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PAUL A. VOLCKER

Facing Up to the Twin Deficits

Unprecedented budget and trade deficits pose a clear danger to
U.S. growth and stability. Unless we close the gaps, we risk
becoming the world’s largest debtor nation.

A year ago, in appearing before the House Banking
Committee to discuss the Federal Reserve’s monetary
policy for the year ahead, I emphasized that, after too
many years of pain and instability, we had an enormous
opportunity to sustain growth for years to come in an
environment of much greater price stability. Today,
after a year of strong recovery, that sense of the oppor-
tunities before us has only been reinforced.

The simple fact is that the economy moved ahead
‘faster, and unemployment dropped more sharply, than
we or most others thought at all probable. At the same
time, the inflation rate dropped further, to the point
that producer prices were almost unchanged over the
year as a whole and consumer prices rose by less than
at any time over the past decade. The fact that we were
able to combine strong growth with good price perfor-
mance is what is so encouraging. It is the key to lasting
success.

With job opportunities, real incomes, and profits all

rising, so has the sense of optimism among both fam-
ilies and businesses. That widely shared impression is
confirmed statistically in the results of *‘attitudinal”’
indices that attempt to measure confidence, expecta-
tions, and buying plans—they are mostly at the highest,
or near the highest, levels in many years.

I realize that improvement must be measured from
where we started. There was a lot of room to grow, and
the early stages of recovery typically see rapid growth
and less price pressure. Any satisfaction with what has
been happening has to be tempered by the knowledge
that there is still a considerable way to go to reach
satisfactory levels of employment and before we can
claim to have restored reasonable price stability. In
particular, should inflationary trends and fears again
take hold, prospects for the lower interest rates and
orderly credit markets we need to support investment
and productivity growth would be shattered.

I hardly need to remind you that inflation has tended
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to worsen during periods of cyclical expansion. But
that need not be inevitable. Out of hard experience, I
believe we can shape disciplined policies—indeed, we
have already gone a long way toward shaping policies
and attitudes—to deal with the threat.

What we have not done in this past year is face up to
other hazards to our prosperity and to our stability,
hazards that are new to our actual experience but which
have been long identified. I am referring, of course, to
our twin deficits: the structural deficit in our federal
budget and the deficit in our external accounts, both at
unprecedented levels and getting worse. Both of these
deficits carry implications for the prospects of reduc-
ing our still historically high levels of interest rates.

So far, the strains have been masked by other factors
of strength and by the rapidity of growth from the
depths of recession. But with the passage of time and
with full recovery, the predictable effects have become
more obvious. They pose a clear and present danger to
the sustainability of growth and the stability of mar-
kets, domestic and international. We still have time to
act—but in my judgment, not much time.

Sources of strength

I can summarize briefly why I think the developments
of the past year are, in key respects, so promising—
why, potentially, what has been going on can be not
“‘just another’’ cyclical recovery, but the start of a long
process of growth and renewed stability.

Looking back, it is now apparent that the trend of
productivity growth had practically stopped in the late
1970s. But productivity began to increase again during
the recession and rose rapidly during most of last year.
One or two years do not make a new trend, and rela-
tively good productivity growth is typical of the early
stages of recovery. But the evidence, quantitative and
qualitative, suggests that something more than cyclical
forces are at work in important areas of the economy.
Under the pressure of adversity—and with the seem-
ingly “‘easy pickings’’ of speculative and inflationary
gains diminishing—management and labor alike have
turned their efforts and their imagination toward ways
to increase efficiency and curtail overhead.

That, together with growing markets, accounted for
the speed of the rebound in total profits and improve-
ment in profit margins last year from long-depressed
levels, even as prices for many goods and services
tended to stabilize. The cash flow of businesses has
been further reinforced by the liberal treatment of de-
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preciation and other tax changes enacted in recent
years, and after-tax economic profits, only a year after
recession, are approaching the highest levels of the
1970s relative to GNP. Strong expansion in some types
of investment during 1983—particularly electronic
equipment, where technological change has been so
rapid—carries promise for future productivity.

We should not claim too much. Profits remain well
below rates typical of the prosperous 1960s. Recent
employment increases, while highly welcome in them-
selves, have been so large relative to output growth
that they raise some questions about whether rapid
productivity growth is being maintained. Long-lived
investment—new plant for expansion of capacity—still
lags. High interest rates, the uncertainty bred by years
of disappointment, and strong competition from
abroad have all restrained heavy investment. Already,
a few industries are close to, or even at, sustainable
capacity. But, on balance, the evidence and the omens
are more favorable than for several years.

That is certainly true of the longer-term outlook for
costs and prices. I am well aware that slack markets
and excessive unemployment, the appreciating dollar
together with the ready availability of goods from
abroad, and the decline in world oil prices all helped
account for the rapidity of the drop in the general
inflation rate and the degree to which cost pressures
have subsided. To that extent, progress toward stability
has had a sizable ‘‘one-time,’’ or cyclical, component.
But we also now have a clear opportunity to ‘‘build in”’
that improvement—the best opportunity in many
years.

As the increase in average wages and salaries,
which account for some two-thirds of all costs, has
declined in nominal terms, the real income of the
average worker has increased. That reverses the pat-
tern as inflation accelerated during much of the 1970s,
when escalating wages often lagged behind more rap-
idly rising prices. The more favorable pattern should
be assisted by greater stability in energy prices, where
the outlook (barring political turmoil) appears favor-
able, and by stronger productivity growth. With real
wages again rising on average and with prices more
stable, the logic points toward much more moderate
new wage contracts than became the norm in the infla-
tionary 1970s. The competitive pressures associated
with the process of deregulation in some important
industries have also been a factor working to contain
costs and prices, and, happily, we can begin to see
some signs of more restrained cost increases in areas,
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such as medical care and education, that have been
slow to reflect the disinflationary process.

To the extent that we can build confidence in the
outlook for more stable prices, the process could, po-
tentially, feed on itself. Incentives for speculation in
commodities, and for speculative excesses, would be
greatly reduced and possibilities for another burst in
oil prices diminished. It could provide the best possible
environment for declines in nominal and real interest
rates over time, and interest rates are themselves an
element of costs. Lower interest rates could, in turn,
be a powerful factor supporting and encouraging hous-
ing and the business investment that we need to main-
tain economic momentum and to support productivity
growth.

The twin deficits

Nonetheless, as I suggested earlier, the prospects for
sustained growth and stability must remain condition-
al. There is another, and bleaker, reality. We are faced
with two deficits—in our budget and in our internation-
al accounts—unprecedented in magnitude. Those twin
deficits have multiple causes, but they are not unre-
lated. Left untended, each, rather than improving, will
tend to cumulate on itself, until finally they will under-
cut all that has been achieved with so much effort and
so much pain.

Looking back, the rising budget deficit provided a
large and growing stimulus to purchasing power as we
emerged from recession. It helped account for the vig-
or of consumption in the face of historically high inter-
est rates. The other side of the coin is that financing the
deficit last year amounted to three-quarters of our net
new domestic savings. That was tolerable—we obvi-
ously have tolerated it—for a limited period of time
when other demands on those savings were limited.
Business inventories actually declined on balance last
year, and housing and business investment were re-
covering from recession lows.

Even then, deficits were a factor keeping interest
rates higher than otherwise, and the implications be-
come much more serious as the economy grows closer
to its potential. The hard fact is that for many years we
have succeeded in saving (net of depreciation) only
some 7 to 9 percent of our GNP. Despite the efforts to
raise it, the domestic savings rate remains within that
range now and foreseeably. If the budgetary deficit
absorbs amounts equal to 5 percent or more of the
GNP as the economy grows—and that is the present

prospect for the ‘‘current services’’ or ‘‘base line”’
budget—not much of our domestic savings will be left
over for the investment we need.

Over the past year, our needs have been increasingly
met by savings from abroad in the form of a net capital
inflow. That money has come easily; amid world eco-
nomic and political uncertainty, the United States has
been a highly attractive place to invest. But part of the
attraction for investment in dollars has been relatively
high interest rates. In effect, the growing capital inflow
has, directly or indirectly, helped to finance the inter-
nal budget, by the same token helping to moderate the
pressures of the budget deficit on the domestic finan-
cial markets. At the same time, the flow of funds into
our capital and money markets pushed the dollar high-
er in the exchange markets even in the face of a grow-
ing trade and current account deficit—and the dollar
appreciation in turn undercut our worldwide trading
position further.

We simply can’t have it both ways—on the one
hand, look abroad for increasing help in financing the
credits related to our budget deficit, our housing, and
our investment, and on the other hand, expect to nar-
row the growing gap in our trade accounts. At the end
of the day, the counterpart of a net capital inflow is a
net deficit on our current account—trade and ser-
vices—with other countries.

Most forecasts suggest that we, as a nation, will
have to borrow abroad (net) about 2 percent or more of
our GNP this year to meet projected domestic needs.
That pace does not appear sustainable over a long
period. Faced at some point with a reduction in the net
flow of capital from abroad, the burden of financing
the budget deficit would then be thrown back more
fully on domestic sources of savings. If our federal
financing needs remain so high, housing and invest-
ment will be squeezed harder.

The largest international debtor?

I must also point out that, in the same way that the
interest costs of this year’s deficit add to next year’s
requirements—and compound over many years there-
after—the interest and dividend payments related to
the net capital inflow build up future charges against
the current account of the balance of payments. Skepti-
cism about our ability to account accurately and fully
for all the flows of funds into or out of the country is
justified; it is nonetheless ominous that the recorded
net investment position of the United States overseas,
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built up gradually over the entire postwar period, will
in the space of only three years—1983, 1984, and
1985—be reversed. If the data at all reflect reality, the
largest and richest economy in the world is on the
verge of becoming a net debtor internationally, and
will soon become the largest.

Looking at the same development from another an-
gle, it is the exporter and those competing directly with
imports that have not shared at all proportionately in
the recovery. Developments in the fourth quarter illus-
trate the point. There has been much comment about
the slowing in the rate of GNP growth to a rate of about
4.5 percent. But, judging from the preliminary fig-
ures, domestic demands were quite well maintained,
increasing at a rate of almost 7 percent. Much of
that increased demand flowed abroad, adding to in-
come and production elsewhere. It was domestic pro-
duction, not demand, that grew appreciably more
slowly.

For a time, as with the budget deficit, that kind of
discrepancy is tolerable. Indeed, from one point of
view, it has provided a welcome impetus toward stimu-
lating the growth process in other countries of the
industrialized world, and the strength of our markets
assisted the external adjustments necessary in the de-
veloping world. We can also take pride in the fact that
others find the United States an attractive place to
invest; good performance and policies can help sustain
those flows.

But we simply can’t afford to become addicted to
drawing on increasing amounts of foreign savings to
help finance our internal economy. Part of our domes-
tic industry—that part dependent on exports or com-
peting with imports—would be sacrificed. The stabil-
ity of the dollar and our domestic financial markets
would become hostage to events abroad. If recovery is
to proceed elsewhere, as we want, other countries will
increasingly need their own savings. While we don’t
know when, at some point the process would break
down.

The implications for monetary policy

In the abstract, the ultimate objective of monetary
policy is simple to state and widely agreed: to provide
just enough money to finance sustainable growth—and
not so much as to feed inflation. Toward that end, the
Federal Open Market Committee (FOMC) in Febru-
ary essentially reaffirmed the ranges for money and
credit growth tentatively established in July of last
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year. The target ranges for M3 and for nonfinancial
debt were lowered by 0.5 percent from the 1983 ranges
to 6 to 9 and 8 to 11 percent, respectively, as tentatively
set in July. The M2 range was reduced by 1 percent
from the 1983 range, to 6 to 9 percent. That is 0.5
percent lower than anticipated in July, reflecting in
part technical considerations bearing on the appropri-
ate relationships among the broader aggregates. The
M1 range was set at 4 to 8 percent, 1 percent lower
than during the second half of 1983, as had been
anticipated.

In the concrete, issues abound. Some of them are
more or less technical: how we define and measure
money and its relationship to the nominal GNP. These
questions are dealt with in our formal report describ-
ing our decisions on the targets. I want to concentrate
here on some broader implications of the current situa-
tion for the conduct of monetary policy.

There is no instrument of monetary policy that, in
any direct or immediate sense, can earmark money
only for expansion and not for inflation, or vice versa.
The distribution of any given nominal growth of the
GNP between real growth and inflation is a product of
many factors—the flexibility and competitiveness of
product and labor markets, the exchange rate, and
internal or external shocks (such as the oil crises of the
1970s). Expectations and attitudes developed out of
past experience are critically important.

In that respect we have not inherited a sense of
stability. Quite to the contrary, the legacy of the 1970s
was deeply ingrained patterns of behavior—in pricing,
in wage bargaining, in interest rates, and in financial
practices generally—built on the assumption of con-
tinuing, and accelerating, inflation. Starving ah infla-
tion of the money needed to sustain it is a difficult
process in the best of circumstances; it was doubly so
when the continuing inflationary momentum was so
strong.

Now, after a great deal of pain and dislocation,
attitudes have changed. There is a sense of greater
restraint in pricing and wage behavior, a greater recog-
nition of the need to improve efficiency, less alarm (at
least for the short run) over the outlook for prices, and
relative confidence by others in the outlook for the
United States. In this setting, we can assume that,
within limits, more of any given growth in the money
supply will finance real activity and less rising prices
than would have been the case when the inflationary
momentum was high.

But we also recognize that the battle against infla-
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tion has not yet been won—that skepticism about our
ability, as a nation, to maintain progress toward stabil-
ity is still evident. That is one of the reasons why
longer-term interest rates have lingered so far above
current inflation levels. After so many false starts in
the past, the skepticism is likely to remain until we can
demonstrate that, in fact, the recent improvement is
not simply a temporary matter—that the Federal Re-
serve is not prepared to accommodate a new inflation-
ary surge as the economy grows. The doubts are rein-
forced by concerns that the pressures of the huge
budget deficit on financial markets may, willy-nilly,
push us in that direction, as has happened in so many
countries.

The wrong way to lower interest rates

The desire to see interest rates lower, or to avoid in-
creases, is natural. But attempts to accomplish that
desirable end by excessive monetary growth would
soon be counterproductive. By feeding concerns about
inflation, the implications for interest rates themselves
would in the end be perverse—and likely sooner rather
than later. As things stand, credit markets are already
faced with potential demands far in excess of our ca-
pacity to save domestically; to add renewed fears of
inflation to the outlook would only be to reduce the
willingness to commit funds for long periods of time
and for productive investment. Inflationary policies
would also discourage the continuing flow of funds
from abroad, upon which, for the time being, we are
dependent. In the last analysis, willingness to provide
those funds freely at current or lower interest rates is
dependent on confidence in our stability and in our
economic management. Depreciation of the dollar ex-
ternally as a result of inflationary policies will not, in
the end, help our exporters, or those competing with
imports, because that depreciation would be accompa-
nied by inflated domestic costs.

In a real sense, the greatest contribution that the
Federal Reserve itself can make to our lasting prosper-
ity is to foster the expectation—and the reality—that
we can sustain the hard-won gains against inflation and
build upon them.

In my judgment, against a background of more sta-
ble prices, interest rates are indeed too high for the
long-term health of the United States or the world
economy. I have repeatedly expressed the view that, as
we maintain the progress against inflation, interest
rates should decline—and they should stay lower.

Much is at stake. We will need more industrial ca-
pacity, and relatively soon. Even after the sharp de-
clines in interest rates from earlier peaks, many thrift
institutions and businesses remain in marginal profit
positions and with weakened financial structures; low-
er rates would bring much faster progress in repairing
the damage. The cooperative efforts of borrowers,
banks, and the governments and central banks of the
industrialized world have managed to contain the
strains on the international financial system, but the
pressures are still strongly evident. Both economic
growth and lower interest rates are needed as part of
more fundamental solutions.

But wish and desire are not the same thing as reality;
we have to deal with the situation as it is. In setting the
targets for the various monetary and credit aggregates
for 1984 as a whole, the FOMC had to remain alert to
the danger of renewed inflation as well as to the need
for growth. It also decided that, operationally, it would
for the time being be appropriate to maintain essential-
ly the same degree of restraint on the reserve positions
of depository institutions that has prevailed since last
autumn. That judgment reflects the fact that growth in
the various measures of money and credit now appears
broadly consistent with objectives, that the momentum
of economic expansion remains strong, and inflation-
ary tendencies contained. That operational judgment
will, of course, be reviewed constantly in the weeks
and months ahead.

Those decisions will reflect continuing appraisals of
the rate of growth of money and credit, interpreted in
the light of all the evidence about economic activity,
prices, domestic and international financial markets,
and other relevant considerations. All those factors
will, in turn, be affected by other public and private
policies. In that context, it is the strength of economic
activity, the demand pressures on the credit markets,
and the willingness of others to invest in the United
States that will influence the course of interest rates.

In approaching our own operational decisions, the
actual and prospective size of the budget deficit inevi-
tably complicates the environment within which we
work. By feeding consumer purchasing power, by
heightening skepticism about our ability to control the
money supply and contain inflation, by claiming a dis-
proportionate share of available funds, and by increas-
ing our dependence on foreign capital, monetary poli-
cy must carry more of the burden of maintaining
stability, and its flexibility, to some degree, is
constrained.
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FINANCIAL
CRISES

MARTIN H. WOLFSON

‘“...first-rate explanation of financial crises dur-
ing the past two decades. Anyone who can un-
derstand the financial articles in The Wall Street
Journal can easily follow his argument.”
—Choice

The effective failure of Continental lllinois
National Bank in 1984 demonstrated in dramatic
fashion the threat that financial crises pose to the
stability of the U.S. economy. Only an unprec-
edented government rescue prevented the trou-
bles at Continental from cascading throughout
the U.S. financial system and, indeed, through-
out the international financial system as well.
Martin Wolfson’s timely study explains the
causes of this crisis and also the causes of the
other financial crises that have hit the U.S. econ-
omy with increasing frequency and severity since
the mid-1960s—from the Credit Crunch of 1966
to the Continental failure and the deposit runs on
Ohio and Maryland savings and loan associ-
ations in 1985.

Wolfson also provides a pathbreaking survey
and critique of the major theories of financial
crises. Contemporary writers are discussed—
Hyman P. Minsky, Albert M. Wojnilower, Allen
Sinai, and Milton Friedman—as well as earlier
theorists of financial crises and panics—
Thorstein Veblen, Karl Marx, and Wesley Clair
Mitchell. Based on this theoretical survey and on
the in-depth examination of financial crises in the
United States during the past twenty years,
Wolfson develops his own theory of crises. This
theory is supported by a wealth of statistical
data, including extensive use of the Federal Re-
serve Board’s Flow of Funds Statistics.

1986 240 pp. Cloth $32.50 Paper $14.95

/M E. Sharpe nc

80 Business Park Drive,
Armonk, New York 10504
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Toward a positive solution

Monetary policy is only one part of an economic pro-
gram. It is an essential part, but success is dependent
on a coherent whole.

If a sense of discipline is to be maintained, those of
us responsible for public policy must be able to demon-
strate that inflation will not again get the upper hand;
that productivity and restraint will be rewarded, not
penalized in favor of those seeking inflationary or
speculative gain.

The contribution that monetary and other policies
make to that environment is critical. As the expansion
proceeds, and as some of the temporary factors re-
straining prices recede, we as a nation simply cannot
afford to permit inflation to attain a new momentum.
Our monetary policies are, and in my judgment must
continue to be, geared to avoid that danger.

But for all the progress and promise, something is
out of kilter.

Our common sense tells us that enormous and po-
tentially rising budget deficits, and the high and rising
deficits in our trade accounts, are wrong—they can not
be indefinitely prolonged.

We can, of course, sit back and wait a while longer,
hoping for the best.

I certainly have some understanding of the difficul-
ties of achieving a consensus on difficult budgetary
choices when a sense of immediate crisis is lacking—
when for the moment things seem to be going so well.
But I also know that to wait too long would be to take
risks with the American economy.

It is already late. The stakes are large. Markets have
a mind of their own; they have never waited on the
convenience of kings or Congressmen—or elections.

The time to take the initiative is now, when we can
influence markets constructively—when we can dem-
onstrate that we are in control of our own financial
destiny. Real progress toward reducing the budget
deficit is needed to clear away the dangers.

I sense a fresh opportunity in the proposals of the
President for a joint effort to attack the deficit—for a
sizable ‘‘down payment’’ on what is ultimately
needed.

Certainly, that kind of demonstration that we are
beginning to face up to our budgetary problem would
make it easier for monetary policy to do its necessary
work. And, in the larger scene, it would be tangible
evidence to our own people that we can do what is
necessary to seize the bright opportunities before us.
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