
“aphounced Fearings on unemploymant and inflatien prospects, with Fedarsl 1
Rezarve Board Viee Chairman Fraeston Martin and Chicago Fedaral Reserve fank
Prasidant 5i lss‘ﬁéehn gs witnassas, Thask ovar sight hear ings wi
N what the Faderal Rezerve expacts uﬁﬁmﬁiasmgn?{' .
E . Ll
manths “ahead, and what it s daing and should do fo bring about a strong.
LU _, 1 % s .
racavery and lawer unemp laymant. The hearings wiil be hald at 2:
Wadnesday, Ju & 1, !1933. ‘In Room 2232 of the Rayburn Housa Offica Bui lding In &
Wash .
y “Marigtary pol icy canthave a powsrfil and st
unemplaymant 8nd jobs," Mr. Fauntroy said. .
Resaerve Iz at lesst as confcious of and concerned about the
= consaquancas of what it doas asz it is with tha
mare than 11 mellion Americans out of work, we cannat afford s monstar
that doaz Aot gl'\?é 'hign priority te raducing unemploymant. -
- provids ugs with tha ;Qpaffgﬁl}‘y to find aut from Preston Marfin, Vice Chairman
: . T
7 .
<
* L = ® LI s oae, =

O

ERIC

Aruitoxt provided by Eic:



‘

‘Chairman FAUNTROY.- Gentlemen, ,welcome. We are extremely "
pleased to have you at this most propitious moment in our coun-:
try’s effort to recover economicglly. I am going to yield at this time
to my distinguished colleague, Mr. Hiler, for a brief comment.

. Mr. HiLggR. I thank the chairman for yielding and wish to ap- .
plaud him for holding these hearings. In fact, the entirt series of
hearings we have had this year concerning the relationship of mon-

etary policy to the economic well-being of our country. _

, ' This particular hearing today on unemployment, I think, is most
appropriate betause, after all, real economic growth and lower un-
employment are two goals that we.all share, even if we may differ
on the best way to get there. , _ e

In that regard, I would like to‘submit for the record, Mr. Chaiz-

man, if I might, an article that appeared in the Wall Street Jour-
nal, Monday, May 9, 1983, by Herbert Stein.

Chairman-FAUNTROY. Without objection, so ordered. , '

* [The article referred to follows:] )

. : £

<] . :
e .
= B 5 ] .
: o' ' .
= i -
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Mr." HiLer. | thank the éhaii’man; I look }% N

HiL rward to this hgagigg@

also of our colleague, Mr. Barnard. s : C
Mr. Martin, we are very pleased to have. you. You maf}s;rceed@
W¢ have-your statement in hand. , -

STATEMENT OF HON. PRESTON MARTIN, VICE CHAIRMAN,

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
+ Mr, MagTIN. Thank you, Mr. Chairman. "~

I would ask the indulgence of the committee to enter into the
record the complete statement which was submitted to the commit-
tee at the appropriate time in order to optimize the committee’s
time. . ° [ .. L :

I will read only portions of my statement-and attempt to aid and
abet that as I go, being aware of the busy schedule of the chairman

—Chairmgn- FAUNTROY. 1 thank you. I acknowledge t};;e*’presenc’e*’
N %

" ‘and the members.

Chairman Fauntrovy. Withou objection, your statement will be
entered in its-entirety in the rec }fé v :
. Mr. MARTIR. Thank you, Mr. Clairman. | -

The Federal Reserve is pleased to be called upon to discuss with
the committee the present high rate of unemployment. -

As the chairman has indicated, and as Congressman Hiler has
reiterated in the introduction, today’s unemployment situation is -

~ worthy of consideration. ~ -

The measures which could be and are being employed to bring
down the level of uhemployment répigént a very appropriate ob--
jective for consideration at this time.

The chairman has cited the.junderemployment which exists in
our economy—the geographic £stributiﬂﬁ of unemployment and
underemployment. He has indicated that among the minority labor
forces the incidence has been particularly severe.

And we at the Federal Reserve cerfainly share with the commit-
tee the concern witl’ regard to the social costs of this persisting
high unemployment. Certainly the price in that sense, the social

1 ?‘éﬂual unemployed and their families. has
been quite high. And, W€ are aware that monetary policy has a role
to play in the overall set of policies dealing with this problem.

We cannot gloss over the extensive strains-in the society which
the level of unemployment and underemployment has brought

sense, paid-by the inc '

In my view, the Federal Reserve can contribute to alleviating the
overall situation on a macroeconomic basis, but there are issues
that it cannot address in the establishment of an environment for
sustained improvement in economic activity and employment.

At the present time the committee, is acutely aware that our
economy is emerging from a most trying and difficult period. We
seem to overwork j;the concept of transition, but we certainly- con-
tinue to go fhrough one. : )

Throughout the seventies, we wére afflicted by the twin evils of
decreasing pzfggluctigé:y and increasingly“virulent'inflation, and by
the end of the decHde they were threatening to undermine our
economy in some very fundamental ways.
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The underlylng mﬂ'ltlcm raté had accelerﬁted to the double- dlglt

level, stayed there fcr many- quarters, and seenjet: likely to. be.,

higher.,
Speculative behavmr of various kinds was spreadmg into the
decisionmaking processes of consumers, of savers, of inmvestors, of

" business firms, and even in the ‘deliberations of thls body.

- The dnllsr had weakened considerably in Yoreign exchange mar-
kets, and, inflation was beginding to be viewed as a permanent
factor-in })ur economy. Inflationary Expectatmns wére exerting an

_J.mcreasmgly strong hold-on our bghavior.

The worsening of inflation in this sense argd the a,pphcatmﬁ of
restrictive ,policies necessary to bring mﬂatmn under tontrol nlti-
mately culminated in a -prolonged period of economic stagnation

and, because inflation had become so 'deeply embedded in our econ-
. omy, prlgzes kept rising even in 1‘380 Snd 1‘381 when ﬂ’xg economy

was fallihg into recession.
In 1982, however, the appllcatmg of pcshcles to cambat mﬂstmn

*began to bear .substantlal fruit. The committet is.aware of the.fa- -~

vorable trends in all the major price indices since 1981, and thl@ |

" won't take your time to review those.

It is true that some of our progress against inflation is special,
pertaining t6 agriculture or to energy markets. However, as you
are aware, there have been indicationsg of more fundamental gains
as the wage-price interactions that had helped perpetuate inflation
throughout the 1970's for some time have been losing their momen-
tum:

A slower rate of increase in labor cost is relieving pressures on
prices and should have a pDEltIVE effect on the demand for labor. A

- slowing of prices is dampening, in a circular way,imﬂatlnnary ex-

pectations and rgllevmg workers’ fears of falling behind in an infla-
tionary spiral.

Curbing the momentum of inflation is now beginning to have a
salutary effect on real.activity that had long been anticipated. The
halving of inflation rates during 1982, together with a number of
other factors, contributed to substantial declines in interest rates
over- the second half of last year. As a result, activity began to im-
prove last summer in hnusmg Gains in consumer spending gained
momentum last fall and in recent months, as you know, a broad
number of other economic indicators have been-«pmntmg toward a
further strengthening of our economy. It is noteworthy that barom-
eters of consumer attittides and of business sentiment have strong-
ly improved, and increases in production and the work week and in
sales are now apparent in a wide range of industries.

The price and Emplgyment developments since the beginning of
the year have been broadly in line with thee economic expectations
that we ;Epﬂrted to you frurn tha rﬂember’s of the Federal C)pen

F‘ebruary mnnetqrv pnlu;y repurt The general thrust of those pro-
Jections you may recall was that activity and employment were ax-
pected to expand &t a moderate rate thi% year; and that the pace of
recoV®ry would be «consistent with further progress toward prlce
stability. With the - ry apparently gaining momentum in

recent months, bélrlevé thet’e is an excellent chance that this
. F

-

1z :
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year’s.economic performance will be at least as.good .ds we-project- ..
ed in'mid:February;-- ~ - - = .- . TR e T
The committee knows that at the same time a number of poten-
tial obstacles to sustaining this econdmic growth were-gpparent in -
February and are apparént today. Despite the favorable econpmic =
‘developmints of the. past few months, those obstacles still: confront. -
.us. Foremost among these is thie prospect that Federal’budget defi- "
cits will persist at very-substantial levels 1 the years ahead, even
as the economy moves well into its expansionary stage. The Feder- -
al deficit in, the current fiscal year, as you ‘know, is expected to. .
excecg 6 pelcent of GNP and, unless constructive’dction is taken,
thig#hare will remain extremely large in the years ahead. .~ .. -~
~Th part, begause of these prospective mega-deficits, intermediate /
and long-term interest rates remain high, both as to the ‘histori
_cal levels and relatfye to current inflation rates. . TR
" And financial markets remain unsettled reflecting concerns th
the deficits will - keep ‘préssures on' interest rates .and -ev
lead to a renewed surge of price inflation. . v
- ‘To be siire, the task of controlling inflation and resto
should not be viewed as.a responsibi ity n Y |
Fiscal- policy - too- must do: its part”and {
committee, the Congress and the admir istrat a1 -gens :
to the dangers of the looming budget deficits. At the same time the
events of reeent weeks illustrate the great difficulties of. reaching .-~
and maintaining a consensus. on’ how- best. to reduce -the deficits
While mindful of these difficulties, I would respectfully urge you to
continue seeking positive solutions that mitigate the dangerd asso-
ciated with persistent huge structural deficits. . - = R
 Of course, there are other obstacles to continued econemic recov-- .
ery. The current difficulties in the world economy, a.world harket- -
into which- we have become increasingly ‘integrated in.the past
decade, is notable. Poor economic conc ions in foreign nations as.
well as.a strong dollar haye limited “U.S. -exports in the past 2
years. I would wish to cite a recently released report ‘“Domestic .
Employment Generated by U.S. Exports”’ prepared by the Office of =
Trade and Investment Analysis, U.S. Department of Commerce, -
‘which indiogtes that_tje number of Americans in export-related
jobs declined Trommr 6.2 Rillion in 1980 to 4.9 million in 1982. o
" What .matters most-though is not the pace of the recovery in’
‘these, its first'few .months, but ‘whetheér we can achieve a broad-"
d and sustained expansion. It is to. that end that eur-current
ust be directed.- - e T e AT e

ry and fiscal pc‘}ligies.muét iiecessafﬂyz share responsibility

for thedong run state of the economy, but at the same. time we
_should. be fully aware of the particular ways in which monetary .
_policy can influence the.economy and of the ways in which mone-"*
--tary policy’s inflience is limmited. = ... - - . .~ . _ L :
" Economic analysis shows- rather. convincingly, I’ believe, that .
_monetary policy can be a contributing-factor in the rate of-growth
“jn nominal income, but there is no certainty that a particular mon-
‘etary policy will have the. intended effect on real economic activity ~
and employment, particularly in the longrun. -~ - - oo
One of the lessons learned in the past decade. is that there is no
‘reliable tradeoff, between inflation rand unemployment and, be-

-
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[ cause'the dangers’of inflation were neglected far too long, the proc-
ess of mﬁrm:gi back toward a more stable price environment has
- become quite lengthy and very costly.” . . . .- R
- We would all agree, I think, that what we want ultimately for -
- aur citizens is’ an .environment of rising real incomes and expand-
. ing job opportunities, . - - T o L
I am convinced that the best way the Federal Reserve can help
_ achieve that end is by working to establish the kind of noninfla-
. tionary economic expansion that can be sustained for a long period.
. Given an etonomy in which therk is confidence of continued price
stability, a steady rise-in employment and in living standards is
~likely to follow.. . =~~~ - e L
. There remain, Mr.. Chairman, the difficult questions of -the
extent to which the present recovery might reduce unemployment
-and, conversely, to the extent to which “structural,” as well as’
- “frictional,” unemployment would still persist even when the econ-
womy has returned to its long-run non-inflationary growth path.
The concept-of structural unempl yipent is obviously a useful -

1e in this regard. . 5 C ) : .
Structural unemployment has long been a problem, as the com- .
- Mittee irman ‘hasindicated, for cer¥kin groups who often lack .
“the tr: ¢ needed in a ;

Tthe 't g rapidly changing labor force. But, struc-
“ural unemployment also arises as patterns of labor demand shift
in. response to changing population patterns, technological ad-
vahces, ‘and increased competitiveness in international markets. - -
radually with ‘dimin-

stries being offset by

Typically ‘these structural -changes occur
ished employment in some regions and i
‘expansion of job opportunities in other areds. - , ..
_Occasionally, though, it is speeded up, as it appears to in recent
quarters. Because it takes time for dislocated workers to obtain ~
new training, as Congressman Hiler indicated, and ;to revise wage
-expectaticgfis, the spells of unemployment for these workers tend to
be particutarly long. - o i :
Unfortunately, monetary and fiscal policies are -ill-equipped to
deal with the special problems of structural unemployment. How-
.ever, over time a number of programs have evolved to address the
difficulties of the structurally unemployed. = = - T
_ The approaches taken are well known. They have included train-
.ing, educational programs, relocation assistance, income mainte- 7
8p Jpb creating policies. - T o
Ve are still lesining whether some of these approaches, when
‘carefully crafted to encompass the -cooperative actions of business,
‘labor, goverriment, including State and local government, can con-s -
tribute to a real easing of the unemployment problems that con-
. A particular challenge for the period ahead will be to adapt "
these several approaches so as to best aid those workers displaced -
by the rapid changes now occurring ih our industrial and services "
gectors. : : :
'; In corjclusion, Mr. Chairman; monetary policy best serves-by con- - .
tinuing %o be focused on fostering a lasting expansion in business
activity wthin the framework of continued progress against infla-
tion.- . - = . o -




- . P 11

At the same time, we recognizs fully.our respgﬁsibili%:ies in pro-
moting safety and soundness i;%am;iﬁl institutions and in the fi-
nancial markets, and in supporting 'a strengthening of the interna-- .
taiona_ldﬁnangial _system .on which so much of our expoft jobs .
depend. - o S : L ) SR
.. This Nation has experienced this most difficult adjustment proc--.
ess of restructuring for a more productive, less inflationary econo-
- ‘my, after a decade of low productivity and destructive inflationary
" pressures. The human and economic costs of this disinflationary
" process have been high. We cannot step back now from our com-
‘mitments and thus jeopardize the gains we have garnered to date.
Phe health and sustainability of the economic recovery depends, of
course, on monetary policy, but also on fiscal policy, in particular
on whether policymakers can reduce the dangers of -massive out-
year budget deficits. T '
With a responsible fiscal policy to complement the monetary.
* policies now in place, I am confident that the recovery can prove a
durable one associated with rising living standards and increased
employment. . . = . ’ S e :
- Thank you, Mr. Chairman. Co
* Chairman FaunTtroy. Thank you, Mr. Martin. -~ =~ .7~
- [The p’rgared statement of Mr. Martin follows:] - ‘é ’
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 and for whiech special' programs

to attain a better mafch between warké:s'éﬁé'j@bs might prove -
Ceffective, - 7 R o e s

Structural unemployment has iang'béénAagpgablam améng
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mWarkets.- Typically, these structur

with' diminished employment in’

£ unémplayménﬁ'
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“today’s -unemployment problem=-probably a sizabié portion-=can

best be alleviated through macroeconamic pa;;:;es de igned to
Y

eneautagé a Eusgainab;é fEEDVEEY in activity,

prgglgms thaﬁ now app ar structural may disappear as activity

- recovers.. Neve:theless. it appears that .a significant unem-

piﬁfmént problem is llkely to persist even in a steadily exéén§=

ing economy. In the late 1970s, fér instance, the unemplayment

rate dipped only slightly below the 6 percent ‘mark, even aftéﬁﬂh’”

Four years of economic expansion, and at présent, it does not
: : N o N -

seem likely that'the rate will drop back to that level any b
time soon. Indséﬂ, ‘the dlfflaultlé of. re du:;ﬁg unemployment
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Ehese app:aaches. when . carefully Efaf

cDéQéfaEiVé actions of bﬁsiﬁess, labor, and gavernmént— can

Eantfibute to an eaz;ng DE ﬁhé unemplayment prgblems that
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be to adapt these apprgash sé as to best aid Ehasé W Ekéfsj

(ﬂisplaééd'by hé rapid :hangés now
. .

At the same time we. recognize

pfagfe s

JAn p:amcﬁi g f ty and soundness
t

on mgﬁetary pé,;gy, but also on fiscal ééligy, in pa articular

on whéthéf paiicymakers can reduee the dangers of massive

‘out-year budget deficits, With a respons
:gmglémEﬁt the monetary policies now in place, I am confident
that the recovery ean pfé?é a durable one, ass ac;ated with

rising 1iving75tanﬂafd$ranﬂ-in:féased employment.
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ment, after which we will have questions. -

STATEMENT OF HON. SILAS KEEHN, PRESIDENT, FEDERAL . -

o RESERVE BANK OF CHICAGO .~
Mr. Kegun. Thank you, Mr, Chairman. '

. A copy of the full text of my statement

-committee. - R -

‘prefer, I would be. pleased to provide'a briefer summary of my: ..

- gtatement.
Your statement in its entirety will be included‘in the record.
.. ‘Mr. Kegnn. Thank you very much. S

- 1 appreciate the opportunity to appear before "t:hfe’ gubcgrﬁiﬁittéefe

today to discuss the prospects for unemployment. I hope that my

Chairman FAUNTROY. TWé will _move’ on tDMl' Kee’;f;"s“ statE- .

has been,deh,yered to the - 7

In the interests of saving your time and, if the committee would . -

Chairman iFAUHfRQ‘EL i yéuf would do go, it would be:app;jééiated. -

‘comments will be useful to this subcommitiee in its important.de-

liberations.

" The Foderal Reserve Bank of Chicago serves the Seventh Federal
Reserve District, comprising all of Iowa, and major portions of Illi- -

nois, Indiana, Michigan, and Wisconsin. . Lo .
- My-testimony today will concentrate on this five-State area.

The district -has encountered serious economic difficulties for the ’

past 4 years, commencing roughly with the Iranian oil embargo of
1979. Trouble had ‘been building under- the surface for .a much °

: longer period, but prior to 1979 our region was still generally pros:
perous. Previous business recessions sirice World War II-impacte
‘the region seriously, but activity always rebounded to new highs in

pacted -

a year or so once a recovery was firmly underway. Since 1979 there

have been no sustained recoveries. Howtver, evidence even in our
area is steadily accumulating that a durable recovery is now.under-
way. .- ’ o
‘.. Trends in unemployment provide our best available indication of

the state of economic

- month for which consistent data are available for all of our States,

health in our district. In March, the latest -

nonfarm  payroll employment nationally was .2 percent below

March 1982, while in the district it was down 3 percent. -
Manufacturing employment was down 6 percent from a year ear-

lier nationally

ly and down:8 percent in the district. Despite some .
-callbacks in the auto and building material industries, total em- -

ployment has risen only modestly in the district since March and - :

) iéimplayérs offer. little: hope of a significant upturn in the near
" future. . LA . R
" The trend of employment is particularly disturbing when vieged
over a longer tirhe span. In March nonfarm payroll employment 1n
the United States was 1 percent below March 1979. In the district
- it was down-10 percent. - - - - - # a

From 1947 through:1979 payroll employmeént increased national:

" ly at a compotinded rate of 2.3 percent, annually. If this trend had

continued, payroll employment, nationally, would be about 9 per-
cent higher currently than in early 1979 rather than 1 percent

~lower. From 1947 through 1979 employment in the district - in---

_creased at a 1.7-percent annual rate. If this trend had continued,

-
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"~ Detroit. . : S :
- ‘Unemployment is particularly high for teenagers compared to .

“with the heaviest lays
.. manufacturing and-

than 10°percent lower.. ST " IR
‘Very simply, we have had a negativé gap in emlfc;yment in the

has been increasing. -

- In March unemployment Was éstimated at *1_01;3' percent’ pf the .
-labor force nationally and 12.5 percent in the five-State area with a

range of from 9.8 percent in Iowa to 15.7 percent in Michigan. All .

of the data for the individual states for the month of April are not

declined to 14.9 percent. In early 1979 unemployment was less seri-

._ous.in the district than was the case nationally. Since then the
" problemn has become relatively miore serious in our-area and sub-

. stantially so.. o L e

"~ Unemployment problems vary-by locality. In thé past year or-

- two jobless rates have been estimated at .15 to over 20 percent for:

industrial centers such as Rockford, Ill.; Gary, Ind.; Dubuque, Iowa; .

Flint, Mich.; and Racine, Wis. Unemployment ‘is chronically high

among the minority groups in large cities, especially Chicago and

adults and for blacks relative to whites. -

employment in the district would be 7 percent higher now rather -

lidwest, and -with the ‘passage of time the.magnitude of the gap ..

“yet-available, but in Michigan the unemployment rate in April had --

One pattern of unemployment, however, has shifted in the past 2 - :

_years, both nationally as well as regionally. Historically jobless
--rates were lower for men than women. Currently jobless rates are
- higher for men. The main- reason is that unemployment has been
_.heaviest and most prolonged in durable goods manufacturing and .
~ in construction, se v -
The, current recessjon has repeated the course of earlier declines
fs-in ‘the most cyelical industries, hard goods .

ors where female workers are relatively few.

The main difference this time is

nant nstructi
the long duration of the proble

that cyclically depressed industries will never fully recover, at. least

not in the form in which they existed prior to 1979. Many factories *

in our'area have been closed and demolished. -

_-Population in the district has been growing somewhat less fagifd-‘ -
“ly than in the Nation for quite some while. However, in e 1970°s

this disparity increased: In the period from 1970 to 1950, growth

for the five States. From-1980 to 1982, U.S. population rose 2.2 per-
cent while the five-State area declined by 0.3 percent. Indiana,

1 coupled with increasing concern. -

"~was 11.4 percent for the United States as a whole and 4.2 percent

Iowa, ‘and Michigan all lost population in the period between 1980

and 1982. The reduction or reversal of population growth reflects

- in large part:the Thigration of jobseekers to the south’ and to.the

. west. Fewer people mean less need for all consumer goods and serv-

ices including housing. Fewer workers are required to supply these

* needs.when the population grows-at a slower pace or declines. e

- . In a large degree, the relative increasé in unemployment in the
Seventh Federal Reserve District reflects the composition of indus-

try and distribution of employment in the region. In 1978 15.7 per-

' .cent of the Nafion’s nonfarm payroll employment was in the five-
.State. area. Somewhat more than its proportion of the Nation’s pop-
‘ulation. That year these States accounted for 19.8 percent of the

Nation’s employment. in ‘manufacturing, and 23.4 percent of ém- -



these’ States accountes
.- in" steel, motor vehic
* tion, metal working, m

. In the past 4 years

and eguipment for agriculture, co
g, rail transportation, and recreation. -

all of the durable goods- industries ‘reduced

’:_ == - 29’:_ Tt =, mmirae e e s

‘iplﬁj"’_ﬂi;ﬁ' in éursblégéadg manufacturmg Wlthin du_rai:nle goﬂds,
od for much larger proportions of employment -
construc-

- employment sharply, especially those that are dominant in our.dis- .

trict. Moreover, i many cases the district’s share of the;Nstibn;s:

employment in these industries declined. .

depressed conditions always affect. durables more geverely, bot
consumer and producer goods. Reduction in demand has been in-
‘tensified by high interest rates and increased the ‘cost of financing

* domin y manufactured in our district. )
.The ‘ene

[ rgg crisis has.had a particularly severe impact on the
district. Hig|

. years has caused farmers to curtail purchases'of equipment pre-

. Among-the causes, as we-view them, are the following: Generall -
long-lived equipment. - In addition, low farming for 3 successive .

fuel costs have deterred outlays on motor vehicles - .

and recreational equipment. Moreover, the district imports most of )

_its fuel from other States arid abroad, and it has a relatively small
involvement in the apparatus associated with energy development.

Procurement of defense equipment has been expanding rapidly

and is expected to rise further..The district’s involvement in de-

fense, although significant in some items, is far below its propor-

-tion for equipment generally.

" The district has also been hurt by the migration of industry to
the Sun Belt, encouraged by lower employment costs and lower -
--fuel. costs.- Some: district-companies. increasingly have concentrated

production in their more southern plants.

" Increased foreign competition aided by the: high value. of the .

" ‘dollar and subsidization of industry by foreign government has had .

"more effect on our district than elsewhere in the Nation,®

pecially; .

in the area of steel, vehicles, and capital goods. Foréign producers -

have much ‘lower- labor costs and American technological leads’ '

have diminished.

" District States produce only a very small praﬁc:nrtion of the fuel

that they consume—oil, natural gas, and coal. Illinois has vast un--

derground supplies- of high sulfur coal, but’ the usage has been

closely restricted by antipollution regulations. As a result, coal
burned by Midwest electric utilities is largely imported from the

Rocky Mountain States. Oil and natural gas come mainly from the

_Southwest and from abroad.

* The price of fuel at the source or "at ocean ‘ports becomes even

higher when transportation costs to the Midwest are added. In ad-
dition, energy producing States levy heavy severance taxes on coal,
oil and gas production. As a result, fuel users in district States help
pay the costs of government in the fuel producing States. .
Wage rates in the district have been above average for the

/Nstian for many years. The gap is widest in Michigan where

‘- - 3232-977 0 =83 - 3
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' hourly earnings for ‘prodiiction’ workers in manufscturing in 1982
‘" averaged nearly one-th¥d higher than for the United States. Wage
" rates In other seventh district States were-10 percent to 18 percent

_higher than the national average. . , T .
. In addition to wages, total worker compensation includes.benefits
"such _as vacation pay, pensions, medical and dental insurance as

well as workmen’s compensation, supplementary unemployment . -
.- benefits, and many other items. These benefit packages tend to be -

1

. compensation in nonunionized industries, such as banking, tend to
- be-influenced by the terms won by unions. Unionization in the dis-
trict hag become increasingly important in State and local govern-
" ment, education, and food retailing. - - . - - o
Productivity growth in district industries—which can offset in-

iberal in durable goods industries as a result of successive im- -

ents obtained-in"union contracts over the years. In heavily .
zed areas such as the Michigan automotive centers, worker

creases in compensation—has been hampered by a number. of fac- .

tors. Some relate to labor probl such -as- absenteeism, strikes,
restrictive work rules on job gnments, overtimie pay and i
* pline. The district also has a disproportionate share of the Nation’
older industrial facilities whi : .

.are located elsewhere. They were planned and constructed at a
_ higher state of the ait. - . - - - Co et

' the Federal Government’s revenues than they receive in Fedeéral
disbursements. This is especially true in the case of national de--

Our five district States contribute a mur;h h;gher prgpirﬁiaii’ of

.fense. The district has about 15 percent of the Nation’s population, . ..

~ and generates 15 percent of its personal income. But these States
receive less than 11 percent of total Federal outlays; and only 5.
percent of outlays for defense. The relatively ldw
the district in Federal outlays stands out dramatically in cempari-
-- son with the other States on a per capita bafis. -k
_ The five States in our area rank at the}very bottom of
States in per capita total Federal spending [and near

terms of defense spending. - o S
~Until the late 1970’s,,increases in- State‘and local gover
employment in the district had tended to offset periodic declines in

h compete with newer plants.that -

U

private employment, riging even in recession years. In the past 2

years, State and local governments throughout the district have
- been grappling with serious financial problems. Revenue shortfalls
have reflected both the recession’s effect on tax revenue d cut-
. backs of Fedéral aid. State and local governments are des

w participation of -

g with™ -

their financial problems by curtailing programs and raising taxes.

While these steps are absolutely necessary to achieve financial sol-
vency, they work to reinforce the problems of the region. - i -
_ In the past 8 years declining farming has coincided with and re-
inforced the contraction in manufacturing#Many smaller commu-
--nities are dependent on sales of equip { t
farmers. There are signs that the sector also is beginning
recover, but any improvement here is likely to be élow. ) ST
The acréage removed from production of major crops this year
- will ‘be nearly a fifth of the area planted in 1982. The largest re-
moval ever under government programs. The decline in acreage

ment; supplies and services to- -

will help return the farm sector to a stronger financial footing. But -

¥
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“in the fiiitérim-i_néixstrieé "fthat furnish’ prgducts's.nd" services t::

~ farms will experience weak sales. Sales of farm equipment will
. ‘rerhain at very depressed levels,-but ma -begin to stréngthen'lapéfi .

in the year. .

A large share of unémbl@yﬁegtin the district is conicentrated in -

‘the distressed inner-city areas of the larger centers: Job opportuni-
“ties of residents are restricted by inadequate education and by

other problems, associated with disadvantaged groups. High crime

" rateé deter businesses from locating in theo;%nercity and ‘may de--

‘termine decisions to. migrate. Insurance ¢
‘the risk of damage to property.

. ‘Employment gfi;vv‘tg in- th r
cities has been dampened by a number of other factors, including
decentralization - of corporate headquarters and automation of fi-

are high, bgcause of

nancial and other services. Organizations which had beern-adding .

- .workers steadily. into the mid-1970’s, such as banks; insurance com-

: gaj,;igs; public-utilities and government bodies have stabilized or re- -
due

ed staff in-the past year or two. Until the mid-1970’s, most .of
‘these employers were hiring a,etiveg year after year. S

.. Regulations controlling industrial emissions have had a dispro-

portionate impactgn the Middle West. Controls can bé incorporat-

in the central business districts of large

ed at lower cost in hewly constructed facilities. Deadlines for ‘meet-

- ing emission standards imposed on older plants may be satisfied
more easily by simply closing the plants. -~ . = . w7
‘Business groups complain of unfavorable business climstes in the

industrial States of the Midwest. Costs of unemployment. insurance -

--and workmen’s. compensation are. relatively high in our area, espe-
cially in Illinois and Michigan. Other complaints involve  high
taxes, State pollution, controls, laws affecting hiring and personnel
practices, and other regulations.

Some . large district companies that were in excellent financial
0 are now operating under very severe stress. .

condition a decadedg y
Their problems ally -are the result of several factors—falling
sales bélow expectations, intense compétilibn, rising cost of labor
and other inputs, and heavy debt incurred at relatively high inter-

est rates. Erosion of morale and-confidence which has been devel- ;

oped over the past several years will not be corrected in the next

year or two. Until financial strength is solidly re-established -and -

" the general economy is clearly in a new growth trend, business
caution will restrain commitments for new capital spending, inven-
tory investment and hiring. .

1 - mai r affecting conditions in the
in the future will be the trend 6f the national economy. A
.and sustained recovery would eventually "bring sharply

rders for districts’ capital goods. However, most of the ad-

e fhctors r;lescg;ibed ‘above . can be corrected only gradually.:

- ‘Many fnanufacturing operations-that were closed .in-recent years.

 substantial error. The main factor a
Midwest
strong

' Projections - of ‘employment and. unei-;ilgﬁytﬁegt are subject tu

will never reopen, and some of the service industries, for example, .

financial futures and thejlike, are growing steadily, but this will -

not rell:;laée -a vigorous manufacturing sector.

In the long run, we believe the Midwest can reg in its economic
health, although not in the same robust form as earlier decades.
Adjustments in business, agriculture, labor, .and government are al-
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. ‘ready underway. The present resources that brought prosperity to

.~ the region are still present, such as excellent transportation, ready
. access to raw materials and markets;, ample fresh water, a well- '

educated ‘work force, and a highly productive agricultural hinter-

- land. A major precondition’ for sustained economic growth and re- -
* duced unemployment in the Nation,

\ 7 , ag;éd especially in our area, is
the maintenance of a noninflationary énvironment. A resurgence
of inflation would recreate the distortions in business and individu-

- al decisionmaking that were associated with ever higher rates of
~ unemployment and successive b i : :

1 , usiness cycles. = Lo -
I emphasize the importance of price stability, because the $eo-
nomic problems of the Midwest are traceable to a very large degree

- to inflation. For many years inflation nurtured an illusion of eco-

-'rable’ goods; our district Has béen.hard hit by the sluggishness g
_new investment. A non i 1
~ long-term fi

- nomic well-being while cutting deeply into the regions’ economic

strength. Inflation .is accompanied by increases in operating costs,’

“costs of carrying inventory, and capital investment. If rising costs -

are not fully reflected in increased selling prices, real profits then

. decline. - . - <

- Lenders, fearful of the erosion of their investments through in-
flation, insist on shorter maturities. Long-term funds become less .
available, dnd borrowers with long-term horizons are less able to -
undertake investments. Cutoff rates of return are raised and corpo-
rations look for investments with shorter paybacks. Purchasers of

"existing ‘assets may appear preferable to financing new plant and

equiprnent. . o= -
With a large proportion of its manufacturing employment in du

nflationary environment will revitalize -
i ial markets,s increase incentives for investment

and greatly improve the employment outlook. The recoveries has
started, but painful adjustments are still underway. We must be
aware of pressures to speed thé up trend by excessive expansion of .

- money and credit, and still heavier Federal deficits.

- .‘Short-term improvement induced by inflationary economic poli-

-~cles would cause severe long-term losses. Price stability fostered by

appropriate monetary poli¢y is. a necessary conditign of the reduc-
tion of both inflation and unemployment. AN oo
~ There is also a role for the individual Reserve bdhks. The com-

- plex processes of economic adjustment invdlves social and economic*:

objectives that may conflict and goals of various regions that may

-clash. Cooperative -national and regjonal efforts are.required:. The

Reserve banks can assist in this.process, serving the centers for

" studies of the regions and as catalysts for cooperative efforts.

Mr. Chairman, that concludes my statement. I do appreciate he

_invitation to testify here and, also, most importantly, in-your. inter-
est of the problems of our particular district. o

- [The prepared statement of Mr. Keehn follows:]

S T
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I appretiate the Bppurtunity to appear before thi E'E’ﬂﬂﬁittéé-tﬂﬂaytu

1j£cuss prnspects fnr unemp]nyment. The severity of the current economic ﬂﬁ-

§1 ted with ecanomic adjustment have been widely reported nd discussed.-

Nevertheless. it seems to me that the seriou sness of the situation requires .

", all of s, “in bath-ﬂur offitig1 and private capacities. tn da all we can i

find realistic and ecunnm1ca11y justified reso]utiuns uf the prub] ms_

suring su;iiﬁ ah]e high 1evels af ecunumic well= heing both 1n nur reginn am
: nétianwide* I hape that my cnmments ‘will be usefu] “to this Suh:nmmittee in B
its deliberatiuns. o o o . ﬂ e
The Federal Reserve Baﬂk of Eh1cagn. of wh1ch Z am Pées%de%t. serves ﬁe
Seventh FEdera1 Re§§$ e D StEiEt comprising a11 gf_lawa aﬁd thg'majqfvpartwm
of 1 linnis, Indiana, Hichigan, and Hiscunsin. While we @%téﬁ refer to the
) feginn of. the Seventh Distr1ct as the "Hidwest," we have no manépa?y on this
term. 'Midwgst" is often applied to the entire area nortﬁ'@fvthe Dhié,giver

from the Appalachiahs tﬁ-tHE‘Rﬁckies' or-to the Bureau of Census' designated

North Ceﬁtral states, divided 1ntn the East North Central region (five 5tateﬂ

‘and the Hest North Central regi@ﬁ (seven statés). (See map) =~
The pfabigms of western’Pennsyivania and.thﬁ'have been bfaadiy simiiér”
to those of the states of the Seveﬁth District. However, my testimru Wit
cﬂnﬁeﬁtrate an the f ves tate area with which we are most fami iar.
- Ey any dEf1n1t10n the Midwest has.encnuntered serious ‘economic d difficul-

ties fnr the -past fuuF years, cuﬁmenﬁ1ng ruugh1y with the Iran1an oil- embarm

.of 1§7Q. Trnub]e had been build1ng under the surface for a much Iunger

perind but nriur to 1979 our reg1nn was still generally prosperuus. Previnﬁ'

B U
business reces;iona since World War II had 1mpagted the region seriously,. 5“i

activity always rebounded to new highs in a year or so once a recuvery was

-firmly underway. Since 19?9 there have been no sustained recove riesi

1culties in the Midwest’ and the concerns about the longer-term prcb1ems assi-




In March, the latest munth for whiﬁh tansistent data are availabTe for

all states, nonfarm payru11 emplnyment in the five-state area was 3 percent
" below Harch ISEE. Natinna1' ¥, em p1oyment was down 2 perzent. Hanufaz-

wturing empTuyment was.down 8 percent frum a year Ear]ier 1n the District and

ﬂgwn § percent natiuna11y._ (See'tab1e 1} -

Despite some ca]lbacks 1ﬁ the autn and building- mateFia]s 1nﬂustries,
-there is no CTEar evidenae that emp1nymént has r;SEn 51 1f1cant1y in the
District since Mar;h; Moreover, 1nfgfmat1nn an he]p-wanted ;dvgrtising and
surveys éf-emp‘lgyer hiring intentions g”er Hﬁt]eghuge‘fm; a siﬁnif"itﬁnt up=
.turn in the neaf future. Sunnpr jobs’ f or students will be hard to find. An
»unusu311y large share of spring graduate% ffom high 5§huu15 and gu11eges fiﬁd

b offers in hand.

when viewed over a

1gngér time span.. In March, ngnfarm payruIT émj Eyment 1n the U.5, was

1 percent below March 1979, From 1947 through 1079 |:ia_yr§ﬁ Eniployment
increased pationally at a Enmpnunded rate of 2. 3 percent annua11y. If this
trend had continued, payroll emp1nymént, nationally, would be 9 pETEEnt QIEEEL
currently than in early 1975.. In. the D15trizt payroll emp]uyment 1n Harzh
was 10 pfrcent below th 1eve1 of March 19?2, with declines ranging from 5

- percent fin H1fs§§n_sin to. 14 pen:ent in Hichigan. Instead of being 10 percent

lower tan in 1979, employment inqéhEs§¥ strict wnu1d be substant1a11y h1gher

now if. .growth had cﬁntinued at the garlier rate. :

Hanufacturing empToyment 1n the U.5. in March 1983 was 14 percent he]ow
March 1979. In the Distrizt _the decline was 26 pEPEEﬂt with dec11nes
ranging from 21 percent in Wisconsi tn 29 percent in Hichigan. In

O
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. adﬂitinn, many workers current]y are on short work weeks, Aside from manufac- i:

tuFing. emp]ayment is at sharp1y reduted levels in ;nnstrue %

af tfanspartatiﬁ .

- T

fem 1o mEﬁt Trénds

Fayrn]] Emp1ayment data are Based on Feparts of emp]qyers to gaVEanent
agencies. Unemp]nyment is muzh mnré difficu]t ta measure aﬁcurately. Data on

' the number of people rece1ving uhemp]nymenﬁ tnmpensat1an comprise a maJnr -j, -

1nput for state and ]a§a1 unemp]nyment estimates whi hl,_ fgerived—thrnugh a

_aﬁpiicated prnéess. Unemp]ﬂyment campensat1n ta do no t : Tude eitﬁer -
penple who lose jnbs and-are nnt Eavered by uggiffqyment 1nsurancei or new:
entrants and re= entrants ta the iabnr fa?:e. Problems sich as determ1n1ng
whether an individuai is " att1ve1y seeking wnrk " is a “discnuraged;wnrker "
oF is 1nsistiﬁg on unrealisti: terms of employment {and nther measurement ..
prnb]ems) impose obstacles to prEEiSE Est1mates of unemp]nyment. Despite .

these prnvisns we can azzert unequivn:a11y that unemp1uyment is high-aat the

highest levels since the Ereat Depressinn nf the 193Ds and that the prnbiem*

is more severe in the District than natmnaﬂy. s é‘ !.
3

1n March unemp1ﬂymen§ was estimated at ID 3 peréerr of the labnr foree = T T

ﬂatfaﬂﬂ]]y and 12 5 per:ent in the five-state area, with 2 range frnm 9.8
percent in Iowa ta 15 7 percerit in H1ch1gan., A year ear]ier the rate was 9.0
percent natipna]1y and 11.5 pErEEnt in the Distr1ct. {See table 2)

In early 1975. unemployment natdnnwide was h1gh by standarﬂs af thé 1950s

T"7ar 1960s, but low by tnday yardst1ck In March 1579 the ¥ FﬂtE was 5.8
ﬁé}centi,ﬁatianallyi and 5.8 percent 1n the District, with a range from 4. D
peréeﬁt iﬁrﬂis;a;gin to 7.1 geréent in Mith1gan. In shart fnur years agﬁ’
unemployment was abaﬁt equally serious -in the Distr1ct and natia ally. Since

then the pFableﬁ has been more éeriausthereg and substaritially 50.
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- turing and 1n caﬁstruetian, 5eetnrs uhere femaTe wnrkers are re1at1ve1y few;

Uﬁemp1nyment prnb1ems vary hy 1p§a11ty ;in'thefpas ?yéir'ar'tég jﬁb%ess' '

bas Ra:kfard 1111ﬁ§15‘ Eary, Inr.l'ianai Duhuque. Iuwa- F1int Hi:higan. and

&, Hiscnnsin. Unemp1n;ment is Ehrﬁﬁica11y high—amnng m1n9r1t1es 1n the

] large tities especia]Ty Chi:agu and Betrait. (See tables 3 and 3A) .

Deprésgeﬂ conditions iR’ sma11er centers BfIEP FEf1Ect ﬂEE]iﬂES in jobs,’

tempnrary ar permanent. -at the principal estahTishment in "one’ 1nﬂustry

tayns;' A1sa 1nta1 ‘labor markets often” are not c1ear1y defined. ,Hany

T L

workers are willing ta drive 50- ED mi1es or more to wark and return each wnrk-

different s1tuatian exists in the‘1nner cities HhErE unemp1gyed

"5 may be unah1e to. commute ta suburbs--wheré JDbS often are more
ns of public traﬂspartat1cnf
’ &
The dist?ibutian*gf unemﬁigyﬁeﬁt‘hy agei'sexi and race is similar in
Distritt states tn the natiana1 pattern. (SEE table 4)

etessian far 211 groups,

adults and fgr b1azk5Erelat1ve tn uhites. QHE pattern of - unEmpTayment. —

hawever, has shifted in the past -two years, bath natigna11y and Feginna11y. R
Histori ca11y, jnhless rates ‘Were 1nwer fnr men thah for wamen. Current1y. A

jgh1ess rates are higher fnr men. Part1y, this -may Feflett 1eg pre sure to-

1re and retain wnmen emp1ayees. A more impartant feasnni hawever;-is that'

unemp1nyment has heen heav a5t and most prn1anged 1ﬁ durah1e -goodg manufac-

Cnncerning unemp1ayment by industry, the turrent recession has™ repeatéd
the course nf Ear11er ﬂEﬁTinESi with the heaviest Tayaffs in the mnst :yc1i:a1

1ndu5tr125aehard goods and construction. The main ‘difference th1§ timé is the

.




long duratioh of the pf‘ﬁhiemgfﬁhp’léd with increasing cofic ’m'tha:t c¥clically

dep?EST é 1nﬂu§tries Hill ﬁever fully recover, at least nat “in the form. 1n

which th ey existed prior to 1979- Hang factnr1es hav been tlnseﬂ and demul-

1sheﬂr' In athers equipment has heen remuved and dispn Ed of at a:ztign_

Fo ulatipn Grauth

Pupulatiun 1n the five state area has been grnw1ng Iess rapiﬂly than in 7

the natinn for a century. In 1930— the area had ;7i1 percent of the nation's

is ratia had ﬂfnpped tn IEAPEFfEﬁti In the 1970s thE.

§npulatinn. Ey 1970, €

'ap in the ratic a;:elerateﬂ By IQED the five states had anly 14, 9 percent

‘of the nation’ papulatinn and by 1582 14, 5 pertent. {See table 5)

in the five states rose 10.8 percent. In!157D!BD "grawth was 11.4 per:ent fnr
‘the U.5.,"and 4.2 percent for the five states. From 1980-to 1932 u.s. pnpula-_

_tion PQSEtE;E.ééfiéﬁt (aésnrding to: Census. estimates), wh11e the five-state

'aFea declined by 0. 3 percent. Iﬁdiaﬁa Inwa, and Michigan 1ast papulat1nn in
198DEBE. The reduatinn or reversal of papulatian growth reflec 1n large.

part m1gratian nf job seekers tn the Snuth anﬂ Hest.,

Fapulatinn Iass is assatiated with educed job nppartunities. FéwEf
: penple means less need for all consumer gnnds and serv1tes, 1nc1uding housing. .
Fewer wnrkers are required to supp1y these needs uhen population grows at a.

slnwer pace or dEE11ﬂES

The Industrg Mix .
In large degreg'the relative increase in unemﬁlnyﬁéni iﬁ'thEiSEventh'
Federal Reserve Distﬁﬁt refiev’;ts_ the <o pﬂsitinn of industry and the distri-

" bution of. employment in the region. ] ) )
In.1978, when business attivity in the. SEVEﬁth District was still robust,-
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Eing there. These sta tes E;EEuntEd far 19.3 perfent of the natinn 5 employ-

-cent nf emp]uynent in durab1 ds manufac=

P

ment in manufaEtUFing, and 23.4

turing. Within durab1e gaads, these state accounted for 31_perﬁent af emp]aye

35 percent in tnnstru:tinn maehinery, 35 pchent 1n meta1wnrking machineryi

" and 54 pergent in motor vehicTes. (See tab1e E)

The - five states a:c unted for a very high prapnrt1ﬁn of the at on's em=

p1nyment--ranging up to 70- ED ngFent-sin fann t.ractarsi heavy" earthmnving

quipment, 1ndustria1 cranes diesel Engines, recreatinna1 vehic1es and

outboard engines.

]

Redsons for the Decline in Durable Goods Employment

In the past four ggaﬁs a1l of the durah]e gands industries reduced em-
ployment sharply. ‘Msfgaheri in many cases the Distriﬁt s shara of the

nation's employment in those industries has declined. Among the éausas_are

the fﬁ11owing

1. AEeﬁera11y dep ,5sed :nﬁdit1nns 1ﬂ;thE natiun wh1ch a1wags affect

Ty expensive,

durab]es must severeiy because these are re1atf
pDStDﬁnah1E pur;hases. o .
Z. High interest rates that increase the cast of financing investments

in long-lived equipment, cus;smar11y pur;hased on credit both by

consumers and business,

LA
w

“High -fuel costs which have deterred uut1ays on types nf motor
vehic Egeei rger cars and trucks and recreat1una1 eq 1pmei,-sautpuf

af which is concentrated-in the H1dwest;
4. A relatively small Di;trict proportion of production of energy
development equipment, which, until late 1981, was a booming



o 5. Re1at1ve1y small Bistriﬂt 1nvn]vement in prnductinn nf dEfEnse
Equipment which has been expanding rapidly 1n recent years.
é; " Low farm incnme uﬁich has caused faﬁﬂers tn ;urta11 purchases of
equipment .
Z, Higratinn nf 1ﬁdustry to thE ‘Sunbe]t, entauraged by lower

Empiuyment costs, Iauer fuel cnsts. and fin ancial 1ﬁ§ent1ves nfférgg
by southern states. ' A A » 7
8. - Conc ntratinﬁ of praduzﬁjﬂn hy some prndu:érs in more mndern
5nuthErn plants that had suppiementgd nurthe rn p,ratians in earliEF
years when demand was strnng. A ' 7 7

.Qg 1 nereased :umpetitiﬂn from abroad with the high va1ue -of the dn]]ar-
- and fnreign suhsidizatinn of industry, 1n:1uding favorable :rEdit
AtEHﬂs, tenﬂing tn rEduEE U.5. exports and encourage 1mparts, »
{Components, as well as cnmp]ete machines, increasingly are
1mported ) o 7': : .
10. ZHu;h Tower labor costs abréad—Aéametimes ﬂniy'; small fraetinﬁ of

) dameétic costs. (Fre equently fﬂreign p1ants that utilize Ameriﬁan

) te:hnnlngx are ouﬂed inrwﬁ le 6r in part by American cam@anies )
1. A 511ppage in American tethnn1ngi:a1 leads, partly hecause of the
éxport of UVS— tEchna1agy thrﬂugh licensing or other means.

-In the past year, rEdUCEﬂ exports of U.5. taﬁitai,goads to oil

Tt
™
w

expnrting nations whuse ‘011 revenues were cot hy smal1er shipments
o and -soft pri:es.
Enéfg! Easts
. The huge rise in the price nf energy since 1973 has had a dirett, adver

There is another dimension to the pr ﬁbie Per capita energy use in the

¥
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"many years. ‘The "gap

District is Felativéiy hiﬁh., This includes. fuel for heating homes af

f'bu11d1ﬁgs, fnr transportation, and far 1ndustria1 prﬂcesses.

r -

Distri:t states produce nnly a’'very sma]l proportion of the engrgy they

’ ehnsumes!uil atu ral gas, and coal. I1linois has vast undergraund supplies

of high sulfur cuai but usage has been §1u§e1y'réstricted by ant1§p511utinﬁ -

regulatin As a ?esult. coal burned by Hidwest electric. utiiities 15 now

1arge]y 1mpnrted from the Rocky Mountain states. - 011 ‘and natura) gas comé

'mainly from the South, the Southwest, and abroad.

The price of fue) at the source or at ocean pnrts‘becnme

W

even higher !

when transpﬂrtatinn costs to the Hidwest are added. In adv
energy-= praducing states levy heavy severan:e taxes on c$a1,

production. As a result, fuel users in District states he
. = 5 i

‘government in fuel-producing states. In 1981, severance taxes as a share of

. total té;;rgvgnues in the principal oil and. coa) preducing states ranged from -

21 to 50 peftgnt.
High Labor Costs

Wage rates in the District have been above the average for the nation for

" s HidESt in Hithigan whErE hourly earnings of =~

production workers in manufacturing in 1982 averaged nearly one=third higher

‘than for the U.5, Wage rates in other Seventh District states were ID percent

to 18 percent higher than the nationa) average. {See table.7) -
In addition to wages, total worker Eﬂmpenéati@n ineludes benefits such as

vacation pay, pensiuns, medica) and denta). insurance, wDrkErS' compensation,

supp1ementary unemplﬂyment hgnef1ts, and many ath' These benefit patkages

tend to be very )iberal in durable goods industfies as a result of sucﬁessive

unionized “areas such as the Michigan automotive centers, worker compensation .

-Wimprnvements“ gbtained in union contracts’ gver th%igiarsg In heavily



to be Vinﬂuencé'd‘ by the

’ tems:waﬁ by unfons. Uninnizat'inn iﬁ the District h a5 bEEﬂrﬁE increasingly

. in ﬁgnsunfonizgﬂrindustries such as _banking tends

" important ’In state anﬂ Tocal ggvérnment eduﬁat’lnn. and ‘Fami r’etaﬂing.

Total :ampensatinn‘gf prgduztign»wnrker5=,n the stEEI._autﬁ, and

construction and farm equipﬁéni inﬂustries~avergges:at Teast.$20 per hour,

- well over $40,000.0n an annual-basis. This compares with total costs

estimated at $12 per hnur'ip Japan, and much 1awer 1eveis in othe

the Orient and in Mexico. These areas are invelved 1m:reasing1y 1n

"aff-shore” sourcing of Enmpnnents;
In the past year; unions have yieided some "concessions" on wages and
benefits. But, Bver‘aﬂ there is stiﬂ a wide gap 1n Enmnensatinn

differentia]s in Distrn:t industries :nmpaFed with other regions anﬂ fnreign

ngtions. . ' ' '

"High levels of hourly compensation ¢ can be countered by gains in 1abar

productivity, output per hour. Productivity had been rising at a rapid pace
of 2.to 3_percen£,annua11y thfaugh most of the pastwak period. . Since 1977,

< hawévei‘: there has_been no gmwtﬁ. Increases-in- pmdu:tivitx are- expettgdf

resume in 1983 if E\:nnamic actwity im:reases as expected. . .
Prﬂdu;tiv{ty growth in District.industries has been hampered by a number
of factors. Some feiat_é to labor problems sui:h as absenteeism, strikes, and
restrictive w@ék rules on job assignhénts; overtime pay, and discipiine: The
Distrist also has a disproportionate share of the nation's uider-indﬁstria]
-fatilities which compete. with newer plants (often Tm:ated in. other regions or

countries) planned and canstru:ted at a higher "state of the art." Managerfal

'shartcamings now undergning correction, also have 11m1ted impr ovee nts 1n

prnduzt1v1ty. : - . ) e

.
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Federa1 Sgending
. The five Distr1ct states- cnntrihute a’ mueh higher propnrtian nf the

- federa1 gavernment's revenues than they receive in federal disbursements.
This is Especia11y true in the case. of nat1ﬂna1 defe se, #This d1spar1ty tends»
regi B!‘! ’ ' E 'E ’ '; .
* The five Distriet states have 15 percent of the natinn & population and
. generatezabaut 15 percent of its persnna]zlncume. Their cnntrihutinn to. B

federal- revenues is probably- s1ightly in excess of 15 percent. These';tateé

receive a much smaller share of federal outlays disbursed in the United
:Sgates. only 10,7 percent of ﬁhe tétai.aﬁd only 5.1 éerﬁént of the outlays for
dEfEﬁ (These data exclude interest pa1d and éertﬁin_ather items not
7 allocable by state )} {5ee table B)
The rg]ative1y ow participation of the District in federal nut1ays
:stands out dramatically in cnmpaﬁisons with other states on.a per capita
basig, The five Statesfhave five of the six bottom siots amang the. 50 states

" in per cﬁp1ta total federa1 spending and four of the 1nwest seven positiﬂns in

defEnge spending.' Indiana ranks'?ﬁghesﬁ n the D1str1ct in defense,. but 1§

sti]T only Zﬁth. States with thE highest per cap1t%_FEdera1 outlays -are those

with relat1VEly high prapnrtinns of Federa1 payru11s. civilian and military,

and defense procurement.

State and Local Governments : S S .

Unt11 .the late 197Gs state and local gaverﬂment emplnyment 1n the
District had tended to offset periodic detTines in private emp1nyment ris1ng
eyven in rE:é;Siun years. In thé past two years, state and 1ncaj gnvernments

&
thraughnut~the District have been grappling with serious financial problems. .

ERIC
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\Eféfilfafe autIays have 1nereased
3 5tate anﬂ Tocal guvernments are dealing with their financial prnh]ems by
(1) turtai]ing prﬂgrams (nften redu:1ng emp]uyment), and (2) raising t
- While tl hese steps are necessary to achievé finan:ia1 su1ven:y, they wnrk tn -

reinforce the recession..- ﬁ - e ) : eu

The -Farm Eco

- invsﬁme periuds 1n the past when durahIe goods manufattur1ng was ’

curtai]ed . the farm.economy af ‘the District was relatively prcspefuusg_'Iﬂ the”

past three years, déc11n1ng fafm income has coincided with and rein?areed:thg

can ra:tinn =in maﬁufa:turing. Many .smaller communities a?E dependent un 531 £

of equipme nt, supplies, and services to farmers. )
Da ata on arricultufally re1ateﬂ employment are sparse, Pgﬁﬂering ﬁre:ise

:haracter1zatinns af & situat1uﬁ difficult. - Yet, there is no duub§ that

rural col

ommunities and the 1ndustries §E?v1ng ag%iiu]turg-have suffered

' extensiv&iy invthe Etﬂﬂﬁmié downturn &6f recent yéars. 'There are signi that

..the faﬁﬁASéEtﬂE-{SiﬁEgiﬁﬁfﬂg to resuver. But any re:gverg in agricu]tura]]y-—~
related employment, in the Midwest-and nationwide, is 11ke]y to bg s]nw.

1983 Acreage Set-/ Asid

The level of farmer enroliment in government farm programs sugéests some
az miI]iuﬁ»atres will be removed from crop production in 1983. Even a]Iawing.ﬁ-
f iippage in. fina] ﬁumpIian:e, it iz pruhab]e that the a:reage removed Frnm
prnductiun th1s year will be nearly a Fifth of the area pIaﬁted tn prin:ipaI

2]

crops in 1982--thg Iargest removal ever unﬂer gnvernm&ﬁt prngrams. The .
ﬂEE1iﬂE 1n acreage will be sufF1c1ent to return the farm sector to a much

= 8t ronger financial footing. ’ y _—
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ﬁthEPS.i In fertilizer and fanﬁ'equipment where prnduct 1nventnries‘§rg ﬁ1g

experience weak 53125, ,Sai es’ Bf seeds,efuais. fertilizer, and pesti;idss_

sturage faci11tigs,alsn will decline. Unit sa1es of fann Equ1pment dgwn 50

perEEnt frnm the leve1s of the late 15795 will remain at very depressed

eveIs. but may bekin to strengthen 1ate this year as farm eafnings 1mprﬂve

.Transpnrtat on needs u111 be reduced. The demand for new farm loans w111

weaken, but creditors will still be restructuring ﬂidéf’pfﬁh]éﬁ c%eaitsi

The acreage cutback ‘will affect emplnyment 1n sﬁme 1ndustries nnre than

2

and 53135 are primarily ta ag’rﬁu]turei job lgsses w111 be substantial.

Industr1es that re1y on nonagricultural marketsAmarE than agr1cu1tura1

markets, Such a5 transpﬁrtatinn and pest i i11 be much less affected.

A Targe share of uqempiéymgﬁt in the District is concentrated in ‘the

distressed inner-city areas‘af the'iéfgéﬁ centers. dJob appartunities‘ﬂf

__r'éside nts are restr’i;ted“hy inadequate éducatmn and ather: problems associated

- with- disad&antaged graups- -EEO and_ affirmative action programs. may fa11 to

improve acﬁégs to jobs in affEEted areas because. some employers will move
their uperat1nns elsewhera.

Despite high unemployment, there is a :nnt1nu1ng need for workers in

low-paying, 13§§'des1rablé jobs. Avai1ab111§g of such jobs hasibrgught a

rstaady 1nf1ux af aliens to the Distriet-- ’niy from Latin 9m§r{ta, the N

i

_Br1ent. and Ea5§erﬂ Eurnpe. Hany “of th hesé aliens are in the‘“undéfgrnund“
ecanomy, not counted | 1n the Tabor force.

High ﬁrime rates- ﬂeter bus1ﬂesses frnm 1ntat1ng in the in

,some cases may be the de

-iding factor in decisions to ﬁigrate.' Fear of

vialence may make va1ued emp1uyee5 unw1111ng to trave1 to 1nadequate1y pa11ced

= [

In the 1nterim, 1ndustr1es‘that furnish inputs and seryices t Af?a?ms w111

' prnbab1y will de:]ine “at 1east 10 to 15 percent tﬁ1s year. Fur:hases af grain .

',f city, and in
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neighborhoods. Insur ce cast high because of pn551b1e damag to

mandated by existing law, even ﬁhnugh'it would slow.the cleanup by extending

aFaﬂe%ty, especially thrnu" arzon. - Theft of supp]ies. materia1s, and

'finished gnuds also raises nperating costs. L ) fi'

Empinyment growth in the centra] businESS distr1:ts of 1arge Eities has_:

er of fattﬂrs. 1ﬁ;1uding decentrﬂlizatiun of :nrpnrate

been dampened by a nu

,headquarters and agtumatian of financial and other. services. Many hanks,

insurance cgmpanies, public.utilities, and gavernment bodies have rEdgged staff

in’ the past year nr twn, Until th' mid= 1§7Ds, must of these Empigyers‘were

'hifing a:tive]y year after year. Currently, they offer few new job

oppertunities with openings 6ften filled by transfers of “"redundant" workers

from other departments. . . c

SPnilutinn Controls*

Regulatinns :nntrn111ng 1ndustria1 Emiss1nns--a1r, water, dnd sn] id

ha ve had a disproportionate impaﬁt nn the HidwEst E 1Ssinn cnntrnis

ca 1ntarpgrated at lower cost in newly cnnstruﬁted faci]it1es. Deadlines
for meeting emission standards impnsed on older ‘plants may be sai1sfied easily

by elosing the p1ants. ‘Often closings have been the answer, Especial1y fnr

. foundries.. Such ﬁEEisians have ﬁEEﬁ Eﬁtﬂﬂfaged by- the -income. tax- cnde..fnany, -

Hid@est §1ants once locally owned, have been a:quiFEd by conglomerates whose -
owners may benefit from tax write-offs when older fEC111ties are shut dnwn.
This has been the major 1ncent1ve for some vau1s1t1nns.

On Januafy 31, 1983, thExEFA prnpnsgd a ban on ggnstfuﬁtiéﬂféf major

1ndustria1 facilities in 144 United States cﬁhnties incTuding those in the

-areas nf Ch1cagn Betrnit. and H11waukEEa-fnr fai]ure ta meet dead]ines and

requirements for imprnv1ng air quality. The EPA;ma1ﬁtains that the ban is

the use of old facilities with high levels of harmful emissions.
- ’ ’ o : ’ ’
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- Business | Environment e ) _ S e

- Financial Eund1t1un of-Business

_Business groups complain nf “unfavurabi husiness c11mates' 1n the
industrial states of the Hiﬂwe;té -Costs of- unemp1§yment 1nsurance and

HEFEéPs"EﬁEPEﬁéitiéﬁ are.relatively high in this réginn,késpecia11y‘1n

I14nofs and Michigan. (See table 9) -Tase costs reflect both the size of

;'payments and the ease of establishing claims. Other Enﬁpiaints involve high

taxési=state guiiutiai €ol rnls. resfri;tigns on tutnffs of utiiity SErvicesi
and laws affecting h'lr'ing and persunnel p?cticesi *

Earlier this year ATexander Grant and Co pub1ished its fourth study of

A Eenera1 Hanufa:turing Eusiness Climates in the 48 cﬁntiguuus ‘states. States &

were assigned overall rank1ngs for 1982. FTBrida. Texas! and- Hurth Earn11ﬁa
tank the top three spﬁts‘ Indiana was 29, Iuwa 35, H15consin 36, I1Tinois 42,
and Hichigan 48. Amang the adverse factors considered: '

RETative cost of fuel and electricity. Costs in the Great Lakes states

- wWere 41 percent greater than-in the South Eentra1 Reginn and 4 perce L more

than the national averagei  ' - . t y

¥y - =

* Mage costs.. Michigan' had the highest wage costs of any state. §§hé'

average for the Great Lakes states” was 46 per:ent higher- than far thei =7 ./
Suutheastern states, and 13 pe?cent ahuve the natiuna] average.

Un1an12atian; In the Great Lakes states: 3N percent of nonfarm wnrkers
were nrganized compared to less than 10 percent in the: EarﬁHnas.

Taxes. Taxat1an in the Ereat Lakes states, re1ative to incomes, was

_.about equal tu,the,ﬂatigpal average, but higher than ‘in the Southeastern

;sfatesg 7 - , -

. Sﬂme 1arge pistrict cumpanies that were in excellent f1naﬁ§1a1 :unditiun

a dEEEdE ago-are ﬁDﬂ_Dperétini gﬁder severe ‘stress. Their:problems usual1y

are a result of several fEEth$ii53125 fa111ng below xpe;tatiﬁﬁs. 1ntgn§é
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. agreement with creditﬂrs wh could foree them intu bankrupt:; under

The.Outlgok

,<giadua11};_.HanylmanufactﬁringVDPEfatians c]gsedaiﬁ-retent yeérs-wi]i neve

:nmpetitian. risiﬁg cnsts of ]ahnr and uther inputs} and heavy debts 1n:urreﬂ

at high interést rates, Snme of these fiﬁﬂs are gperating under.spe:ial

ntra;{ual agreements. ) )
'Erasinn of e utive mﬂraIe and énnfidence which has dEVeTaped over the
past severaI years wi]i nnt be cnrretted in a ;ear or two. - Until financia] ‘
strength is solidly Feestah]ished and thE genera] economy is clearly in a.new -

grauth trend business cautinn wi11 restrain ‘commitments for capita] spending,»

1nventgry 1nvestment and hirings.

PrﬁjEEtibhs @f;emDTQy%enf -, unemp1$§méﬁt are’subjeet tu'substantialv'
error. Forec asts by District state guvernments and regional ﬂeve1npment
arganizatigns in recent ;Ears have proved much too optimistic.

The main factar gffecting cﬂﬁditigns in the ¢ Midwest in the future w111 be
the trend of the natiunai zf’ﬂs‘?;ﬁs, A strong anﬁ sustained recnvery would
eventua]]y bring sharply higher urders for the District s capital goods.

However, most of the adverse factgrsAdescribeﬂ above can be corrected on]y:

(=] L
renpen.' Stee] u$11 be a lesser factor in Ecannmic ‘activity than in the past.

Some uf thE EETV1ﬁE 1ndustries—efar example, financial futures trading-aare

.growing steadily, but “this will not replace a vignrnus manufacturing sector.

A numher of uther factors could influe HCE District deve]npments-,
1; Suﬁcessfu1 1abar=management agreements to reduce casts

NHE. ﬂ71 ss nppressive regu]atﬂfy ciimate, including admin1strat1nn nf

~ pellution controls.

Restriction of the sale of tax write-offs and losses thit encourage
vt

W
"

plant closings. -
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]

EngiEtigns on’ severance taxes impased b; fue] praduc gfstates;r
5.. Direction of a 1arger share of federa] disbursemEﬁts to District
states. ' '

In the long run, the Midwes s'n']d regain its sconomic, hea1th aTthnugh _V

" net iﬂ the same form as in earlier d decades. Adjustments 1n business.&

- agritu1ture labor, and government are aIreaﬂy underway. The hasiﬁ resources

that brﬁught prasperity to the reg1oﬁ are st111 present!!exte1lent

“transpnrtaticn._;eady access to raw -materials and markets, ample fresh Haier._

a well-educated work farée. and a highly praquﬁtive agricultural hinterTand.

‘=

- Role. of thé Federal Reserve

the Effart tn athieve and ma1ntain Pr1EE stability. A resurgence of 1nf1atian,

r'wau1ﬂ recreate the distortions 1n business and 1nd1vidua] dEEiSianemaking

“that have led ta ever h1gher ratE of unemployment 1n the successive busiﬁess

cyc1es of the pas' lar II period and wau1d seriuus1y limit chances fnr

“:ecangmit Expansiun—and 1ﬁ§FﬂVEmEﬂt 1n Jub appnrtunities. - ~~x—"~:-}» -t pme

I emphasize the importance of price stabiiity because f the havnc caused

by inflation on the Hidwest_ecﬁnamy;r In large degree thg e¢gnam1: problems of

. the Midwest have been caused, or at least exacerbated, by inflation.

For many years, infiatiﬁn nurturéd an i1lusion of Esunamiﬁ wellzbeing

- while ﬁuttiﬁg ﬂeep1y 1ntn the reginn 5 econol ic strength. I'F]'tign’i

accompanied by 1ntreases in apgéat1ng Eqsts, casts uf tarrying 1nventnry. anﬂ

-

selling prices, real prﬁfits decline. ,Lend fearful of the Erasian of their

:apitg1 in!estment. if rising costs. aréfnq!E§u11y ref1ecteﬂ in 1n§reased B

investment thraugh-inf]éiiaﬁ'insist on shorter matur1t1es; Long-term funds




- - _become ess available and borrowers with long-term horizons are less able to

“undertake investments. Cut-off rates of return are raised and corporations
~. Took for investments with shorter pay backs. Purchases of existing assets may

“appear preferaﬁ]e,tg financing new p]ﬂﬁ£ and equipment.

v With a large praportiun of 1ts manufa:turing Emplnyment in durable gunds.

Bistr1ct has been hard hit by the s1uggishnes of new 1nvestment. A .

ngnfinflatiunafy Envirgnmeqt ui11 revitalize len tgfm finaneial markets,

increase the incentives for investment, and greatly improve the employment

outlook. This does not mean that our industries will fully recover their

former positions of st}eﬁgthl The basic strquuré'éf the market for capital
goods has changed. ) A -
7 The gro:ess of Fecavery appears tu have stﬂrted 1n manufacturi ng, bul it
ould be sidetra:ked by another surge of 1nf1at1nn, The procEss of adjustment

is paiaful and the costs are high But an attempt at short-term impravement by

1955&5 to the Midwsst; . -

[

Frize'stabilﬁty fustEfEd by appropriate national'manetary policy under
“the guidance of the Federal Reserve System is a necessary téﬁditiéﬁ‘fﬁr:ihé"”>
reductign of both inflation and unemp1aymént. - Theére s alseo a role for the
R .

- individual Reser'e Banks. The cnmp1ex pro EV of ecnnnm1: adgustment
involves social as well as economic objectives that nﬁy be in conflict.
Moreover, the Gb;ectivesAQf various regions may :1555. Eagperative nat%aﬁa1
and regional effgrts are,requiréd: In fhis iﬁfri:ate environment the Reserve
Banks cannot determine the :hanges to be made, but they can assist, serving as

a fa:a] point fnr stud1es nf the region and as a ﬁata]yst for :uﬂﬁerative

efforts.” - , . o,
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Ta this . Eﬁd the Federal Reserve Eank nf Chitagn is expanﬂing 1ts

ezﬂnamis 1nfarmat1an facility. Far many years we have pravided information nn'

curfent and, prospective deve opments 1n our regian. He are now 5 gpiémenting
g

this fuﬁﬁtiﬂn .to provide reg1anal ecunamic data qu1ck1y to interes Ed

o

kana]ysts We are also intreasing our. own. research effgrts in thE ana1ysis of

resnurces nf thE region and thE areas of nppurtun1ty for ecnnnmi: grnwth.
,!p ediments to grawth ‘and deve1apment such as usury ceilings, excessive

requ 1atiun. and unnecess a'11y cast]y aspects of wnrker € 'péﬁsat1an and

nemplnyment cnmpensatian are beiﬁg identified and the uppn?tun1t1es far

mad1fying these, restraints are heing eva]uated. s

~ We are aware uf severe f1n3n§1al strains on Hidwest state and 1ﬁca1 -

ggvernments faced w{th the héavy costs of caring for the poor and restnr1ng a

-ﬂeteriarating infra structure, despite: aermus revenue shgrt =f&lls. _Réiént

tax inﬁreases may advgrse]y affett 1e 1 economic act1v1ty. We are+

uunﬂertaking a spétial ‘effort to understa d the Vfinanc1ai prub]ems nf state and

131 guvernments.

th15 cunnettinn we p]an ‘to host a cnnfgrenee this fa]1

ta e:p]ure pns&ib]e an]utmns.". ST : e

F1na]1;, we "are 1ncreas1ng nur 1nvu1vement w1th reg1nna] groups

intarested in Eva]uat1ng and 1mplement1ng programs to assist local

aﬂjustments; Effect1ve prngrams to advan:e the welfare af thE reginn requ1re

_the‘%gnperative Effnrts of a]] segments of the community. We hape that nur

ﬁarticipatian in- prﬂducing iﬁfarmat1un, ana]ys1s, and 1ﬂE§5 w111 furtggr this
= vitally 1mpﬁrtant gbgective.

s | apprec1ate ynur 1nv1tat1nn to tes 1fy and your  interest in -the problems

of our region. R . - - L
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Total

United States

- Five States

_IMinois’

. Indiana

. lowa -
Michigan
Wisconsin: -

Manufacturing

Vunited States -

Five States

11 1nais”
Indiana
lowa
Michigan’
Wisconsin. .
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Table 1° *

Nonagricultural Payrolls
" {not seasonally adjusted)<"-
Mar. 1980 =~ Mar.%1981 ' Mar, 1982 Mar: 1980 . Mar. 1979~
. to to . o - .. to . to
Mar. 1981 Mar. 1982°  Mar. 1983 - " Mar. 1983 |Mar: 1983
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. civilian Unemployment Rates
- (seasonally adjusted)

Table 2 - .- e

Unfted States -

" Five statgé'avgrage
_Xi1inai§ '
Indiana
Iowa*

- Michigan
Wisconsin
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Not seasonally adjusted.
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. ) © Table 3A - -
) High Un ;'p1 iyment Areas )
The Emergency ans Act, signed into law on.March 24, requires that

a 1ist of towns, cities, and counties w1th high unempinyment be
published by the Department of Labor. Federal agencies will use the

1ist in conducting public works and service .programs. To qualify,.areas

must have had average unemployment rates in.1982 of at least 8.8
percent, 90 percent of the average rate for all states.

- Number of high ' " . Percent of

unemp1ayment areas United -

B ) . on Apr11 23, 1983 - . __States
“United States S < 2,163 ’ 100
- Five States . ‘ 404 19
Nlingis , 105 5
Indiana : 91 | 4
_ lowa 35 2
- Michfgan 104 5
Wisconsin - 69 3
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: R . Table 4
-7 : Unemployment -Rates by
- - - Age, Sex and Race
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1960 to 1970 +13.

1982 - 2315 . 337 1.4 5.5

. Table 5
Populatian

United _Five " Coo=

States Iliinais Indiana

16.3 . 8.6 _ 26
16,0 - - 5.5 2.6
14.9 . 5.0

-4

M

8.6 48 2.4

Iowa
fmmmemmma=s. 7gereen§'§?’un1ted Stat

1.5

[}

Michigan

T 4.4

‘4.4

(=====smcsssss_ss=mcsme-----pereent change

1970 to 1980 41 Yaz +28  +57 4
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1980 t0 1982  +2.2 .-0.3 +0.2  -04 -
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c T Tapled ’ e

Nonagricultural Payroll ] '

.~ Employment
(annual average, 1978)

,gn;itéd" ; . T
fates 5 B Indiana lows- Michigan W
= --pércent of- United States-—-===---

1.3

" Total T 1000 157 .T5.5 - .
... Manufacturing 100.0 15.3 6.1
Durable gaods 100.0 23.4 . 6.8

3
Primary iron and steel 77100.0 31,1 8.7 4

_Engines and turbines  100.0 '54.9  15.8 9.0 0.8 9.8 19.5
Farm machinery 100.0 55.6  21.0 - 3.1 - 16.0

Construction and e : . -
related machinery . 100.0 34.5 - 17.6 1.6 5.7 . 4.1

4
Metalworking machinery - 100.0 35.0 = 10.2 3.5 0.3 . 17.8

 HMater \igh‘i;’les gnd\é."' o : ‘. )
. equipment B 100.0  53.7 EEE 6.9 !Q,S . -39.8 . . 3.4
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S Table' 7 :
* -- Average Hourly Earnings 7
of -Production Workers in Manufacturing

100 © 108 12 107 123 . 105
100 . 109 - 111 ~110 124 108
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- Table 8 - ) '
Federal Duﬂays, Fiscal Year 1982
) Total Defense Total Defense
'—(Fﬁ'hans”r; . {percent]) i
‘United States  $603.6 $178.8 100.0 . 100.0
Mineis. . 22.4 - 2.8 3.7 1.5
Indian - 10,1 2.6 1.7 1.4
Towa 5.2~ .5 :9 .3
Michigan 18.0 2.2 - 3.0 1.2 -
Wisconsin 8.9 1.1 1.5° 0.6
Five States " 64.5 9.1 10.7 5.1
Per Capita Federal Outlays
} Relative to -
_U.5 Average State Hank -
Total Defense ©- Total Defense
_g B (peréén’ﬂ , -
United States - 100 100 -
~Illineis . - 75 . 31 46 .4 L
" Indiana ! 71 BN -2 |- I ' S
fowa : 69 .2 50 49 :
Michigan ° 76 i 45 45
Hisconsin - 72 . 30 48+ 47
_ Five Staies T 73 a5 . ' '
" Source: Federal Expenditures by state for Fiscal Year 1932.- Bureau of
Census. © - . .
1
22-977 0= 83 - § 6“3



.. Table 9 .
State Unemployment Insurance = -
Average Weekly Benefits--Current § 1981

| United States -~ $107. B 100

ITlinais : 133 124
Indiana - | : : 91 . - 85
lowa oot -o122 114
Michigan ’ 128 : . o 120
Wisconsin o 123 : : 115

Source: Statistical Abstract 1982.83 p. ‘238

_ Maximum Weekly Payment for
Temporary Total Disability Under
. Workers' Compensation Insurance 1982

Yy

Anount |
- Forty-efght-states = - -~ =~ - $23B- -+ oo e o100,

I11inois ) - 403 . . 169
Indiana - ; 140 . 59
lowa 2 - 501 ’ 211
Michigan =~ - | 307 129
. Wisconsin - - : . . - 269 . 113

—Sgurggé' U.S. Chamber of Commerece,-quoted in General Haﬂgfagtuﬁng
Business Climates 1982 p. 47." Alexander Grant & Co.-
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, Chmrmﬂn FAUNTRDY I thank you both Mr Martm, and Mr
Keehn,. for a very thorough and pe cepﬁwe a.nalysg of the employ-
‘ment and economic growth gituation in the country generally, and
in the seventh district in particular.

Mr. Keehn, yogr:testimony here teads tu depress me. As I hs-
“tened to your litany of the causes of the downturn in that Midwest.
region, I would like to start off with a question for you as to where
we cnu%ht to be going in terms of industrial policy in thg country.

What hope ultimately is there for this region? °

Mr. KeenN. As I tried to outline, I think the fundamentals are in
place within the region for a longer term economic recovery. I have
tried to highlight some of what we call the -impediments to full .

. growth in the region. :And I-think with the passage of time and a.
better understanding of these impediments, and hopefully a correc-

" tion of the impediments; the area can return to a guaﬂ level of eco;
nomic activity.

The key to all of this, thuugh which I cannot emphasize enough,
is the importance of price stability. Certainly a great many of our

- problems were caused by the h;lgh levels of mﬂatmn that we expe-
rienced in the seventies. With improvement on.that front, and now
some focus on the impediments which I have tried to Dyﬂ;ne, 1
think that as these are corrected, the region should -ultimately

return to good economic growth.

Chairman FAunTroY. Mr. Martin, a number of private forecast-
ers are predicting that unemployment will remain above 9 percent-
through 1984, and at 8-percent level in 1985: Is the forecast for un-
. employment. ‘used by the. Federal Open Market Committee. consist- .
ent with these predictions, more optimistic, or more pessgimistic? -
© Mr. MarTin. Mr. Chairman, I am aware of the projections that
you have indicated. The projections of the Federal Open Market
Committee have been submitted for a shorter period of time. We
have submitted them for this year and on a fourth-quarter bdsis.
But to answer your question more fully, I believe that our projec-
tions are slightly more pessimistic than those that you have cited.
However, our projections for. the price deKes are sumewhat more
optimistic than most forecasters. :

Back on.the question you addressed to Preszdent Keehn if 1
could, sir, I would only add to his statement that we have had some
_ experience in the New England States over time, in what is to us
the first district in the Federal Reserve System, in which the pri-
vate community, local, and State government, and indeed our Fed-
‘eral Reserve people in that district have, over time, worked togeth-
er to. attract new payrolls, the so-called high technolagy ]gmd of
companies, particularly arcnund the Boston area.

I think that the first step in progress on a regmﬁal basis in the
kind of recognition that Mr. Keehn was indicating here—that the
good old days are behind us, that the future is going to be different,
‘and that new approachs have to be sought after to- -remedy these
matters.

Chairman FaunTtroy. In that regard I wonder if you would care
to comment on President Keehn’s reference to the fact that the rel-
‘ative investment of Federal Government resources in the Midwest
iz low, and whether an increased investment ih the Northeast con-
"tnbuted to the recovery that that sector has experienced. -
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M. MARTIN Mr. Ghalrman I Am sure 1t was’ contrzbutory Eut 1
also seem to remember that, over the same period of time, let us

_say the last 10 or 12 years, in. New England, while ‘there was cer-

_ this recovery? For ‘&

tainly consideration specifically by the Congress in the appropri-
ations process, there were also some substantial military installa- -
tions that were moved out of New Eng’lanﬂ at the same time. So I
think it was a mixture of crosscurrents in that regard.

Chairman FAuNTROY. You both stressed the cost of inflation—the
cost.it has mﬂlétéd on the economy in the past and the risks that it

. poses for the future. I understand and agree that we should be at-

tentive to prevent;a resurgence of inflation, but are there not risks
that the Fed coul come so fearful of inflation that it would stifle
kample, M-1 velocity ‘was unusually low during
1982, and remained negative during the first quarter of this year. .
Yet current M-1 growth rates are being viewed as inflationary by
many cobservers. If the Federal Open Market Committee responded
to these fears of future dinflation by tightening monetary policy,

" even though M-1 velocity is still declining, wouldn’t that raise in-

terest rates and slow the recovery? .

"Mr. MARTIN. Certainly, if we were to diminish the rate at wh;;:h
we ‘are providing bank reserves through the open market oper-
ations, there would tend.to be a pressure on short-term rates. The -
complication of markets today is the instantaneous nature of infor-
mation exchange, and, therefore, what happens to expectations.

There are times when the growth ‘of one or another of the mone-

tary aggregates tends to provoke expectatjons of future. mﬂatmn, :

- -and those expectations themselves run up interest rates::

. So we have to be very careful not to give signals to the market
that we are either being too easy, which markets may translate
into future inflation, or too restrictive, which places additional -
pressures on market rates. We need to avoid either extreme. =

Chairman FaunTtroy. Mr. Keehn, would you care to ccsrnment on
the question, as well?

Mr. Keeun. I.would’only add to Mr. Martm 2 cnmment that in
various testimony and releases that the Federal Reserve System

" has put out, clearly, we have noted that we are in- a period in

which M-1 is going through some, significant shifts. As we go
through this period we are placing a lesser emphasis on M-1 and
hlgher level of emphasis on M-2 and M-3. :

Therefore, I think more broadly that overall policy is one being
conducted very effectively. .

Chairman FAUNTROY. Mr. Hiler.

Mr. HiLer. Thank you, Mr. Chairman.

I would like to address a question to both gentlemen Unemploy-
ment nationally is at'10.2 percent with, as the chairman mentioned

-earlier, additional underemployment by a large number of people,

and a-large number. of penple who -have actually left- the--labor.
force. .

I thlnk Mr. Martin, you mentmned there were several factc:rs,
several components to. the unemployment rate—structural, cyclical,
and frictional unemplayment I wonder if. you might tell me what’
share of the 10.2 percent is each of thnse three fat;tnrs—structural e
cyclieal, and frictional? : ..



Mr. MarTIN. I would be glad to submit to you and to the subcom-
mittee our thinking on this! I would only .caution that there has
been ‘over tinte, despite the herdic efforts of labor. economists and
others, no very satisfactory delineation among those factors. It is
particularly difficult to tell what is structural unemployment—how
‘tany ‘steelworkers in ‘Mr. Keehn's Federal Reserve -dis
trainable and reluctant to move to a different
hapg at a lower wade rate. I' will respond to the besiipf uy_ ,
but’with the caution that we don’t have a nice theory &nd a nice.
.econometric model which is very helpful in this regard. . oy

[In response to the request of Congressman Hiler, Vice Chairman
- Martin submitted the following information for the record:]
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. Vice Chalrman Martin subsequently. submitted the
“ following information for the gecerd:. :

and many economic situations., Becauseé the distinections are
so eleudy, I am not able to separate the current pool of

unemployed. into three distinect ‘groups. I can, however, offer

some- of my thoughts on the sources of unemployment and my

>igtar§ratati§n cfrthe current uﬂémglaymant-situatién;v
Fri&ii@nal uﬁemglayﬁén;,vas I sgé‘iﬁ; can a&éur‘in
a wide" range of cireunstances: _as workers enter the labor .
‘market for thé:first%tim;; és theyrreenﬁé: after a ééri@d out-

side the workforce, or as they change jabs.f In tight labor

markets or for those workers whose skills are in sheort supply,
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whosé joblessne
selves facing eyelical or structural problems.

cyclical joblessness is most.readily associated-with -
teﬁg?raf&_layaffg that occur Sﬁfing general economic recessions.

jobs during an e#fonemic downturn because they have reasonable

expectations of returning to their former jobs relatively
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quickly during an econpmic EEéEVEry;f This type of unemploy-

ment will be best alleviated by macroeconomic policies designed
to achieve a solid, noninflationary economic recovery.

Structural unempleyment, as 1 pointed out in my

lack

5]

prepared statement; can bccur among, those workers wh
“'the training to meet employers' needs. as well as améng'highly

skilled workers who b

me displaced from their jobs as

‘patterns of labor demars shift. The transition of these

£

orkers to ‘new locaticas

can be expected to occur

" is often associated with

the persistence of long duration joblessness involves high
social costs and may be econemitally inefficient, it is

' ) L . : - FRE S
appropriate, I believe, to use our employment and training

prégramé to ease the transition of the strugturglly_uﬁémpiéyéa

joblessness, the separation of the st;uztuially unemployed

- from thé frietionally and éy:liga}ly unemployment ig especially

difficult.: In‘Maj, for example, 2=-3/4 million of the .more

tﬁan 11 millien unem?layed workers had been jobless for more
than 26 weeks. A separate report ‘showed that 2 million

_persens were receiving extended duration unemployment insurance

ﬁs;iwhich suggests that many of the workers éugrently_f
out of work for more than 26 weeks have some recent job

experience. HOw many of these workers can reasonably expect

to return to. their former jobs is not clear. :
e
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Burlng past bu;ine cyelea, the economic ;Echery

bfcught a sharp reég;ticn in long term unemplayment. F@f_

example, during 1979, the laaﬁ year of very.tight labar market

- eonditions, théréaﬁht of long term gnemglqyméﬁt stosd at: jus
-500,000.  'Thus, it might EE argued that a quiék feturn toe the
labor market conditions of 1976 could alleviate the bulk of -
.iéngséufatian Dﬁémpl@yﬂ%hﬁf‘ But, it ig.alsa'psabablérthat R

" over the past three.yearsi economic conditions have changed

1

m

fundamentally, part;:ularly in international markets, and

]
I
i
=
T
ﬁ

ural ahlf in labor demand have accelerated. ~“Indeed,

as. Mr. Keehn has suggested, some of our core industries are

n "this éﬁv;rgnment, I believa it

' tc review thE set of, Empléyment and tra;ning pglléié now

#
ava;lablé and to attempt to ensure thatrthéy will improve the v
mateh of workers w;th the jgbs to EE: yerated by the non= -
;,fl”t;@nary EEDﬂDmlE re:cvery we are now prcjact,ng.
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- people?

-'may be asking._

Mr. HirLer. Mr. Keehn, doyou have any response? = -~

. Mr, Kegnn. I would just-add that it is.a very, very difficult as-
sessment;. you are talking about a broad. aggregate, that is very
hard- to divide. Having said that—and in my fuller testimony thére
are some supporting tables—we have been running in the Middle
West at about a 2 percentage point higher rate of unemployment
than is the case for the national average. I think -that begins. to
give us some feeling that the level of structural unemployment in
the district is comparatively high. . L -

. As we go further into the recovery, we would expect that 2-per-
cent gap to narrow. But not all the way. It will probably end up
‘having a 1- or 1%-percent differential between .unemployment in

“our district and in the national average. That may give some feel-

ing as to thesstructural level of unemployment in our district.

. Mr, HiLer. Once again, the question directed to both gentlemen:
What would you consider full employment to be today?

““Mr. MARTIN. There ‘s certainly a lot of debate in the academic

. community with regard to this issue, taking into account the rise

in labor force participation and the. slowdown in growth of labor
productivity that has damped the expansion of our economic poten-.
tial. Most researchers, I believe, tend to come in with figures that
are. above those that 10 or 15 years ago we would have thought
normal. So that [ see more oftén quotations of 6 to 7 percent—some
lower than that——as some sort of an unemployment rate consistent -
with noninflationary economic growth.

We are far above those rates today. ; N
r. Mr. Keehn? ' - L)
force.

Mr. L -

Mr. Keenn. I think the employment market and, the labor
are changing, so dramatically and so_rapidly that it is hard to
assess what would be a precise figure. Certainly, it is higher than 4-
percent, which we have used in the past. 1 haven’t seen anything

“that would give me any assurance that a level of 6 or 7 is absolute-

ly full employment. But I would tend to think that it is in about.
that area. ) ST C L
Mr. HiLeEr. Mr. Keehn, I think in your prepared testimony you

‘commented that unemployment. was at its highest level since the

Depression. How about employment in terms of a percentage of the . -

labor force, potential labor force, and also in aggregate numbers. of .

Mr. Keenn. If you would take a look at table 1 in my prepared
statement, we give some employment numbers for the district as
they relate to the Nation over periods of time, going back to 1979.
Clearly, we are operating at a disadvantage in terms of employ-
ment in the district. - ) )

Mr. HiLgr. I think you are answering a different queéstion than I

Mr. Keenn. Sorry. ~ ¢ . . o o
" Mr. HiLEr. In your statément—and I can’t remember what page

it was on—but you said unemployment was at a post-Depression

high. I presume you meant both in percentage terms and in total
number of unemployed people in the country?.
Mr. KEEHN, Yes. : i )
Mr. HiLEr. You were referring to the over 10-percent unemploy-
ment. . : - < .



SO L ,7() e o i .,,,,,r,,,,if-i:',:

. Mr. KEiHN. Yes. , - : ) S Co- L

. . Mr. HiLER. ] was curious, if you take in terms of employment, .

- aren’t we also at a very near record for employment in terms of
percentage of the potential labor force and in utilization—— .=
" Mr. KEEHN. Sorry, I missed your point. In terms of the absolutes,
the employment level would be higher than it. was in the Depres-

- sion. In relatives, I was just suggesting that the employment rate is .-

“hot as high as it has been.: T S

Mr. HiLer. If I might just ask one more question, Mr. Chairman, *

in this round. - , : . - .
Mr. Keehn, you mentioned inxyour statement, I think as the

chairman had commented, just a whole litany of factors that have -

affected the region. I think some of the things you mentioned—ab- .

" senteeism, State and local taxes, unemployment compensation, dis- -
-ability benefits, wage rates, percentage of old capital and older fac-
-tories, number of strikes, percent unionism—just a whole variety of
things—if we have an above-average recovery over the next 210 3
-years;, how much of the unemployment problem that we have in .
that Midwest region that you are from would go away, and how
much is due to these other factors that really are almost beyond
the ability of the Federal Government to directly influence? -~ . -

- Mr. KeenN. I can’t give you an exact amount. But I can certainly
reply that 1 think the structural issues that I have tried to out- .
line—the pollution control laws, for eizsmixlé; the higher than aver-
.age employment costs in our district—make it very difficult for the .-

“region to recover on a fully competitive basis with the other areas: .

: 0 I think that even”with a very good recovery, we will lag, to .
-~some extent.-Having said that, capital goods are terribly important *~-
- in our district. And they will lag. We will get to a point if the re-
“‘covery continues, then the capital side will begin to show improve-
ment. That will be fundamentally important to our district.
-~ But, even then, these heavy capital industries are going to be op-
erating at a disadvantage because of the reasons I have tried to cite -
‘v in-my testimony. And I think it will be important that people un- .
derstand these issues and try and correct them so that as we go
forward on the longer basis we can continue and be fully competi- '
tive. ) - ' ‘ T
- Mr. HiLer. Thank you. .. .
I yield back, Mr. Chairman. : ) o R
. Chairman FaunTtroy. The gentleman from Georgia, Mr. Barnard.:
Mr. BARNARD. Thank you, Mr. Chairman. =~ R
Mr. Martin, if you could just for a second this afternoon take us
into the inner sanctorium of the Federal Open Market Committee,
could you tell us some of the considerations that go on there in de-
termining the scope of the monetary policy? I mean, what are some
- of the indices that are considered in making those decisions?
The reason I am getting around to the whole question, is unem-
ployment at any time considered?> ..~ - .
-~ Mr. MarTIN. Yes, Congressman Barnard. There are events that
- lead up to the actual determination of ranges for the broad mone-:
tary aggregates. And the verification of numbers for M1 and for
Federal funds rate, and this new non-financial credit variable. - .
Preceding that stage, there are many hours of consideration, be-
‘ginning usually with the reviews of the reports from the 12 Federal
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Reserve Bank Presidents, including Mr. Keehn, as to the economic

conditions -in each Federal Reserve district, including the unem-
ployment levels; the comments by the staff of the Federal Reserve
Bank, perhaps by the Presidents themselves, with: regard to partic-

ular industries, their condition, their employment, productivity, the

outlook and other types of information. . o
On.the national level, the staff briefs the members of the FOMC

‘as to the many indexes of economic health. There are reviews, ex-

tensive reviews, of the economy, including the employment, unem-
ployment, underemployment, and so forth. All of these matters are

discussed prior to the review of international debt situations, credit -

situations, foreign economies; all of this prior to financial markets,

.interest rates, monetary and credit aggregates. ) R
‘Mr. BARNARD. Inﬁetting the monetary policy for the entire coun-

try, then, there woul t

ting some of those targets at times; wouldn't it be 507

- Mr. MarTIN. Well, certainly—— '

d be a feeling of unemployment writeoff in set-

Mr. BArNARD. T mean, because unemployment varies, as we have

stated today, in such a degree from one part of the country fo an-
other. - . L - ) o T
Mr. MARTIN. Yes, sir. The Congressman is quite correct—in set-

ting national monetary policy, while it is necessary to review.”

region by region, one finally comes to a putting .together of the
whole pattern, and setting national targets.. That is correct.

" Mr. BARNARD, ‘Therefore, you would certainly disavow the criti-
cism of the Federal Open Market Commiittee that no consideration

_is made. of unemployment in setting monetary. policy. You all do_

- consider that? , B , R

Mr. MARTIN. Yes, sir. As a factual matter, wedo. -~ .~

Mr. BarnarD. You would feel probably not disinclined to want to
comment, but the thing that concerns me is that the condition we
have today, wasn’t it pretty much predictable as far back as 10
years ago, with the high rates of inflation being what they were?

Wasn’t it very predictable that some place in time, we were going
‘to get caught up in inflation to the degree that we were going to
have this current situation? '@~ . 7 - ’ :

Mr. MarTIN. 1 think there is some merit in what the Congress- .

. man says. In the early 1970’s:we were attempting to discharge our
responsibilities around the world, and at the same time niove into
a very substantial expansion of our entitlement programs. We were
beginning to be concerned about productivity.

Mr. BarnARD. That is when we have notably seen a decline in °

-productivity. = . : o
Mr. MagrTIN. Yes, sir. -~ L o
: Mr. Barnarp. The question is: Why didn’t the Federal Monetary
Committee take financial policy in hand at that tirhe? Weren't we
experiencing an overexpanding financial monetary market back in

a period of time when we really should have been showing-more -

restrictiona? L - i

Mr. MarTin. Certainly one can look back and find periods of
time .in  which we overexpanded the provision of reserves to the
banking system. At any moment when FOMC is trying to look out-

~into the future, we are acutely aware that forecasting is not only



T2

. not a science, but one can even question whether it is much of an
- Icite the blue chip economic forecasts in which some 45 forecasts
- were shown there. The variation from what actually happened in
1382 was significant: We are aware that the best ‘of forecasts have
" - a wide variation around them. If you were on the side of underpro-.
viding monetary reserves in the, early 1970’s, then, of course, you
may unduly tighten the credit by that measure and pay the price
in unemployment and slower growth.’ : e
Mr. BArNARD. But this is what we have done in the last recent
- months, isn’t that true? I mean, in other words, the present Feder-
al Open Market Committee, the one dating back the last year.and
‘a half or 2 years, they have come to grips with the problem and
they have said we are going to do something about it. It has had a
‘writeoff in high unemployment and high interest rates. - o
..+ _So the point is, who made the best decisions? Were the best deci-
sions made in the 1970’s, or were they made in 1981 or 19827
-~ -Mr. MARTIN. I find it very difficult to answer that guestion, but
let me attempt it in a more or less technical way. - '
- The selection of the data and the-variables on which to target
the provision of bank reserves and the application of monetary
policy, vary depending on the circumstances. In one period of time, -
‘the external shocks which may come in and throw off the smooth
application of monetary policy may come from the price sector. It
- may be there are unpleasant surprises in petroleum. prices as in
-the two oil shocks we experienced over the last decade. .
At another time, the surprise may come from the international .
credit side. And it may be a capital flow disturbance that comes in.
. Too much capital may come into the markets. - :
So one set of targets works better at one time and another set of

targets works better at another time. . o v :
. Mr. BARNARD. But surely you weren’t surprised that present
monetary goals were not going to affect employment. Surely that
wasn’t a surprise. ' : c -

Mr. MarTIN. No, it was not, sir. . ]

Mr. BarNARD. So I guess I am back around full scale HOW.

Do you think, then, that reducing inflation, which the Fed has
been so successful in doing—and I compliment you—has had a
normal and natural result in affecting unemployment? o

Mr. Martiy. I think it has affected unemployment to.some
degree. I think there are some other factors affecting unemploy-
ment that we have been reviewing. But, yes, sir, is-the answer.

Mr. BArNARD. To go back to Mr. Keehn's observations—that we
are in for a long spell of recovery, that our expectations should not
be too high, from what I understand you to say, that we are going
to be in a long-term adjustment in bringing unemployment down—
were you speakifig nationally, Mr. Keehn, or just from your area,
your district2”. - - - - o T o
Mr, iN. Certainly, T was most particularly referring to our
ared because of the conditions which I tried to outlire. I think ‘we
‘aré going to go through a very difficult period of structural adjust-
ment. . . . ’ : .

Mr. BarNARD. Thank you very much.
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Chairman FaunTroy. The gentleman from Tennessee, Mr.
Coaper. S - : : R -

. Mr. Cooper. Thank you, Mr. Chairman. e

1 appreciated the list of factors that the Federal Open Market
Committee considers in its deliberations. One factor, it seems to
me, that should be congidered is this factor: The financial markets
seem to have been a little bit jittery in recent weeks. They seem to

- be increasingly jittery as the August deadline approaches for the

appointment of either the same or a new Federal Reserve Chair-
1 was wondering if you all considered in your deliberations the
state of the financial markets in terms of their reaction to the

" leader that you could have at the head of the Federal Reserve be-
"ginning in August? - '

© Mr. MagrTiN. It is certainly the immediate condition of financial

" markets as are reported to us by the paople who deal in those mar-

kets, immediately before discussion of the targeting. In terms of a
reappointment of our current chairman or an appointment of an-

" other individual to that post, to the extent that we find the mar-

kets are concerned, unstable for whatever reason,: it is our job that
you have given us to try to offset and stabilize that megrket disturb-
ance, regardless of where it comes from. ) N )

Mr. Coorer. Do the Federal Open Market Committee actions
extend to contacting the White House, or any other publicity mech- -
anism to alter their behavior pattern in regard to news releases or

~ things of that sort? - -

Mr. MarTIN. No, sir, not to my knowledge.

- 'Mr-CooPER. So the only tools you would use would-be mcnetary

tools having to do with bank reserves or your normal mechanisms?
It wouldn’t have anything to do with the press releases issued by
the Federal Reserve or the White House or another part of the ex- -
ecutive branch?. : S ] . :
Mr. MARTIN. We, in our press activities, of .course, are careful to

" review on a very frequent basis the given actions of the Federal Re-.

serve Board as it acts with regard to regulation of bank or holding

_company powers, or the approval or disapproval of particular appli-

cations that have some significance. . o )
‘We issue, after a lag time, the minutes of the FOMC itself. We,

- of course make known our position on various issues primarily

eeches and
- press re-

through the Chairman, as our spokesman, in -his
other communications which are carried heavily in ot

- leases. But we are not in a position to speak for the FDIC or White

House or this committee or any other body. . :
~ Mr. Coorer. The Federal Reserve would seem to have an interest
in the continuity of its policies. The closer we get to August, the
less appearance of continuity theré will be to the financial mar-
kets. If we could arrange a transition now that would have a great

- deal more continuity, it would seem then one that comes at the

11th hour at-the end of July or August. So it would seem the Fed
would have a definite institutional interest in continuity. ,
1 was just wondering what efforts had been taken in that regard.
Mr. MarTIN. No efforts that I know of. :
~Mr. Coorer. Another area of interest to me is the various meas-
ures of unemployment. As I understand it, you can have U-1 all

‘. ) : P;",xf
w Y



~ the way to U=7, depending on how the Labor Department, Bureau.
of.Labor Statistics, wants to measure it. The Fed seems to have a
.great service to the American people by educating us on M1, M2,
"~ 1 was wondering if there was any educational drive to educate us
on unemployment, too, because, as I understand it, the Féd often
uses the U-4 or U-5, where if you wanted you could use the U-T,
which would be larger; or, on the other hand, you could use the U--
1 or U-2 figure, which would be dramatically smaller. - :
But there is a lot of evidence from the questions teday as to what
- is structural, what-is not. I think it would be helpful if the Fed
would consider perhaps doing for unemployment what they have
already done for monetary aggregates. : . :
- Mr. MarTiN. We would be glad to submit to you, Mr. Cooper, any
' comments we can on those various measures. e
In response to the request of Congressman Cooper, the following
information was submitted for the record by Vice Chairmtan
Martin:] : C - -,

£
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iﬁ.:;spcﬂsg'ta your ingquiry abguﬁ Ehé;vari@us
unemployment inﬂizaﬁéfs, Ul through U7, Ifgauld point out that -
Labor Statistics (BLS) re;gfﬁs_thésg fiéufes' :
-its press release gn tﬁgremplaymeﬁt.s;tuatiaﬁ;
the labor ma;ké& éata~éaeh mg§th, the Commis—

BLS, Dr. Janet L. Norwoed, Eestifies before
the Joint Ecoriomic Committee., The Commissioner is reszponsible
for the prépazatian af the ﬂaté and ig the best éualifiéd.pézsan
to prgviag]infgfmati@n on how éh; iaﬁa are assembled and ﬁ;wv

: t

the Ul through. U7 measures relate to other indicators of labor

markgt*@gﬂéiti@ns@
I

"am attaching an article written by former-Commissioner
: ; ;

JuliuévﬁhiSEiﬁ for thé~?ebru§fy‘l§7§ Monthly Labor Review, whieh

is published by .the BLS. The article.provides background infer=

*maﬁiéﬁ on-the Ul -through U7 measures.. - - el
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Emplcyment and unemplayment
‘the dc’ughnut or the h@le‘?

A discussion v:?f the relative merits
-of various tvpes of employment and.
unemploymerit iates as meastires of
the economy's pé‘:fgnnanrf and as
cjr:hfal lndlfﬂhjﬁj‘ .

| Juids Sﬁmiﬂ' -
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-gress on something that is the Congress particular responsi

: Mr CDOPER I think a EubTDIESan to. the general pubhc: wnuld be -
of the greater interost.

One final question is this. I would like- for you to answer it as.’
private citizens, if possible. You urge fiscal restraint on the part of
Congress to lower budget deficits. I agree with you..

I was just wondering if, as private citizens, what you thaught a
potential tax increase might do to the: recuvery“?

Mr. MarTIN. I think it would -be unseemly for me as a Federal
Reserve official to comment on:or to attempt to advise the %cm—
ility
Mr. CoorER. How abcmt unofficially, then, as a prlvate citizen,

" Mr. Martin?

‘Mr. MarTIN. I think as a private citizen I h ve blases as a:;y

other private Eltlg.eﬂ has. And those are that, if the Cungress moves . .

" toward the tax increases, I would hope there wou d be careful con-

sideration of taxing consumption. and consider:

that taxing investment could have on our needs fcir building the .

capital stock, :
I guess my biases wauld go in the dlrectlon of attemptmg to pre—

‘serve whatever is possible of incentives to invest and create new
~ jobs. But that is a private citizen’s blas .

.Mr. Coorer. Mr. Keehn? . T

Mr. Keeun. Well, it seems to me, speaking as. a private cltlzen
that any increase in taxes at this particular moment, given the
status of the recovery, would not be appropriate: Havmg said that,

-we have thlS lgnger run ﬁscal prﬁblem that slrnply has to be dealt }
- with. . :

1 thmk I’E wﬂl take a very careful balance between mcreased
taxes to raise revenues and decrease. expenditures to aid on that
side. I think we have EEEOmleEhEd something in the tax policy to

" provide incentives to save, and I would hope we would not make a

change there-but, rather, consider very carefully the apphcablhty

- of taxes that would be on the ‘consumption side.

Mr. Coopek. Thank you very much, Mr. Chalrman
Chairman. Faungrov. I thank you. : [
"The gentleman from Delaware, Mr. Cafper'? : :

"Mr. CarrER. Thank you, Mr. Chalrman I would like to welcome
both of our panelists today. . . .

Mr. KegnN. Thank you. ’ ’

Mr. Career. I would like to follow up, if I cauld on my c«:lleague
from Tennessee’s question. One of the alternstlves, in fact, a couple
different tax alternatives or revenue enhancers have been _proposed
to the Congress earlier this year. One by the President, I-think a
prospective fee, if you will, on maybe imported-and/or domeéstic oil,
Also, we have heard some talk about regcinding the third year of
the tax cut or some variation of a change in the tax cut..

One of the ideas that has some appeal is that of ca

ping the tax

~ cut, the third year of the tax cut, at some mnominal tax cut per indi-.

v1dual $700, $500, 3300. You plck ‘the number.
Two questions, both closely related. Would you care to comment,

please, on what -impact the imposition of a fee on domestic and/nr o
. imported oil might be expected to have on inflation and on our eco-

nomic recovery. And secondly, what impact might the enactment of

‘a change in thE third year of the tax- i:‘ut that 15, a $TDD cap on the

il

E - . - ’ . i
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magnitude of thﬁt"mx cut, how might that also-impact on the rate

- of inflation. and, more particularly, the economic recovery?

I don’t know if I should ask you to do this with your official hats
on or your taxpayer capacity. Whichever you feel most comfortable
in. o o . ~
Mr. MarTiN, I must admit I have not done or reviewed work in
 this area of the impact of individual taxes through any kind of
“modeling process. So I am ‘at a loss’ really to respond in any very ..
technical way. I am. aware of the arguments that have been made
in various European counfries for the taxation of imported oil, and -
_indeed the moves that have been. made in some countries to at- :
" tempt to try to hold up the price, with taxes, at the gas pump in an
effort to restrain the consumption of that particular need-to-be-im-
" portéd commodity. T R . ]
- It seems to me that that is worth looking into in our own case. I -~ -~
am aware of the discussions here in the Congress on that. But I
must confess, I do not have data or-any gpinion that would be of
weight to this committee with regard to the third year tax or the
cap.. : : L : : .
. Mr. CArPER. Mr. Keehn? , C e o -
7 Mr. Keean. With. regard to-the second question, I would want to
know the facts as to what a cap on the tax cut would really mean
in terms of revenue. If the facts were such that it would result ina
‘substantial amount of money, then it would be worth considering.
- Mr. CARPER. Let us assume for the moment a $700 tax cut would .
- raise from- $5to $10 billion-in fiscal-year 1984. . _._ T i
" "Mr. Keean. I would be surprised if the number w that large,
but if it were that large, it would certainly be something you would
have.to consider very carefully. - o : '

On the first question with regard to oil import fees, it.geems to -
me that the price of oil has dramatically. declined; the price of
energy has dramatically declined. This might be an opportunitys—.-
again it relates to the comment I made a moment ago with regard .

“to consumption taxes—since a tax on oil imports-is basically con---.
sumption oriented. It would be a way in which this could be accom-"- -
plished. At the same time, and certainly not incidentally; it would
provide an opportunity for the increase of ‘domestic production; and
that has a whole series I think, of, beneficial effects. T

Again I would want to look at the numbers very carefully. But if b

'it was an interesting number, it is something I would want to think
about very carefully. ) v e

. Mr. Carper. Thank you. Next question: As.the economy recovers
this year, and hopefully next, what factors will be acting to one, -

‘rekindle inflation, and two, to moderate or dampen the rekindling -
of inflation? It is a two part question. That is the first part.

. Mr. MarTiN. Well, the rekindling of inflation is an ever present

“and major danger.:As the Congressman knows, prices have-begun- - -

_to firm in areas in which demand is growing. For example, the first

sector of our economy to show broad recovery has been housing. 1
understand the price of new housing at the sales market level has’
already begun to float up some. This, after less than 12 months of -
recovery in hdusing. o ) 7 - S
Second, '~ are all aware that sensitive commodity prices and
certain raw materials such as lumber, have already shown, particu-
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Jlarly where discounting was severe during the réééssicg,‘ﬁlibstégf
tial increases. Some lumber prices being quoted now are 40 to. 50

percent higher than they were 12 months ago.” R
~.I think we have to be careful to sort out in reviewing ‘these price
increases; the potentially alarming implications that s data has
for inflation from the aspects of the increases that indicate a- recov-
ery in prices for raw materials, commodity.and semifinished goods
~that is necessary to bring production back up to a breakeven point.
Copper mines, in which the price is only a fraction of*the ¢ost of
production, of course, there are going to be some increases in -
copper. . C o T ' - N S
- The ‘more fundamental question, though, that should be in every-.
one’'s mind is, as the economy recovers, are there wage ‘and price
increases that are expectational in nature? That are anticipating
shortages? That are anticipating higher prices in the future?-To
date, there has not been much of that. It is the anticipatory side of
wage settlements and of contract renegotiation between ve

user. that so far have not shown a lot of this really alarming les

ing indicators.
* Mr. CarreEr. Mr. Keehn? S : ,
Mr. Keenn. 1 think I would divide the risk into two broad catego: . -
ries: first, wage escalation, and second, price escalation. Dealing’’
. with the second one first, I think one of the more interesting devel-:
opments that has come out of this recession is the very substantial’. -
reduction in bréak-even levels by a lot of our operating industries. -

...t has been accomplished in a number of ways, but among-others; -
as I suggested in my testimony, a significant number of plants have
simply been closed down. The productive capacity in many of our
basic industries has been very significantly reduced. T

. As we get into the recovery and as operating ratios g§back up
from what is currently a’very low level, there is goingd¥to be a
temptation on the part-ofindustry to bring back some price in- .
creases. We are already seeing this. The vice chairman has com-
mented on a number of commodities where you are seeing price in--

". creases. 1 think you -will see this following through into product
prices. As the operating ratios go back up, I think you are going to
see a snugging up of prices. Not so much overt price ificreases as- -
the elimination of disdounts from list andthat type of thing.

_The other area, the other side, wage escalation; I think as we go
forward into negotiations, bargaining sessions and the like as cor-

porate profits improve, | think labor will want to regain some of
the concessions that :they have giver up. I think labor will also" -
want to try to increase some of their demands in the bargaining
process. S - - . _
These two areas, wage escalation and price escalation, are. the
* risks that. I would see. Both would be considerably influenced by
- -the-outlook for infldation and inflationary expectations. If; in fact,
on the wage side and the price side people have an optimistic out- .
look with regard to inflation and can count on continued price sta- .
bility, I think their attitude in these two areas'will be different.
. Mr.. CarpEr. Thank you. My time.has expired. On the second -
round I will come back with the second half of my two. part gues-
tion. I will give you a'little signal. I am going to be asking you, of
* those factors enhancing or depressing inflation over which does the -
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‘Fed have 'somé_:ééntfdl: and over which’ does the Congress have

some control? -, , . .

Chairman FAUNTROY. Mr. Martin, there have been persistent
questions as to tHe type of recovery that the Fed would like to see
happen. On the one hand the Fed could be trying to foster! recovery
with real growth in the first year or so comparable to past recover-

‘jes—6 to T percent—even at the risk of a modest rebound-of infla--

tion from the current 3- to 4-percent rate. On the other hand, the
Fed could be trying to foster a recovery with a slower rate of. real

_growth the first year or so—say about 5 percent—in order to hold -
inflation .at those rates. Since the choice of thése two courses obvi- -
- ously has implications for employment, I wonder if you would tell
the committee which of these kinds of recovery the Federal Open .

Market Committee, and you personally, would like to see happen.
Specifically, if real growth this year turns out to be 6 to T percent,

would the Federal Open Market Committee view that rate as an -~

overheated exparision which should be restrained or as an appro-
priate or proper response? . . ' '
Mr. MARTIN. Mr. Chairman, a 6 or 7 percent real growth for this
calendar year would:-be one in which 1 think.we all as citizens
would applaud. A 6: or T-percent real growth would mean, I think,
that unemployment would decrease more rapidly than the numbers

we were previously reviewing. If 6 or 7 percent could be accom-

+ plished while inflation was kept within the 3 to 4 percent range, it-

would seem to me that that would be a very salutary outcome.
"1 think our problem is that the economy has a ‘momentum-of its -
own that is affected. by ‘monetary policy, affected by fiscal policy,
affected by. these international developments. And we all are in a
sense adjusting to what we are finding out there in the markets.
We are finding a little’ bit stronger recovery by half a point or .
three-quarters of a point than somé of the consensus forecasts were

" just a few months ago. I think it is monetary policy’s job to accom-
- _modate that higher rate of recovery. And so far we have not been
constrained by-leading

5t ] indicators of inflation’s renewal, as.I have . .
testified in the previous question. - L )
. So'I think my answer would be, the recovery is getting a little

~ stronger, and it is our job to accommodate’ that. And so far, we

don't sée we have to pay the price in rekindling inflation. °
Chairman FAUNTROY. Mr. Keehn; you have given us, as I indicat-
: “picture of unemployment, and of the
employment outlook in your district. You have discussed the de-
clining population, you have talked about business closings, and
you have noted, with some emphasis I think, the demolition and
disposal of factories and the role of limited public transportation.
Do you foresee any bright spots in the employment picture.in your

~district? What do you suppose could be done now? .

Put another way, what advice “would you give our friend, the.
Governor of ‘Michigan, who previously to becoming Governor had
served on.this committee and chaired the Subcommittee on Eco- -
nomic Stabilization? - : ' R .
Mr. KeeuN. Well, Mr. Chairman, I am sorry that my festimony
is being viewed as a pessimistic outlook. In fact, itis a raﬂgéxer factu~
the pas-
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sage of time nnd some improvement in: the economy we are féeling
better about things Dut-Egere than we.certainly were a year ago.

With regard to your specific question concerning Michigan, there
are some very significant imbalances, if: you' will, in Michigan. I
have pointed out some of them in the tables and in my testimony.
For example, the unemployment compensation rates are high; the
workmen’s compensation rates are high; the level of compensation
costs are comparatively very, very high. Compensation costs are 33
percent over the national average. Just salary and just pay, not in-

‘cluding the fringes. I think if Michigan is going to address the

issue and is going to revive 'the State, they are going to have to
look at these comparative disadvantages and begin to do something

-about them.

_.To give you a specific, Michigan has a usury law that we view as
being very burdensome. It is very difficult to operate a financial in-
stitution in the State of Michigan with the usury law that they cur-

rently have in place. As a result of that, they are.losing some em-

ployment. Some of the financial institutions are moving into other
areas so they can operate without the effect of that usury law.

. These are the types of issues that we think the States are going to-

have to look at very carefully if they are going to try and put.
themselves back on an absolutely competitive basis with other
areas of the country. - v ’ ' v

. Chairman FAunNTrROY. Mr. Martin, in your statement you stress
the need for positive solutions that mitigate the dangers associated

.with persistent _high structural deficits. Let me first say I agree.

with you. My concern is that folks over at the White House and-.
Pentagon apparently don’t agree. As you know, both the House and
Senate have passed budget resolutions which differ in a number of
details, and which will have to be worked. out in conference. How-
ever, both provide for lower deficits through smaller defense in-
creases, more social spending, and higher taxes than the adminis-

tration has sought. There are currently reports that the adminis-

‘tration is not going to cooperate or compromise in this matter but
~will employ the veto. Would that be, in.your view, a positive solu--.

tion to our problem now?

. Mr. MarTIN. Well, Mr. Chairman, 1 think it would be presump-
tious of me. I can’t speak for the Federal Reserve in this matter.
We haven’t reviewed those two-alternatives, so I would have no au-
thority to speak. I'think I would be-getting beyond my field of ex-
pertise if 1 were to respond to the chafrman. I would respectfully
decling to comment. o o : L ,
hC‘l}}airrﬂan FaunTtrOY. Mr. Keehn, would you care to respond to
that? . s = . -

Mr. Keeun. Mr. Chairman, I really don’t think I would have.

‘anything that I could add that would be useful te the committee.

- Chairman -FAUNTROY. Maybe I-can get- Mr. Barnard to respond.
o, . . .
. Mr. Barnarp. I would be glad to.=
Chairman Fauntrov. Mr. Hiler?"
Mr. HiLer. Thank you, Mr. Chairman.
Mr. Martin, I have to say that I am a little bit surprised that you
either have no opinion, or that you plead lack of technical exper-
tise to respond to. the guestion as to whether you think the third

9z
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‘ year Df the tar QUt Ehﬂuld be ellrﬂlu;;ngted I think in an earher ques--
tion, when sumeone asked ‘'whetl=Bher it should be eliminated or

-capped, you siid you had no opiniczon, or did not have the technical -

expertise o leable to respond t:#o that as to what impact- that
would have onthe.recovery. You wwould have to be the only ma,]or '
policymaker inthe country that hasss no opinion on that. -

Now, certainly several times thi=sEs afternoon you have told us we -
should get thedeficit down and do- -these different things. This is an
option. You, msan individual, a8 : someone with an economic and
. banking backgound, must have arrn opinion. on_whether or not the
“third year of the tax cut shouldH be repealed or not and what

impact that wold have on an econ.comic recovery.

Mr. Magtin. Well, I interpreted  the previous question as s indicat-
ing a request lir a quantitative mxmeasure of what sort of impact a
particular set of revenue measyura—es would have. Not-having the
data, I felt I shuld not respcnd in any quantltstlve way. Of course,
in terms of inreasing taxes in afigry way early in a recovery, this is
a kind of meuwire that would give== any of us pause in that the re-
covery is in suthan early stage. To”o increase taxes at such an early
stage is a higlly risky operation. . And I would rather not see that
‘kind of a measre enacted.
~ On the othe hand, in regafd tc;aaca our. rESpDnElbllltlES for setting
mﬁﬂétafy poliyy, we are working irrm markets in which the Treasury
is coming to mwrket for $10 billioon one week, $12 billion another
week, $15° billln another weeki:z and those_massive calls on the

markets are gomething we are coPiiing with on a week-to-week basis. -

In the shortnun, I am concerpes-d about raising taxes of any sort
“early in a vewvry. But over the  longer run in terms of a rising
deficit and itsmanagement, it is 4-  very difficult matter today.

Mr. Hiek. [vill interpret that s==is saying that you would be skep-
tu:al of the wigom of raising tayes-s in this early stage of the recov- -
ery, that it coull have a negstwe mz,mpact == |

Mr.: MARTIN Yoy, sir.

Mr. HiLEr. let me ask the Next=t questmn ‘While you are skeptl-
cal the other pint you mention i= s that the deficits are worrisome
to you. I presume that probably ‘tr the outsyear dsfi\:lts, ﬁmnre than
the deficits inthe next 6 monthg~=——

Mr. Marriy, That is correct. | ..

‘Mr. HiLEk, Ore way or another,. do you.view ' the ﬂptmn of ralslnggi‘

taxes or reduchg spending as havirZng equal impact? _

Mr. MarTin No, because we afe= in a low. saving, low mvestment
-cycle. An incative to invest and t+to create: ‘iew jobs, in new enter-
pr'lses snd ezpnndmg existing EﬂtEgEPPI‘IEES, is very 1mportant to us
in sustsmmg gonomic recovery, 'ﬁherefnr&, it-seems that there is
. an economic wse for reducing spér—=mding as long as that can be done

_.without adverly affecting those = who _truly need the 'welfare and

‘support. In general, I believe that it would be preferable to reduce
the spending thain to raise:taxes,

Mr. HiLER. let me ask thep a tl'ﬂnrd question. If the Dptlon is be-
tween bc‘:\rmwmg a dollar and taxic= :ng a dollar, to eliminate-a dollar
of deficit thatis not solved,”say, _ by economic growth, or say to.
eliminate a stuctural deficit; or  is to eliminate a deficit that is
edrwen by hxgher spendmg, do ym__zu thmk those two optlons are of
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'-’equ'ul impact? Do you think a‘d;:[l;z:%:;r of tax has less irﬁpact'thah,a
- dollar of borrowing to eliminate a 4. Heficit? = - . i T

Mr. MarTiN. I think to borrow tr to eliminate the deficit may be -
somewhat contradictory. I think in . terms of any revenue mreasire,
its incidence very much depends on 55 the nature of the tax. The-inci-
i »f a tax obviously would be & taken into consideration by you
¥ others. of this body in détezermining whether or not so to
But borrowing to finance am.n ever larger ‘deficit, given our
goals\pof monetary restraint, can om=nly place a tremendous burden
ihvate credit markets and, corensequently, on business invest:.

‘ might just take af;;,néﬂ;iéfsecaﬁd here, Mr. Chair-
man. . o o . : LT
Chairman FaunTroy. Certainly, rlease go ahead. -

Mr. HiLEr. I am.not sure I undeserstood your ,answer. It_may be

because you didn't understand mY  question. I don’t know. I guess .
the point I was driving at is that many people view bérrowing a
dollar to take care of spending beyoeoond what existing tax revenue is
has a more adverse impact on theze economy and credit markets
than does taxing another dollar to. eliminate that dollar’s worth-of -

_deficit. : -

Do you view that to be the case, . or do you think they have'the
sume net impact? . oo : Lo

Mr. MarTiN. I think we are talkior ng about the impact of two-poli-
cies which have to be weighted partr—ticularly depending on the state
of the recovery we are i ; 1at-is g

> 'bond tte==aders feel there are going to be
very heavy outyear deficits, that i:Fs different from borrowing the .
dollar today. Raising taxes today, de Zepending on what kind of a tax -
it is, of course, will take money outr_t of the private sector spending
stream. And therefore in the immedidiate sheort run may be injurious
toa kind of an average or below ave=srage recovery. : S

. The markets may interpret the t=tax, however, as meaning lower
deficits out in the future, and it .na=_y have salutsry effects on-inter-
est rutes through expectations. So o are caught in the shortrun/-
longrun dilemma here. o L T -
Mr. HiLgR. I thank the gentleman 3. Yield back.

Chairman FaunTroy. Mr. Barngte-d? SR
_ Mr. BArNarD. Mr. Martin, do Yo -ou think we ought to.have an
amendment to balance the budget? T :

| see’ where the distinguished rr minority leader on Ways and
Means is reintroducing his balan.ace-the-budget amendment this
week. Do you think we need such 2  stipulation in the Constitution?

Mr.Martin. I think that it is alw==vays appropriate to explore new
ways to get at the question of contr—olling expenditures and further-
ing growth. The V%% proposals  for constitutiongal amendments
I thnave, of cours=se,
tional changes and exceptions, exce-=pijofl
the budget would not have to be bal: Zanced. I am fearful that overre- -
liance on procedure or technique hrmay blind us to. the necessity of

-making the hard decisions to redute== certain kinds of spending that

are not necessary to the lower incorome groups, and to readjust our
revenue structure<o as not'to i,nlterﬁ::féré with tomorrow’s unemploy-
ment. e - - -

~

I Y

ere 1s = an expectational sidé that-is a -
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" So 1 guis my ce=oncern -with msideration of. constitutional :

“amendmenls is the fe==ar of distractiythe decisiconmakers from the

hard decsons that mneed to be mk now in:  both sides of the
income stalement. o o ‘
" Mr. BaiarD, I w==as just interesto see wEfhat you would say
about thatlittle issue=. - . . , ' '

The Willamsburg .. Summit is novincluded, = and everybody has

“gone home happy wi—th idealistic guls of lower - interest and lower

unemployment, and =so forth, whichmans that  if we are going to
accomplish all of thes=se goals withil of these  industrial nations,

- aren’t wegping to hee=ve to have somsmilarity = in evaluating some

of the problems, suck=2 as, don’t we hwe some iFE=ference in evaluat-
ing M1, M, and M3, and setting mmlary goalss, as opposed to our
Europea friends? - _ = . .
“Mr. My, Well, T am privilegdb attend —mneetings from time -

“to time of the Bank _ of Internatioul Settlemé==mts at which other

central bik represe=ntatives are. the. I must ==ay, like any other
group of ingtionariess, we talle shy For instar=ce, we talk about;
why i8 it Canada - you are not fauing on MLT hardly at all any-
more? Wiy is it in t==he United Kinlm you he=ave got three meas-
ures of the money st=xpply, as we hue et cetera_ - I think that there
are mofeimilaritiesss than differens Once yoL-a allow for the fact
that some Europear—: countries us lot of ¢==ash and not much
checkbook the proble==ms are quite nilar.

Indeed, | must obs.«erve that in cmlry after ——ountry, the growth

_curve. of Ml or its e&=quivalent in (mmany or T United Kingdom is-

rather suprisingly Gz3uite similar toors. That i-"s, they are overtar-
get withit too. . o S * :
Mr. Bavirp. But= they don’t hmthe flucti=mations we have, do

Mr. Mamn. Yes, - sir, they hawvery sﬁbSt,r_;gntialﬂuétuati@ns

‘Once~alwing for =1l the adjusgmmis you ha_=ve to make in the -
growth othe aggreg—ates, they hawwy substaemtial-—— = =

" Mr. BiwarD, Is E=—hat because dtie structu—re of their banking

- communly there?. .

Mr. Miwnn: I thic=ak it is becaygs|e market== in these countries,
particululy for gove==rnment securily are their—selves volatile. The
movemenf in those markets affecblie depogit—=s in the various fi-
nancial ititutions  country by coiity. And t-=hey have the same
variability in marke=ts that we hatin market=s, and it affects the
growth intheir mon—etary aggregatess it affect=s our growth. = -

“Mr. BanaRD. Wh—at do you seenVice Chai_rman of the Fed as
the valu the econor=nic value, of thfummit? - . =~ . :

Mr. Mamn. I th=ink it is a Valuble exercis=e in the coming to-

‘ bus reS[—onsibilities. T think -
{ as tEEhere is merit in the

there isthe same m=erit in those-niin ,
; iportant-— senior members of
other conmittees ir= the Congresglthink it == a person-to-person
ugaticns,- Mr. & Chairman.

P g

mamn. - v

. Chaimn FAUNT=zOY. Mr., Qgg:
Mr. Camrer. Than_k you, Mr. Ch o oo
I would like toZf=Rck up, if I colf where W—e left off. You may
recall the two par question I wwdking. TEne first part of the.
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question you both addressed was what are some of the factors that

“could prospectively increase or further dampen the increase in.the

rate of inflation. N - o , ‘
- The second part of the question I would like you to now address, -

-if you will, is what sway does the Fed have over those factors, what .
sway if any does the Congress have over those factors? .« - :

. MARTIN. Well, the way that the Federal Reserve influences

- inflation works its way through financial variables as the gentle-

man knows. It is our task to determine the path of the monetar:

aggregates and to determine the growth of credit. Our tools work
through financial markets, and affect interest rates, that in turn

affect-money and credit* flows. As each of those variables is impor-
tant to the path of the economy, it influences the total inflationary -

situation.

If 'we thime®bf our role inm the context of a rﬁﬁltiple—et;uaticn .
model of the économy in which the various forces ‘and factors af-

- fecting inflation are all coming together and interacting, we have"

much to say about the financial factors that affect the level of eco-

. nomic activity. But in terms of other forces, such as the restructur-
" ing of the labor force, the retraining of workers, the mobility of - .

human resources and physical resources from manufacturing to
the service“trades and activities, the work ethic, people’s attitude
] pre ic-forces that are outside our
control. Monetary policy is an important factor in determining the
path of growth of nominal income; but there is a range of -uncer-

-tainty surrounding how any given monetary policy, when combinedx - -

with other economic forces, will affect real growth and inflation.-
We make every effort.to be ;Eare/ﬁgl; that. our policy is having the
impact we intend. . -~ - 7 T/ o ) o
[r. CaArrer. That addresses part of the question. That is, what
factors does the Fed have sway over. How about the Congress?
What do you see us as the Congress having some sway over?
Mr. MARTIN. Well, the Congress, of course, has influenced many_

factors. Your passing and reconciling two different budgetary reso-

lutions immediately affects private markets as participants evalu-

- ate the potential competition for funds. Your various enactments
/in the deregulatory area bring competition into markets formerly:

protected because of statutory and regulatory bars to competition.

- Your’s.is the action ¥r inaction with regard to the International

Monetary Fund quota, to World Bank funding considerations. You
influence us and the other bank regulatory agencies with regard to

. the controls over international lending in the future. Of course,

gress doesn’t have under its aegis. L -
‘Mr. Carper. All right. There have been some Tecent reports of
i s country. I think the

You supervise us, so it seems to me that there is veny little the Con-

To what do you attribute those changes? What impact, if any,

- may we look to because of those changes to, say, rates of unemploy- ,
" ment, to the rates of inflation? ' .

- Mr. MARTIN. In responding, 1 would say:tliat, we are caught in
the short rum/long run dilemma again. I would certainly verify
that the output per hour relative to-1 year ago, first quarter of

L
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1983, shows a plus 2.3 percent. ff’vyou compare that with the first

. quarter of 1982 on the same basis, it showed a minus 1.1.

The increase in unit labor costs, again citing the year ending in
the first quarter, is only 3.6 peroent. Take that back to first quarter
of 1981 and yod get a 9.9 rise in unit labor costs. So certainly the
productivity figures are encouraging. ;

Now, unfortunatelyy much _of the gain in productivity is, of
course, due to a short work week and a widespread curtailment in
the use of labor. The question is going to be, now that demand is
rising and the work week is lengthening, will productivity hold?

My guess issthat it will hold for some period of time, becalse the
flip side of this awful rate of unemployment and underemmoyment
that you are rightly concerned with—and we are—is, of course, you
get higher productivity, and that imakes a given occupation and a
given industry more competitive, more competitive particularly in
the international area. If we could get back a couple of million of

those jobs in export agriculture, export industry, export serviceg, it
., would be so useful to all of us. _

. Mr. Carprer. One last question, if T could. V"7 you, just trace
briefly for us the history of real interest rates, and I mean very

briefly. Also, take a close look,,if you M;{ld. at real interest rates

1

over the course of, say, the last 12 monthg.  #
MWhy are they staying so high? What tan we do collectively to
bring them down? . -

Ir. MarTiN. If I may, I will submit the data to you with regard
to month-by-month interest rates over that period of time. To be
responsive to your guestion, real interest rates have stayed’ stub-
bornly high ovér.the period of time that you have indicated. This is
particularly a functien of the fact that most *price indexes have

- been-coming down so much; that although interest ratgs have had

some decrease up ‘until the last few weeks, prices have- fallen
faster” There appears to be some doubt, partic rly in long-term
markets, that inflation will stay at these recent low rates. .

So we have a real interest rate that is a burden on the recovery
«and one in which there are very few historical precedents for in
this country. There are a number of factors involved, and there is a
degree in which we don’t know everything there is to know about
real interest rates. : f T - -

Certainly. one major factor is the expectation of out year mega-

deficits colliding with the need to finance equipment, plant, ipven-
tory, receivables, and overseas trade. If you are a portfolio mafager
buying 5- and 10-year obligations, you are going to require the bor-
rower to pay 12 or l3.percent, because you feel like inflation is

_going to be back up there when that obligation comes due.

Or 3 or 4 yedars down the foad when you have got to explain to
_your board of direttors why you are getfing such a poor return on.
those investments. It is expectational in large part. )

M Carper. Mr..Martin, Mr. Keehn, thank-you both very much
for your appearance and testimony today. .
, Hn response to the: abeve question of Congressman: Carper, the
following :letter was_gent by Mr. Martin containing the requested
data:| p . L ¢ . v .

7 ) .
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- that the Fe

the stock markeis fell 16 points,” apparently‘because. investors be-

to tighten and send interest rates up! A .weé

Fed would continue to pay less attent; 11
and. to M3. In-light of -that statement, do you think'that the market

¥

" . Chairmian FAUNTROY. Mr. M§rt1n ona relatéd mattgrégrést;efda& :

.lieve that the current above target M1 growth would’ force the Fed_*
k.or so-ago you said -
to M1 than'toM2

"ig overreacting-to the M1 growth? Im your view, is.it'necessary to -

‘But we shouldn’t be governed by it alone.

tighten monetary policy in order to bring down the M1 growth? ~
Mr. MARTIN. Lét me answer the seconq question first, if . may. I |

think it may be helpful to do it that way:

" We ate still looking forward to-the completion of the kinds of ad-
justments in the holding of money and near monies kinds of assets

that we have seen in the M2 and M3. After all, rated of growth in -

those two broader aggregates were very much higher just a few
months ago. L . i i

*We have had some relief in M1, But the question is,- How long -

will it hold? And some relief still leaves you way- above the upper.
line of the curve as -far as that aggregate is concerned. I'don’t

mean to imply we are igmoring M1. We can’t.

<There is still enough of a relationship between “tHe gro?’{rﬂ_i.in :
nominal gross product over time and M1, even when it is behaving '
" in'such an erratic way, up one month, down¥another, so that one -

- cannot ignore M1. But the moye basic considerations gre still fur-
thering the recovery, thestrength of that recovery, and what indi-
cators are there that inﬂa\ticxn is comingeback.. '

I hope I have beenwandid and of some use to you m your think-
ing to indicate that it looks as though the recovery is a little
stronger, -but it doesn’t look like inflation is coming back. It seems

-1 guess in sum, it is one of,séveral factors wg e to consider.

“Chairman FAUNTROY. Gentlemen, ‘I want to- thank you sg

* much for your thorough and provocative testimony. We ha¥e all
‘benefited fram it, and I am sure that the committee and the public

__to me it is more important to watch the iAflationary leading.indica-.
. tprs than it is purely the M1. But one can’t ignore it. .

at large is in your debt for the time and energy ,3;::1; have commit-

.ted to preparation for today.

Thank you so very much. - - . .
With that, the hearing will come to-a close. - T -
[Whereupon, at 4:05 p.m., the subcommittee adjourned subject to

- thecall of the Chair.] . .. ... . .
{The following article “What Is ‘Full Employment’?” was submit- .

ted by the subcommittee for inclusion in the record:]

fg i
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