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* DEBT, FINANCIAL STABILITY, AND ECONOMIC
| ~ GROWTH .

WEDNESDAY, APRIL 23, 1986

. Houst oF REPRESENTATIVES, ‘
ComMmITIEE ON ENERGY AND COMMERCE, ~ +
SuBCOMMITTEE ON TELECOMMUNICATIONS,
CONSUMER PROTECTION, AND FINANCE,
‘ ‘ Washington, DC.

The subcommittee met, pursuant to notice, at 10:06 a.m,, in room
2123, Rayburn House Office Building, Hon. Timothy E. Wirth
(chairman) presiding. o

Mr. WirTH. If the subcommittee would come to order. Procedur-
ally, there is a little bit of a brouhaha going on on the floor related to
the approval of the journal. So we expect that there will be a vote
sometime soon. Congressman Markey is on the floor and will come
back here and chair as soon as that vote occurs.

Our hearing today will focus on a subject of much public debate,
but little public understanding: the impact of the recent dramatic
increase in public and private debt on financial stability and long
term economic growth.

Over the course of the subcommittee’s hearings on corporate
takeovers and changes in financial structure and regulation, the
broader issue of the rising level of overall corporate debt has been
a continuing subject of discussion.

Two years ago, I wrote to the Chairman of the Federal Reserve
to question the effect of then-large merger-related borrowing on in-
terest rates and the economy. Since then, several witnesses at our
hearings have called attention to the potential of the high level of
debt-financed mergers and acquisitions, leveraged buyouts and
stock retirements to increase dramatically the rate of bankruptcies
in the event of a recession or rise in interest rates.

Last June, Dr. Henry Kaufman testified before the subcommittee
that the erosion of credit quality resulting from the overall expan-
sion of public and private debt indicated the need for changes in
the structure and implementation of financial regulation. Of par-
ticular interest to this subcommittee is the issue of how an erosion
of credit quality associated with rising levels of debt might affect
the integrity of, and confidence in, the capital markets.

At the end of the Januarg 1986 Federal Reserve Board meeting,
at which the Board adopted its proposed interpretation of regula-
tion G—applying margin lending restrictions to the issuance of
debt securities—Chairman Volcker commented that the broader
issues of the growth of debt and increased leveraging could not be
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addressed through margin requirements. At that time he noted
that these issues needed to be considered in an appropriate forum, .
‘and that it would be healthy if they were debated in Congress-and .

elsewhere. ' S S
. T concur in that view and asked Chairman Volcker to-appear -
‘before the subcommittee to expound on the statement that he had

' . " "made at that time, and to help us better understand and discuss

these issues. His testimony will be followed by that of other exgert
Xvignesses who have. also explored the implications of expanding
ebt. o ' ‘
The rapid expansion .of U.S. public and private debt raises a
number of issues of interest to this subcommittee and to the Con- .
- gress. Will the level of debt that now burdens almost every sector

-~ of our economy act as a brake on future économic growth? What
“are the implications of the debt burden for the quality of credit and

the soundness of our financial institutions? How might current and
potential problems in the financial system affect the stability of
the economy? And what, if any, legislative or regulatory responses
are in order?

This is an ambitious set of questions, and not entirety new to the
subcommittee. We have addressed these issues in past hearings. I
hope that the discussion we have today will help to cast light on
some very, very complicated economic questions, which cannot be
swept under the rug and certainly ought to be looked at with great
care.

[Mr. Wirth’s opening statement follows:]
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' Qur hearlnq’todag will focus on a subject of much public
debate, but little public understanding: the impact of the
recent dramatic increase in public and private debt on financial
stability and long term economic growth in this country.

Over the course of the Subcommittee’s hearings on corporate
takeovers and changes in financial structure and regulation, the
broader issue of the rising level of overall corporate debt has
bren a continuing subject of discussion. Two years ago, I wrote
‘to Chairman Volcker to question the effect of the then-large
merger~related borrowing on interest rates and the economy.

Since then, several witnesses at our hearings have called
attention to the potential of the high level of debt-financed
mergers and acquisitions, leveraged buycuts and stock retirements
to increase dramatically the rate of bankruptcies in the event of
a recession or rise i1n interest rates.

Last June, Dr. Henry Kaufman testified that the erosion of
credit quality resulting from the overall expansion of public and
private debt indicated the need for changes in the structure and
implementation of financial regulation, Of particular interest
to this Subcommittee is the issue of how an erosion of credit
quality associated with rising levels of debt might affect the
integrity of, and confidence in, the capital markets.

And at the end of the January 1986 Federal Reserve Board
meeting at which the Board adopted its proposed interpretation of
Regulation G -~ applying margin lending restrictions to the
issuance of debt securities by shell corporations to finance
corporate takeovers ~- Chairman Volcker commented that the
broader issues of the growth of debt and increased leveraging
could not be addressed through margin requirements. He noted
that these issues needed to be considered in an appropriate
forum, and that it would be healthy if they were debated in
Congress and elsewhere.

I concur in that view and asked Chairman Volcker to appear
before the Subcommittee to discuss these issues, His testimony
will be followed by that of other expert witnesses who have also
explored the implications of expanding debt.

An analysis provided to the Subcommittee by Dr. James
O'Leary -- one of our witnesses today -- shows that total U.S.
debt, public and private, increased by a record $1.1 trillion in
1985. The unprecedented 15 percent annual rate of increase in
debt last year was more than 9 percent higher than the growth in
current dollar GNP.
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But the 1965 debt explosion comes at the end of a six year
period during which total outstanding debt nearly doubled -- from
$4.3 trillion in 1979 to $8.2 trillion in 1985, Moreover, the
United States has been borrowing more than the increpses in its
output and income since 1983. . .

Almost all major sectoré of the economy participated in the
1985 debt explosion, as Dr. O'Leary’s analysis shows!

o federal government debt rose by $224 biil!on, or
16 percent, to $1.6 trillion; )

o state and federal government debt rosé by $173,
billion, or 31 percent, to $536 billion; .

o household debt (consumer and mortgag&) rose by
$297 billion, or 14 percent, to $2.4 trillion;

o non~financial business debt rose by $234 billion,
or 11 percent, to $2.3 trillion; and

o debt raised by financial institutions rose by
$187 billion, or 20 percent, to $1.1 trillion.

It is widely believed that the rise in total U.8. public and
private debt was sparked by the growth in federal budget
deficits, Because the U.S. savings rate is comparatively low ==
and the personal saving rate fell to a record low of 4.8 percent
in 1985 -~ the fact that the U,S., government absorbs about
two-thirds of total domestic savings acts as a fulcrum for
leverage on the credit markets, Government borrowing at such
high levels exerted upward pressure on interest rates, raised the
value of the dollar and attracted a huge volume of foreign
savings. By drawing in savings from the rest of the world,
higher federal deficits may have helped to increase the total
amount of credit available to the private sector.

At the same time that foreign lendin? to the United States
was rising, there was a dramatic decline in lending to Third
World countries. Since the expansion of U.,S., private debt
financed a rising U.S. trade deficit, it may have helped avoid a
major financial crisis and global economic collapse.

But the Third World debt crisis has also had a major impact
on the U.S. economy by significantly reducing our exports to
developing countries, adding to our trade deficit, and producing
higher unemployment. The Overseas Development Council estimates
that nearly 1.4 million U.S. jobs may have been lost last year
because of the drop in exports to Third World countries.

The rapid expansion of U.S. Eublic and private deht raises a
t

number of issues of interest to is Subcommittee and to the
Congress:

2=
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o. Will the level 'of debt that now burdens almost every
sector of our econcmy act as a brake on future
- economic growth? - T

"o .wWhat are the implications of "the debt burden for the
© quality of credit and the soundness.of our. financial
{nstitutions? - coee T

o How mi?ht current and pbtential-ptobiems in the
financlal system affect the stability of the
economy? o . .

o What, it any, leyislative or regulatory responses .
are in ordec? :

In addition, there are any number of other questions that .
need to be addressed about the ramifications of the debt problems
that are being experienced by many specific sectors of the .
economy -- farmers, energ producers, consumers and homebuyers.
Other issues that should be exﬁlored are the impact of Third
World debt on U.S. trade, and how the use of debt to retire
equity will affect the financial stability, productivity and
competitiveness of U.S. businesses.

This is a highly ambitious agenda for a single hearing. But
what we lack in time, we’ll make up in quality. Our witnesses
this morning are a rematkably distinguished group, and we will
begin with the man whose handling of his job has made him the
most important and most highly esteemed participant in the
financial field around the world: Chairman Volcker.

-3-
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Mr. WirtH. Mr. Chairman, we thank you very much for being
here. Before asking you to begin, let me ask my colleagues if they
have any questions or opening statements they might like to make.

Mr. Scheuer. - ‘ L

~Mr. ScHEUER. A very brief one, Mr. Chairman. I am delighted to
welcome Mr, Volcker to this committee. He has come to the Joint
Economic Committee, on which I have the honor to serve, many
times. And he has always left us wiser and more enriched than we
were when he came. B ' '

"~ 'We are all concerned with the explosion of debt in our country..
A Federal debt, along with municipal and state debt, that has dou-
.bled in 6 years. The accumulated Government debt of almost 200
- "years of Government has doubled in the last 5 years. Our personal

" saving rate-at the present time is at a record low. And the house-
- hold debt, consumer debt, is at a record high, Our income growth is
n}?dgst; And we have to be deeply concerned at the implications of
all this.

‘It is perfectly clear to us—and I hope that Mr. Volcker will aver
to this—that we are saving far too little. We are investing far too
little in our productive sector, in the industrial sector that is in
" desperate competition with global competitors. We are spending far
too much and we are consuming far too much., .

' Reaganomics—~this may represent Rea%anomics. And if it does,
we are truly mortgaging our future. We have truly sacrificed and
abandoned the pay as you go principle that has been the hallmark
of both Democratic and Regu lican administrations as far back as

the memory of man runneth,

~ And now, we have got to think of the consequences of what I con-
sider not only an unsound economic policy, but an essentially im-
moral policy of financing this explosion of military expenditures by
borrowing abroad, and saddling future generations of Americans
with a vast flow of foreign claims, continuing foreign claims on our
assets, on our income.

This is no longer a question of domestic debt where we simply
- distribute the mix a little differently; redistribute income between
classes of Americans. That in itself can be very unfair, That in
itself can be very regressive. But when we start creating long-term
claims on our assets and on the income of the American econom
to debtholders abroad for the sake of financing military expendi-
tures, abandoning:any concept of paying as we go, or paying for
what we want, theif to my mind, we are not only creating an eco-
nomic crisis, but creating a moraf crisis, too, for America.

And I welcome the chairman, I look forward to his views. Thank
you very much, Mr. Chairman.

Mr. WirTH. Thank derou very much, Mr. Scheuer.

We have just heard\ the bells go off to signal a vote.

Mr. MARKEY. Mr, Chairman, would I be able to give my opening
statement right now?

Mr. WirTH. Sure.

And then shortly after as Mr. Markey’s opening statement is
made, we will all be back, Mr. Chairman.

Mr. MARkEY. Thank you, Mr. Chairman. I will make my opening
statement and then we will suspend the hearing.
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Today’s hearing is intended to increase our understandinf of the
‘relative dangers of exploding debt on our economic well-being.
There is widespread agreement that debt in the United States has
been rising at an unusual pace. This is amply documented in the
testimony we will hear today.

Outstanding debt doubled from 1977 through 1984, a period
which included both very high and very low inflation rates. In
1985, debt rose over $1 billion in a single year, or 15 percent, triple

- the rate of the increase in GNP. This phenomenon is wide and
deep, affecting the Federal, State, and local governments, corpora-
tions and individual consumers. 4

The unprecedented Federal deficit has its counterparts in the
private sector. Consumer and mortgage debt rose 14 percent last
gear. Nonfinancial business debt rose 11 percent. And debt raised

y financial institutions rose 20 percent. Despite the warnings of
* economists that Federal borrowing must inevitably crowd out pri-
vate borrowing, the inevitable continues to elude us.

] look forward to the observations of Chairman Volcker and the
other witnesses on the significance of this development. When the
debt balloon deflates and falls back to Earth, how hard will we hit
the ground? Is there a limit to how often we can restructure debt
in the case of a debtor country like Mexico or a debtor industry
like farming or energy before we end up hanging ourselves on our
own roge? Are there regulatory failures implicit in the current
rash of bank failures?

I am particularly interested in Mr. Volcker's comments on the
use of debt as both a sword and a shield by gladiators in the corf:o-
rate coliseum. The recent frenzy of takeovers, mergers and acquisi-
tions has been characterized by tactics which rely heavily on more
debt and less equity. When does the increased risk associated with
rtxaibni A :o(;*porate debt reach a point where it threatens our financial
sta

The gederal Reserve Board recently took steps to ensure that ap-
Rropriate margin requirements are followed in situations where

eavy borrowing is used by a shell corporation in an attempt to
take over the assets of a target corporation. The administration
fought this change from the SEC to the Treasury Department to
OMB. The administration also continues to fight any practical com-
promise on the budget.

In fact, just yesterday OMB Director James Miller stated that if
the administration is faced with a choice of compromising on the
budget or no budget at all, it would be a hard choice. It is certainly
disturbing to witness such a rapid runup in debt. It is even more
disturbing to see such indifference to the phenomenon within the
executive branch, To the extent this becomes a hindrance to the ef-
gecl}five regulation of our financial system, we may all be in for a

a 1]

I commend Chairman Wirth for providing us all with an opportu-
nity to explore the questions before, not after, they become unman-
ageable. But it is important also to remember that David Stockman
sat on this committee for 4 years, from 1976 to 1980. And of course,

all of us then watched his progress as the director of the budget.
"~ And I think all of us that sat on this committee came to admire
his remarkable ability to harness voluminous amounts of informa-
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tion to defend knowingly erroneous premises. And the central erro-
neous premise in this country over the past 5 years has been the
canard that it is possible to cut taxes, increase defense spending,
and balance the budget simultaneously. That is, to wind up wit
less debt rather than more. Well, in fact, we have found that to be
erroneous. -

We have not yet had to pay the piper for all of the profits which
are being taken and the benefits which are accruing to those who
are enjoying all these tax cuts without any of the commensurate
sacrifice which has to be made in budget reductions. But we know
that eventually this economy will have to pay the piper.

This committee, I think, is engaging in a very important process.

And that is, beginning to examine now questions which relate to - «. -~

debt across the board, in a society, which I am afraid, has grown
immune to the understanding of the necessity of having to pay for .
the things which you are, in fact, purchasing. ‘

So we thank you, Mr. Chairman, for coming here today. I look
forward to engaging you in a dialog. .

And with that, we will sus‘pend the hearing, and it will recom-
mence in approximately 10 minutes.

ﬁrief recess.] ,

r. WirtH. Mr. Chairman, we thank you very much for your pa-
tience. And without objection, the record will be left open for open-
inﬁ statements that any other members may have. Are there any
other members that have opening statements at this point?

No response.%

r. WirTH. The Chair hears none, and, Mr. Chairman, thank
you, again, very much for being here. You are recognized for what-
ever time you may wish to consume, and your statement will, of
course, be included in full in the record.

STATEMENT OF PAUL VOLCKER, CHAIRMAN, FEDERAL RESERVE
BOARD

Mr. Vorcker. Thank you, Mr. Chairman. I thank you for your
remarks and those of your colleagues. You noted that these hear-
ings cover a very wide area of questions and problems. You empha-
sized the complexity, as well as the breadth of the subject.

I do not think any single bit of testimony or hearing can do
much more than raise questions, point to areas for study, suggest
some broad conclusions. There is a great deal that we know about
this slmibject. But there is a great deal that remains to be explored
as well,

One thing we do know is that the increase in indebtedness since
the early 1980’s has been extraordinary. Not only in absolute terms
as some of you have mentioned, but extraordinary in terms of its
relation to the growth of the economy. It has far outpaced the
growth of income.

The only figure I think I will give you in these opening com-
ments is that one broad measure of debt that we often use, debt of
nonfinancial borrowers in the United States, which has run at
about 1.4 percent of the GNP through almost all the postwar
period has, in the last 4 or 5 years, moved from that rather steady

ratio of 1.4 percent to about 1.7 percent. It is very unusual to have
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a change of that magnitude, except when you have such massive
economic events as depression, war, great inflation. We have not
had any of those during this period, so it is an unusual period in
that respect in our economic history, certainly in our postwar eco-
nomic history.

I think it is#fair to say that, in a very general sense, the growth
of the debt reflects some underlying imbalances in our national
economy that have persisted through this expansion. The increase
in Federal indebtedness, which is, of course, related to the string of
budget deficits, accounts for a very sizable portion of the debt
ﬁrowth in recent years. It is unusual for a Federal deficit to be so

igh in the first place, but particularly unusual for it to be main-
tained at such a high level during a period of growth in the econo-

my.

ilow, ordinarily, we do not worry about the quality of Federal
debt. And you would think that a large amount of Federal debt
might, in some sense, solidify the debt structure, if it is substituted
for private debt, because the Federal Government is the strongest
borrower. But another unusual feature of this expansion has been
that not only has the Federal debt persistently grown at high
levels, but that persistent growth in the Federal debt has not been
accompanied by any slower growth in private debt, as usually hap-
pens when the Federnl debt is rising rapidly. Borrowing by private
sectors has been strong, paralleling the growth in the Federal debt.

If one looks at the situation from an overall perspective, I think
it is clear there has been a massive imbalance between the genera-
tion of loanable funds at home within the United States and the
amount of borrowing in the United States. To put it another way,
there is an imbalance of historically large proportions between our
willingness to save and our desire to invest, to build houses and, on
to%of that, to finance the Federal Government.

hat difference between our willingness to save and our propen-
sity to invest and incur deficits has been made up by a capital
inflow from abroad. You might think that in these circumstances
the Federal deficit would, in a sense, squeeze out the private bor-
rowers. That has not happened, certainly to the degree that might
have been expected, although interest rates have, of course, been
relatively high. What has disguised the problem is the ease with
which we have raised funds from abroad. And that has eased the
pressure on financial markets, and in part enabled this debt expan-
sion to continue.

That is not free bg any means. If we are borrowing large
amounts from abroad, by definition we have to run a big trade defi-
cit and a big current account deficit. And we are building up our
external indebtedness very rapidly. We have moved with very
great speed from being the world’s arﬁest creditor, to becoming the
world’s largest debtor. We are certainly well on our way, at least,
toward becoming the world's largest debtor. i

That raises questions. And one issue I put before you is how sus-
tainable and how comfortable that process is in terms of reliance
on savings from abroad. It is certainly an uncomfortable and unsat-
isfactory process to the extent it depresses our trade balance,
- pushes that into large deficit, and has effects on our manufacturing
production.
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In looking at the causes of this rise in debt, I certainly think that
we have inherited a feeling from tke earlier period of the 1970’s,
running into the early 1980’s, of a lot of inflation, I think that per-
ha(fs contributed to a pattern where people thought that borrowing
today, spending today, was to their advantage, given the tendency
of prices to rise.

ne would think that that attitude would have subsided in
recent years, and I hope that it has. Nonetheless, I think that there
has been a change in attitudes engendered by that long inflation-
a\ryi eriod; that is in the process of changing, but still leaves its
residue.

I would also point out that there is an underlying structural situ-
ation here related to the tax system, We have long had a tax
system which is structured to favor debt financing over equity fi-
nancing. That has been true for many years. I think that has had
more attention, perhaps because interest rates are so high in
recent years. It is not a new factor, but it certainly is a basic bias
in our system running toward the encouragement of debt financ-

ing.
' gome of the specific incentives given for investment, I think, in-

directly have contributed to a demand for debt financing, particu-
larly in the real estate area, and probably those incentives arising
out of the tax system have further increased in recent years.

More broadly, in looking at changes in attitudes on the part of
borrowers and lenders alike, this has certainly been a period of tre-
mendous innovation. It has been a period of deregulation in finan-
cial markets. And borrowers and lenders are faced with many
more alternatives, many more techniques for lending money and
borrowing money in ways that seem to suit their convenience rela-
tive to even a few years ago.

And I think some of these developments have made lenders more
aggressive and borrowers more willing because they appear, in
part, to reduce interest rate risks or other risks. So we have a dimi-
nution of regulatory constraints. I am talking about the elimina-
tion of interest rate ceilings in the institutional structure. But I am
also talking about the explosion of techniques in the financial mar-
kets—interest rate swaps, exchange rate swaps, third-party guaran-
tee: of various kinds, futures markets, options markets, and all the
rest. A :
Now a lot of those developments are designed and have the po-

~ tential for reducing risks in lending operations for the individual

parties involved. But to the extent they contribute to and stimulate
growth in debt overall, one is left with the question as to whether
the risks for the system as a whole are increasinf. Certainly, these -
individual transactions are steadily becoming a lot more complex.
The chain of transactions between ultimate borrower and lender
tends to lget longer and longer. Who is making the credit judgment,
since a lot of people are involved, is maybe less direct and less
clear, and people rely upon each other more. And maybe that re-
sults in less concentration on the essential credit judgment than
used to be the case. I raise those as questions rather than as facts.
But I think it is true that the greater leveraging of the economy,
the continuing buildup of debt, does raise a broad question as to
whether in less favorable external economic conditions, some bor-
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rowers—a significantly larger proportion of borrowers—might not
be getting so extended that they would have considerable difficult
in dealing with unanticipated financial setbacks, such as a shortfall
in income, adverse economic conditions or, conversely, an unantici-
pated rise in interest rates or some combination of events.

I think it would be shortsighted not to examine these problems
or to assume that such possibilities do not exist.

At the same time, I do not want to suggest that the evidence is
clear that there is an inexorable accumulation of debilitating finan-
cial difficulties. You have some very smart people in these markets
who are trying to protect themselves. And some of these techniques
are designed to provide more protection for individual participants.

I think it is also true right now that the decline in interest rates
and the increases in stock prices certainly work in the direction of
alleviating potential pressures on financial J)ositions, to the extent
that those trends last and can be maintained.

Indeed, if one looks at the overall financial position of the econo-
mK, you will note in recent years that the growth of assets, the
other side of the balance sheet has been as fast or faster than the
growth in debt. So if you look at overall magnitudes, you see an
extraordinary rise in debt, but you also see the other side of the
balance sheet, an extraordinary rise in assets. If one just takes the
last year or so, with very rapidly risinf stock prices, with holdings
of equities as an important part of all the financial assets in the
country, that has been particularly true.

Of course, again, the sustainability of that process is in question.
And as long as the debt is growing so rapidly relative to the GNP,
the questions remain. It does not appear that that kind of relative
growth of debt is sustainable. And it does, if continued, have dis-
:grbing implications for the solidity of the financial system over

ime.

Now that leaves the general question of what to do about it. And
I am not going to present anything like a finished or detailed menu
this morning. There are many specific questions. But I think there
are some obvious steps that can be taken to address the concerns.

The most obvious direct, and perhaps most important approach,
is to decreage and eventually eliminate the Federal budget deficit.
That not only reduces the debt burden in the economy very direct-
ly, but beyond those direct effects, by reducing actual and potential
pressures elsewhere in the credit markets and by freeing domestic
savings for domestic investment, it can encourage a healthier cir-
cumstance in private markets generally and, in particular, less de-
pendence upon an inflow of funds from abroad to meet our domes-
tic needs. I think that is perhaps one of the crucial aspects of re-
ducing the Federal budget deficit.

I would strongly recommend to the Congress that it also look
into those elements in our Tax Code that so strongly favor debt fi-.
nance. If one casts one’s mind back just a year or two, one can find
tha* in the original Treasu? tax reform proposals, there were ele-
ments of some significance directed toward that problem specifical-
ly. But in the process of debate about tax reform, that is one ele-
ment that has pretty much dropped by the wayside.

I think it is an element that does not have a strong particular
constituency among interest groups. But that does not, in any
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sense, diminish its fundamental importance. I, for one, am sorry to
see debate on that issue pretty much dropped out of the tax reform
discussions, because as long as that basic bias in the Tax Code
exists, I think some of the more specific things that can be done,
and some of the more specific concerns in this area, pale into rela-
tive insignificance.

Meanwhile, I would call to your attention that we, and other
banking regulators, have taken a number of actions in recent years
to strengthen our oversight of banking markets, depository mar-
kets generally, so that they do not become a vehicle for the spread
of problems through the economy.

These measures, which among other things, but importantly, in-
clude attention to capital ratios, are no substitute for what, I think,
is also a glaring need for review of our banking statutes generally.
We are operating with a set of archaic—I think there is no other
word for it—banking laws relative to today’s technology, today’s in-
stitutional change, today’s internationalization of markets and
other factors. .

And we have basically a chaotic legal structure surrounding our
banking system. One that induces individual participants to seek
out loopholes through and around and between existing laws, and
to engage in activities that may or may not be sound and desirable,
but get shunted into rather artificial directions because of our fail-
ure to modernize law. And it seems to me imperative that we work
on clarifying and modernizing those laws.

We should not have a financial system that essentially develops
through the exploitation of perceived loopholes, rather than
through well-considered design of a financial structure. Among
other factors, we are seeing an erosion of the distinction, which we
have long paid attention to in this country, between banking and
com}lln?rce. I think that, in itself, raises questions about stability as
a whole.

Finally, it is obvious that the strength of our financial system, in
the last analysis, has to rest upon the decisionmaking—and the

rudent decisionmaking—of those in markets. And borrowers and
enders need to be able to recognize risks and act to manage them.

I would emphasize, in conclusion, that while there are trends at
work here that rightly engage our attention, that are rightly of
concern if they persist, I do think that with action in the directions
that I have ihdicated, with less inflation, with movement toward
price stability in the economy generally, with a reasonably well
performing private economy, we ought to be able to deal with these
threats, manage the situation effectively, and continue with

rogress toward growth and stability. But, as in so much else, that
is not going to come about automatically. It will require some at-
tention.

{Testimony resimes on p. 47.

The prepared statement of Mr. Volcker follows:]
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\ Statement by
Paul A, Volcker

Chairman, Board of Governors of the Federal Reserve System

1 appreciate this opportunity to discuss the rapid growth
of debt in the United States and its possible implications for
our financial markets and economy. As you know, this is a subject
about which I have expressed some concern from time to time over
the past few years, and I welcome an exploration of the many
difficult and complex issues it raises, Given those difficulties
and complexities, no single hearing can do more than identify
tendencies, raise questions, and point to areas for further
study. In that sense, this testimony is more descriptive than
prescriptive, but I think it does suggest the importance of the
subject. @

The increase in indebtedness since the early 1980s certainly
has been extraordinary.* The debt of domestic nonfinancial.
sectors -- the measure of credit monitored by the Federal Open
Market Committee -- has increased at rates ranging from aroind
11 to 14 percent in each of the three years of the current
economic expansion. This growth has been much faster than the
nominal increase in GNP and income, breaking a pattern that had

persisted through most of the postwar period.

*The attached charts and tables illustrate various aspects
of recent debt growth.
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Until the early 19808 debt and income expanded at roughly
comparable rates over time, and the ratio of debt to income
fluctuated at or just below 140 percent. Since then, however,
as debt expansion far outpaced the growth of income, this ratio
has risen sharply to almost 170 percent at the end of 1985,
Historically, changes of that magnitude, up or down, are
unusual except in highly disturbed economic circumstances -~
depressions, wars, or major inflations ~- not just in the U.S.
but also, so far as comparable statistics are readily available,
in other major countries. That itself raises questions as to
what is different now.

In that connection, I should emphasize that there is
nothing particularly significant or alarming, in itself, about
one or another ratio of debt to income; Even if the statistics
were fully comparable and accurate through time, there are a
number of reasons why the ratios might change over time or
between countries. One major influence, for instanéé, is the

amount of financial intermediation characteristic of an economy.

The data I just cited nets out debt of defined financial
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intermediaries -- banks, thrifts, finance companies and other
"financial" firms. But "non-financial" firms and governments
both lend and borrow, more today than before, and, from one
point of view, the related debt is double counted in the da;a.
Stated another way, offsetting borrowings and loans on balance
sheets of firms may not suggest the same risks and “"leveraging"
as borrowings not matched by comparable financial assets.

However, even after allowing for identified areas of
double counting or greater intermediation -- for instance,
the spate of advance refundings late last year by state and
local governments -- the overall data do strongly suggest
greater "leveraging" among borrowers; that is a larger burden
of'intetest and principal payments relative to net worth and
income streams. In the corporate sector, the same conclusion
is implicit in the massive net retirement of equity recently,
amounting to some $150 billion over the last two years, even
though retained earnings have been rising.

The willingness to take on large volumes of ad&itional

debt certainly has not impeded the economic expansion. To
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some degree, the high levels of borrowing have helped support
the spending needed to keep the economy growing. However, at
some point a rising debt load is not sustainable. Debt cannot
rise without limit relative to the income needed to service it,
and increased .leveraging implies smaller safety margins to deal
with economic adversity.' Consequently, continuing rapid growth .
of debt has disturbing implications for the fragility of the
financial system over time, and the question is especially
apropos at a time when certain important groups of borrowers

are already under severe financial stress. The vulnerability

of the economy to unanticipated increases in interest rates

or a shortfall in income appears to be increasing, rather than
the reverse. Surely we must be concerned about achieving a
better balance in the sources of our economic expansion if

we wish it to be sustained.

Sources of Credit Growth

The very structure of the growth of debt in the last

few years reflects underlying imbalances in our national
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- economy.- To a considerable extent, the unusually rapid
growth of debt in recent years directly reflects the borrowing
by the Federal Government to finance an unprecedented string
of budget deficits. Usually, budget deficits and federal
borrowing decline as the economy recovers from recession,
boosting tax receipts. In the last three years, by contrast,
the budget deficit has remained extraordinarily high during
the expansion, and federal debt held by the public has grown
by more than 15 percent each year.
The Federal Government is our strongest borrower, and

an increase in the federal debt ordinarily would not connote
qreater weakness in our credit structure. Even then, however,
the need to service that debt requires higher taxation than
would otherwise be necessary -- with consequences for economic
efficiency -- and pressures of government debt service have
historically sometimes led to excess money creation and inflagion.

' Viewed from an economy-wide perspective, largé borrowings
by the Federal Government have typically been accomp;nied by

small increases in private debt. 1In the current setting,
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however, borrowing by non-federal sectors also has been
unusually strong, with household, business, and state and
lécal government indebtedness all rising relative to GNP.

In that sense, it's hard to see direct evidence of
"crowding out" of private borrowing. In substantial part,
the simultaneous rapid expansion of both federal and private
debt has been a reflection of the relative ease with which
this country has attracted savings and capital from other
countries in recent years.

In effect, there has been a massive imbalance between
the generation of loanable funds at home and the amount of
borrowings. The resulting pressures on interest rates have
been moderated by the capital inflow from abroad. But that
inflow exacts a price. The net transfer of financial resources
has been accompanied by a similar transfer of real resources
to the U.5. -- or to put it in more comprehensible language,
record trade deficits. And we have, in the space ofha few
years, reversed our position as the largest world creditor (net)

and are in the process of becoming the largest world debtor.
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We don't want those developments to continue indefinitely =--
ultimately they are both politically and economically unsustainable.
The willingness of foreigners to advance credit to the U.S. is
not inexhaustible, and the capital inflow and related trade
deficit has been maintained at the expense of our own manufacturing
industry.
Moreover, for a country as well as an individual or
business, rising debt levels imply greater obligations to make
interest payments out of future income. This would be less of
a concern if the foreign savings could be seen as being used
to build up our domestic productive capacity, improving our
prospects for growth and giving us a stronger base from which
to make interest or dividend payments abroad. But with domestic
investment spending relatively modest in recent quarters, it
seems evident that in large measure the foreign lending is
going, directly or indirectly, to fill the deficiency in
domestic saving created by federal deficits. 1In a real sense,

the rapid growth of federal debt and imbalance in foreign

transactions has placed a mortgage on our future.
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Perhaps the most striking evidence of greater willingness
to incur debt can be found in the substitution of debt for
equity aésociated with the wave of mergers, leveraged buyouts,
and stock repurchase programs over the last few years. These
activities resulted in the gross retirement of around $100
billion in outstanding equity of nonfinancial corporations in
1984 and again in 1985, funded in the initial stages primarily
by new debt issues, amounts not nearly offset by new sales
of equity.

The unusual volume of equity retirements may have
accounted for roughly one percentage point of debt growth each
of the last two years. While some of this debt may subsequently
be paid down through sales of assets, or with equity obtained
by sales of stock or internally generated cash flow, it seems
clear that at least for some time a significant number of
businesses will be carrying more debt, and therefore greater
financial exposure, than if these corporate restructﬁrings had

not occurred.
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These concerns are mitigated by the substantial profits
and cash flow of many businesses, so that equity and cash
cushions have been bétter maintained than debt data alone
might suggest. Moreover, the recent surge in stock prices
has greatly bolstered the market value of corporate equity =--
ratios of market valuations of corporate debt to equity have
actually declined in the past year. Declining interest rates
also moderate the debt burden. Nonetheless, the trend in
debt creation, if extended, would imply some increase in
financiél risk for the economic system.

In the household sector, savings rates have been unusually
low and both consumer and mortgage indebtedness has risen much
more rapidly than disposable income. Some part of the rise in
the ratio of debt to income for households -- which stands at
a postwar high -- undoubtedly reflects lengthening debt maturities,
shifting demographiqs, and greater convenience use of credit,

rather than an underlying increase in debt burdens. - Even so,
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it appears that households, like businesses, have become more
willing to take on debt, at the expense of more vulnerable
“y N T DR

financial positions.

shifting Attitudes Toward Debt

The reasons for the apparent shift in attitudes are not
easily identified and quantifiable. It is evident that the
tax system favors debt over equity sources of funds for
businesses through its differential treatment of interest
and dividend payments. It also encourages household borrowing
by allowing unlimited deductions for interest expenses.
However, these provisions and their incentives have not
substantially changed in the 1980s, and lower marginal tax
rates tend to reduce the incentives.

The inflation experience of the 1970s probably had a
profound effect on attitudes toward debt. During much of
that period, inflation rates outstripped interest rates,
making leveraged buying a seemingly attractive economic

strategy. Some borrowers may have expected inflation to pick
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. up again as the c¢conomy oxpanded after 1982, inducing them

to buy in advance of price increases and in anticipation of
repaying debts in dollars of lower real value. Perhaps they
looked to some degrece to the borrowing patterns of the
Federal Government as justification of a view that debt
creation is benign.

This tactic might have seemed quite risky and unattractLQe
if borrowing had to be done at the high long~term rates prevailing
over this perioed. But the greater availability of short- and
floating-rate -instruments reduced the risk considerably, since
if inflation did not rebound, short-term rates would be expeéted
to move lower.

The shift to floating rate instruments is but one example
of innovations in financial markets that have played a role in
supporting, if not encouraging, the growth of debt. The
proliferation of techniques such as interest rate syaps,

securitization of loan portfolios, and third-party guarantees

may have given borrowers access to sources of funds that might
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otherwise have been closed to them, and reduced perceptions of
risk. Many smaller or growing companies have long used low

or unrated bonds as an important financing technique, and those
gecurities clearly have a legitimate role in finance. But
recent innovations, relying on the use of such bonds to finance
large takeovers of well-established companies, seem to have
opened new channels from lenders to borrowers, increasing the
flow of credit for particular uses.

For intermediaries, the rapid development of secondary
markets at‘home and abroad for loans of various types has
enabled them to origi;ate a far larger volume of credit than
would be consistent with their own command over resources. 1In
addition, concerns over exposure to integest rate fluctuations
probably do not constrain asset growth at banks or thrifts to
the degree they once did, given the greater opportunities to

structure both assets and liabilities to manage the degree of

interest rate risk.
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At the same time, elimination of most deposit rate
ceilings allows depository institutions to compete for funds
for lending under a variety of circumstances, even if interest
rates were to rise sharply. And the lifting of many usury
ceilings has meant that lenders would continue to be willing
to make credit available under such conditions. Thus,
deregulation has substantially diminished the threat of
constraints on credit availability as credit markets tighten,
though it may also imply a wider swing in interest rates over
the cycle.

From one perspective, these developments have increased
the efficiency of our credit markets and improved the distribution
of saving among competing uses. The greater variety of instruments
available enables borrowers to tailor the maturity and other
characteristics of debt to their specific needs or expectations.
And with deregulation, borrowers probably feel a greater sense
of assurance that funds will be available to roll over existing

debt, even if interest rates should rise. On the supply side of



26

-14-
the credit market, the ability of intermediaries to reduce
interest rate risk, to compete for funds without regulatory
constraint, and to replenish lendable funds through sales of
assets probably has encouraged a more aggressive pursuit of
lending opportunities and an eager embrace of innovative
techniques to appeal to borrowers.

Consequences and Concerns

On balance, the net effect. of shifting attitudes and
financial innova;;gﬁ_appears to have been to increase the
expansion of private debt. Many of the particular techniques
developed are designed to reduce risks for one or more of the
parties directly involved. The larger question remains as to
whether risks have, in fact, been reduced on balance for the
financial system and the economy as a whole. The increase
in total debt burdens, the longer and larger chain of trans-
actions betwegnrgltimate borrowers and lenders with a
diffusion and possible widening of c¢credit judgment, ;he

greater internationalization of the system all raise questions.

3
A
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One thing seems reasonably clear. More of the risk

—
of unexpected movements in interest rates has been shifted
onto borrowers. Most recently, borrowers have benefitted
from this shift, as declinring interest rates have reduced
their interest costs and enabled them to extend debt maturities
at considerably lower rates than if they had been using long-
term credit all along. But the strategy can, and does, casry
considerable risk that an unanticipated rise in interest rates
could sap the financial strength and creditworthiness of a
substantial number of borrowers.

My general concern relates primarily to the degree to
which the continuing buildup of debt may, as a by-product of
eroding financial positions, leave a substantial number of
borrowers so extended that they would have great difficulty
dealing with unanticipated financial sgtbacks. of course,
borrowers ordinarily do not take on debt they expect, with
~any high degree of probability, will cause them problems ahead
(although even that assumption may not be valid with‘respect to
a relatively few depository institutions in hard-pressed financial

circumstances that have been willing, in effect, to make hidh-
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stake gambles with insured depositors' money). Nonetheless,
the larger the share of income devoted to debt servicing in
relatively prosperous times or the smaller the equity cushion ~--
and that has been the trend over rather a long period of iime -
the more likely is it that an unexpected shortfall in income or
rise in interest rates will lead to problems in meeting obligations.

For individual borrowers, income could weaken owing to
factors beyond their control, reflecting conditions in a
particular region or industry as well as a general downturn in
the economy. A substantial rise in interest rates could prove
especially troublesome, given the still heavy reliance on short-
term or floating~-rate debt. Many borrowers may minimize such
possibilities == and economic policy typically works to limit
the risk. But all of history suggests it would be short-sighted
to behave as if such possibilities did not exist.

The agricultural sector of our economy provides ample
evidence of the effect of unexpected developments onlhighly

leveraged borrowers. Those farmers who went deeply into debt
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in the late 1970s in anticipation of maintenance of higher
land and crop prices are experiencing the most agonizing
difficulties as these expectations are not fulfilled. Their
problems in turn have severely weakened a numoer of agricultural
lenders.

Potential vulnerabilities are suggested not only by
elevated debt-to-income ratios throughout the economy, but
also by the deterioration or disappointing performance of
certain more direct indicators of financial distress at a time
of rising economic activity generally. Corporate bond down-
gradings, for example, have trended sharply higher over the
past two years, reflecting in part concerns about the effects
of additional leveraging on the financial strength of certain
corporations. In addition, problems in the household sector
are-indicated by some upward tendency in delinqueqcy rates on

consumer and mortgage loans or cther measures of financial

distress during the expansion period. b

In another vein, I addressed earlier some of the

implications of our growing dependence on capital and credit

. 61-918 0 - 86 - 2
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from abroad, That is hardly a dependable source of financing
for years to come, and indeed will shrink as our trade balance
improves, as we hope.
I do not suggest that these developments point to some

inexorable accumulation of debilitating financial difficulty.

‘Indeed, there are a number of developments currently working

in the opposite direction. Recent substantial declines in
interest rates and increases in stock prices have helped to
alleviate essures on financial positioﬁs. The fall in rates
by itself will reduce debt servicing burdens, and both firms
and households have taken advantage of the considerable downward
movement in long-term rates to lengthen the maturities of their
liabilities, lccking in lower rates and reducing exposure to
an unanticipated rise in short-term rates. The higher stock
prices are currently strengthening the financial positions of
many individuals and companies. New stock issues have picked
up. And recent regulatory and supervisory initiativés can help.
At the same time, enough has gone on, and cont;nues to

go on, to raise clear warning signals, to justify further
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analytic effort, and to support action in arcas where such
action is plainly warranted.

Addressing the Concerns

We know enough to understand that disproportionate
increases in debt extended over years do not constitute a
8olid, sustainable base for satisfactory economic growth and
stability indefinitely into the future. Ultimately, debt can
only be serviced from income. If that relationship is strained,
financial pressures will jeopardize further growth in income
itself, aggravating the difficulties. The time to act is
before the strains become oppressive, not after.

The most direct step that can be taken by the government
itself to address concerns about the growth of debt is to
decrease, and eventually eliminate, the federal budget deficit.
Such a course will reduce pressures on domestic credit markets,
freeing domestic savings to be channelled into domestic invest~-
ment and encouraging further restructuring of balanéb sheets

through greater reliance on long~term debt and equity. By
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promoting better balance between spending and income
domestically, it will also work to reducing dependence on
foreign capital.

Some of these effects already were discernible as the
Gramm~-Rudman~Hollings legislation moved toward passage late
last year; the improved outlook for budyet balance appeared
to contribute materially to the decline in rates on bonds and
fixed-rate mortgages, in an environment in which the dollar
was also depreciating toward levels more consistent with
restoring the international competitive position of U. S.
products. Concrete actions to implement the law will provide
a constructive background for financial markets over coming
years, partly by its direct effects and partly by reducing
the chances of a resurgence in inflationary pressures.

Beyond that step, I believe the time has come for Congress
to also address those elements of our tax code that so strongly
favor debt finance. While that "bias" has long exiséed, other

changes in the economic and financial environment seem to have

had the effect of making it more important in decision-making.
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The original Treasury tax reform proposal had some

limited elements that moved in the right direction; they have
subsequently been dropped or sharply diluted. One'lesson, I
suppose, is that no strong constituency has emerged for a
reform with such diffuse and seemingly indirect benefits.
But I also believe that other efforts to reduce excessive
reliance on debt in the private sector pale into relative
ingignificance so long as that basic bias imbedded in the
tax system exists.

1 noted that deregulation and innovation may encourage
growth of debt. Those changes respond to basic technological
and competitive forces that cannot be denied. We can, however,
respond in constructive ws?gjdgtrengthening when necessary
oversight of key markets and intermediaries so that they do not

become the unwitting vehicles for the spread of problems through

the economy.
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To this end, the Federal Reserve, working in concert
with other regulators of depository institutions, has stepped
up its examination of banks and bank holding companies,
tightened capital standards, and proposed keying those
standards to the risk profile of the banks. We and the other
bank regulators are also acting to deal with present points
of strain, particularly in the agricultural and energy areas,
through a variety of techniques. We have also joined with the
other regulators in requesting that Congress extend and
liberalize legislative agthorization for interstate acquisition
of troubled institutions.

These are essentially defensive measures, designed to
keep immediate problems from infecting the financial system
more generaily by easing adjustments by individual institutions
and local areas. They are not, and cannot be, a substitute for

forward-looking structural change.
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In that connection, it seems to me imperative to clarify
and modernize the laws governing the structure of our depository
and financial systems. Too often in recent years, old legis-
lation has clashed with new market facts. Accommodszcion is
achieved more by the exploitation of perceived loopholes in
existing law than by a well-considered design of how we want
the financial system to evolve. Distinctions among banking,
other financial institutions, and commercial firms are fast
eroding with little considered debate -- and less action =--
to guide the process.

For a long time, as the result of the lessons of past
financial crises, the unique role of banking and the payments
gystem in our economy has, in concept, been reéognized through
provision of a federal "safety net," backed up by special
oversight and supervision. Today, the distinctions underlying
that approach are rapidly eroding, raising new questions about
our ability to maintain the stability of the whole.j The
‘situation cries out for review and for new laws, adapted to

" the problems of today and tomorrow.
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Nor can we evade a review of the basic safeguards and
trading practices in other key sectors of financial markets,
given the complex interdependencies that exist. One specific
example came to your attention last year, and the Committee
responded by providing a legislative framework for limited
surveillance and regulation of the government securities
market. As you know, action has not yet been completed on
that matter.

Conclusion
In one sense, the extraordinary volume of credit flows

in recent years is a tribute to the efficiency and innovative

instincts of financial intermediaries, borrowers, and lenders

alike. There has been rapid and effective response to new
technological possibilities.

Those same developments also highlight the complex intér-
éctions involved anc the new interdependencies created. And,
in the end, credit creation is constructive only to éhe extent
the obligations are manageable in relation to income.

It is in those areas that questions arise.
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I must emphasize that the government can take a number
of basic steps to address concerns apout the rapid growth of
debt. These include, most importantly, a balanced apprecach
to economic policy, including cutting excessive budget deficits

o
and a fresh look at some important provisions of the tax code.
Government must also provide a supervisory and regulatory
structure to promote a sound financial system.

Ultimately, and quite properly in our free market
economy, the strength of our financial system must also
ultimately rest on the prudent decis.ons of private parties.
Borrowers and lenders must recognize risks and act to manage
them. 1In such a context, the growth of debt would hold no
concerns for us, but rather would be seen as an integral part

of a healthy and active economy.
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Growth of Domestic Nonfinancial Debt, Nominal and Real
Four Quarter Growth Rates
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Private Domestic Nonfinancial Debt by Sector
Relative to Nominal GNP
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Changes in Ratings of Corporate Bonds '
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Household Delinquency Rates'

5 - T e T s v Percent
- —-13.0
-4 25
—
CONSUMER LOANS'
o — 20
/7 \ 7
4
b ~{15
MORTGAGE LOANS’ P
: ,I'l
/177N~ r.
aand l,\\-—\/ \~,\\\ //1 - —
\s/ ~
: | S | ] ] | S Loralartltaadie
1974 1976 1978 1980 1984 1986
1. Consumer loans delinquent 30 days or more (deta from Bankers A

2 Mortgage loans delinquent 80 cays or more (data from Mortgage Bankers Association).

£

Foe




44

Uses and Sources of Net Private Saving !
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ESTIMATES OF NET EQUITY ISSUES OF NONFINANCIAL CORPORATIONS

New issues
(including direct sales)

Retirements

Ret Change

1981
1982
1983
1984
1985

1985-Q1
Q2
Q3
Q4

-------- ~~billions of dollars, annual rate--=-—weccewae

2i.5
28.9
40.0
18.0
24.9

33.0
17.5
11.7
92.5
106.5

104.0

95.0
100.0
127.0

=11.5
11.4
28.3
-74.5
-81.6

-84.3
=671
=75.0
~100.0
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DEBT-TO-EQUITY RATIOS
NONFINANCIAL CORPORATIONS

|
Debt (par)! | Debt (market)?
End of period Equity (current) | Equity (market)
percent
1962 38.4 42.4
1964 40.8 3747
1966 45,1 43,4
1968 45.6 35.6
1970 46.5 48,0
1971 45.6 46.7
1972 45.4 45.4
1973 45.0 61.9
1974 40.7 91.1
1975 38.1 72,0
1970 37.4 72.9
1977 38.0 84.0
1978 37.0 87.5
1979 36.8 79,0
1980 ' 35.2 60.4
1981 35.2 70.3
1982 35,3 71.5
1983 36.6 63.4
- 1964 41.8 75.0
1985 46.5 72.8

1. Debt is valued at par, and equity is balance sheet net worth with

tangible assets valued at replacement cost.

2. The market value of debt is an estimate based on par value and ratios
~ of market to par values of NYSE bonds; equity value is based on market

prices of outstanding shares. L.
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Mr. WirtH. Thank you very much, Mr. Chairman. Let me go
right to gour final point about, in your words, the glaring need for
review of our banking statutes,

We have talked about this before. In 1982, I introduced, with
almost 100 cosponsors in the House, legislation to create a commis-
sion to review the structure and regulation of our financial system,
and to make recommendations for its reform. The subcommittee
held a number of hearings on this issue and, in fact, reported out
legislation late in the last Congress. It was not as sweeping as I
would have liked, but at least a step in the right direction. :

We got caught in a very significant buzzsaw in the process of re- -
porting the legislation out o subcommittee. There were a variety
of entities out there that were, as you suggested, focusing on ex-
ploiting loopholes, rather than on any kind of comprehensive view.
And they were very antagonistic toward that comprehensive view
because it would have compromised their ability to exploit the
loopholes. We heard that from just about every segment of the fi-
nancial industry. :

We also got hammered by the administration who said that such
a review would only get in the way of their progress toward de-

regulation—as if deregulation was the goal, rather than of a com-
prehensive review.

We remained, therefore, in exactly the quandary that you are
S}:fgesting. Here we have a patchwork of statutes with no well-con--
sidered design. The question is, How do we break into this morags?-
It is extremely difficult to do when we have fragmented jurisdic-
tion in Congress. We have an industry that, for the most part, does
not want to undertake such a review because they may want to
protect certain advantages. And we have an administration that
appears to be more dedicated to deregulation than to well-consid-
ered design, again, using your words.

What do we do? If you were sitting where the g;)eaker is sitting,
" or where the President is sitting, or where Paul Volcker is sitting,
what would you recommend that we do to break into this?

Mr. VoLcker. I puzzle over that question almost continuously.
And if I had a certain answer I would not have kept that light
under a bushel this long. I think you do have fragmented jurisdic-
tion on the House side of the Congress. But I think it is also true
that the basic leadership here has to be found in the Banking Com-
mittees that have the primary jurigdiction over this area. )

" Many of these issues have been thrashed over. The question is
how to put them together in a reasonably comprehensive and intel-
ligent package. I think we, as one of the interested bodies, can play
a part in that. And we are puzzling within the Federal Reserve as
to whether it is useful to develop, once again, a more comprehen- .
sive approach that we could put before the Congress for its consid-
eration, or whether that could better come out of the congressional -
committees directly or through some other process.

But I think the major variables are well known. I think the es-
sential l;)1*01)191:1‘, as you suggest, is that there are a lot of competing
particular and private interests here, including some who feel that

“they benefit from inaction, because they are in a position to take
gdvantage of the existing loopholes and lack of a redesigned struc-
- ture. , :
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How to overcome that kind of resistance—and it comes from var-
ious directions—is the heart of the problem. And it is basically, I
suppose, a political problem. I do not think that is going to be done
without some coherent vision from the Congress in a reasonably
comprehensive way that can be debated and decided upon, up or
down. And I would like to see that happen by one device or an-
other as soon as possible.

I do not think at this stage it takes a commission. I think these
issues have been debated enough so that some more expeditious
procedure than that ought to be available.

Mr. WirTH. We are here today because during our debate, our
discussion, last winter about regulation G you made the statement
that the whole issue of debt ought to be more broadly considered.

This morning you outlined three roots to our debt expansion.
One is the Federal deficit, and we are all familiar with that.

Mr. VoLcker. That is easy enough to analyze, but very difficult
to do something about. '

Mr. WirtH. That is right. Well, we know that problem, and as we
sit here this morning, Gramm-Rudman’s constitutionality is being
debated in the Supreme Court. :

The second issue is tax reform. We have seen the problems that
issue has faced over the last 1% years, but the specifics you recom-
‘mended—and which I happen to agree with—were not part of the
reform package. I would think that might be done quite discretel{.

And the third, is the institutional problems we talked about. If
we cannot move right now to update our statutes, at least we can
put into place various safeguards, such as the legislation which we
worked on last year, or the Government Securities Act—which at
least is a step in the right direction of providing some kind of
buffer or safeguard. I would hope that we could see a broad under-
standing of the importance of that kind of legislation. ’

Mr. Vorcker. That is right. That is one small piece.

We talked about the institutional structure surrounding deposito-
r{ institutions. There is a lot going on in financial markets gener-
ally it does not necessarily center around depository institutions—
where the changes have been so rapid and profound that I am not
sure anybody understands all the implications very well. ,

One thing that we can do is to simply try to get more under-
standing of those changes. And if I may put in a little plug for cen-
tral banking, a document crossed m{ esk today—which I think is
now a public document—sponsored by the BIS in Basle, the Bank
for International Settlement. It is basically on analytic and descrip-
tive study to which several central banks contributed, describing
these new techniques in financial markets, updating our thinking
about those and what some of their implications are for regulatory

- policy and for monetary policy.

So at least we have a kind of source document available to try to
alert people to what is going on, some,of which, I am sure, is con-
structive. Much of what is going on is constructive. @~

But it does have implications. It has implications for the way we
supervise financial institutions, for how those financial institutions
are des‘igned, and even for monetary policy.

. Mr. Wirth. Without objection, could we include the summary of
‘ those recommendations from the BIS study in the record?
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Mr. VoLcker. It is more description than recommendations at
this point. But that is the first step toward change. [See p. 66.]

Mr. WirtH. Thank you, Mr. Chairman.

Mr. Scheuer.,

Mr. WirTH. Mr. Luken.

Mr. Luken. Thank you, Mr. Chairman, and thank you, Mr.
Volcker, for your insights on these issues which you have correctly
described as being rather general, but I think to your credit, you
have gotten to some very specific points here.

I was interested in your colloquy with the chairman on the sub-
ject of what we can do about the financial markets and the fact
that you and we agreed on the Government securities legislation,
and that is bogged down in the Senate, apparentlz, and aﬁfarently

.becai:se of the administration quibbling over wheo should be the
regulator.

Apparently the administration thinks it should be Treasury.
Now, we sweated over that. We came up with what appeared to be
a reasonable kind of a regulation using the Fed, and——

Mr. VorckeR. You had a self-regulatory body in there, as I recall.

Mr. Luken. I would just hc()ipe that the administration would drop
its objections and see the advantages. As you described, this is a
small enough step in moving toward the safeguard of our financial
markets, and I hope we can move in that area. ‘

Mr. Vorcker. If I may interject, Mr. Luken, just to clarify our
position, we would like to see legislation. There has been debate
upon who is the regulator, and I would like to say that we are per-
fectly happy to see the Treasury as regulator if they feel strongly
about that, and we have said so. We think they can be an appropri-
ate regulator of that market, and I hope that bill doesn’t founder
on that particular issue. ‘ ] _ ,

Mr. Luken. I am not sure I agree with that, but we are not the
ones who are stopping the progress on the matter; it is the admin-
istration. The Senate should decide who they think should be the
regulators and pass some legislation. If it is different, they can
send it back and then we can iron it out. _

Mr. VoLcker. I agree, and you may know that I sent a letter up,
together with the Secretary of the Treasury, a few weeks ago sup-
porting that legislation and supportingNif that is the way it comes
out, the Treasury as the regulator. That is satisfactory with us,
provided there is close consultation with the Federal Reserve.

Mr. WirtH. Will the gentleman yield? ‘

Mr. Luken. I yield.

Mr. WirTH. You will remember that initially the administration
had said that there was no need for any legislation at all. The
have now agreed to the need for legislation, and maybe they will
eventually come around to our view as to what the proper regula-
tory mechanism is. Let’s hope that they do evolve and mature in
the appropriate fashion as it relates to this issue. .

I thank the gentleman for yielding.

Mr. LUkeN. I think that is true, and we certainly recognize the

- part that Chairman Volcker and the Fed have played in movmi it

" along, and we hope that the Senate will get the message and. that

, thed::%ministfation.will also get the message that some action is
“needed. ' ' _
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Switching subjects here a little bit, there are estimates that from
the period of 1984 through 1986, corporations will raise as much to
finance mergers, leverage buyouts, and stock repurchases as they
will for physical and financial assets. Now, I know you are con-
cerned about expenditures that are used to reshuffle assets, but are
we simply reshuffling assets or are we gaining greater efficiencies
from the restructuring? Do you have an opinion? :

Mr. VoickeR. In what area? Is this in the Federal budget or in
the private sector?

Mr. LUKEN. On the finance, on the private buyouts, mergers. On
the me{ger issue.

Mr. Vorcker. There is no doubt that in the private sector, an
enormous amount of reshuffling of assets and debts is going on.

Mr. Luken. Well, do you agree with the assumption that some
have argued that activities such as leverage buyouts are a nonpro-
ductive use of funds?

Mr. VoLckeR. You can call them nonproductive in the immediate
sense, Whether they are nonproductive in an ultimate sense, I
think, ‘de];q)ends upon analysis of a particular deal. One can see
some of these leveraged buyouts, I suspect, that will give operating
control of what used to be a unit of a larger company to hands-on
managers of that unit, and perhaps they will manage it more effec-
tivehy than before. , , :

I don’t know how you make a judgment on that except on a case-
b%'l;case basis. I suspect it is true of some of them and not true of
others.

Mr. LukeN. The trend, though, has resulted in drastically in-
creased debt, and that is what we have been discussing and you
have been discussing. .

Mr. VoLcker. By definition, a leveraged buyout is going to retire
equity and increase debt, and from that standpoint, increases the
vulnerability of the financial system. ‘ :

Mr. LUKEN. This is something that the Fed is involved in.

Mr. VoLcker. Yes. We are involved in it directly to the extent
there is bank financing of leveraged buyouts, and this is an area to
which we have given some attention in our supervisory practices.

Mr. LueeN. Would you say that your attention has been rather
timid in the results? And I say that somewhat provocatively—not
really meaning to criticize but to bring up the issue because you
did grapple with the junk bond issue—and there was a roaring and
a mouse wag produced, apparently. Would you agree that the Fed
regullstion on junk bond restrictions really didn’t amount to very
muc _

- Mr. Vorcker. I think that was rather a narrow ruling and ggt
blown up to a kind of cause celebre beyond the technical signifi-
cance of the ruling itself. But you asked whether we have been
timid on leveraged buyouts. Let me return to that question, and
perhaps ag in any other swiftly changing area of finance or barnk-
ing, the regulators are always a step behind and the supervisors
are a step behind. - , - - L

I don’t think we have been timid in the last couple of ‘years, but
by the natire of that situation, I don’t think it is adaptable to gen-
eral rules or regulations. What we do is make sure in our normal
supervisory and examination processes that this area of lending
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gets specific attention and that the risks and dangers are brought
quite clearly to the attention of bank management.

We certainly do that now, and I think there are some signs that
a greater degree of caution in that area has developed over the last
couple of years, although I am sure you could find some exceptions.

Mr. LUKEN. Since we have been talking about the debt issue, and
admittedly we are in a very general area, as you acknowledged,
and as I say, you have been good enough to wade into it anyway,
let me as you in this very general area: Haven't we been in a re-
covery, which has been generally recognized as such, but in looking
at the debt situation, haven’t we been financing that recovery with
deficit spending? o

Mr. VOLCKER. In considerable part, yes. Deficit spending in the

_ private sector as well as in the public sector.

Mr. LUKEN. That recovery may be illusory or we may be vulnera-

‘ble in this area. We can’t continue deficit spending forever, mount-

ing this debt. You have indicated the problems of the cumulative
kind of debt that we are building, and you have said that we can’t
point to that debt as having caused any cataclysms up to now, but

.. ' .there is a question as to-the sustainabiligghof building debt.

Mr. VoLcker. I think that is correct. The clearest aspect of that,
where I think your comment on deficit financing applies quite obvi-
ously, is that when one looks at the country as a whole we have
been borrowing abroad in increasing amounts. The country as a
whole is in deficit, and that raises very clear questions about sus-
tainability.

“Mr. LUKEN. One more question. Are we going to continue to be

. able to borrow abroad with interest rates—well, let me ask this

question, a factual question. Have interest rates throughout the

~ world been going down at the same rate as in this country? Do you

have qr{}rthing on that? ' :
Mr. Vorcker. They have been going down generally. I don’t

* know- offhand of any country where long-term rates have come

- down as fast and as far as our long-term rates have in the last 6 or

8 months, but the general tendency in industrialized countries has
been for interest rates to go down.. .

Mr. LUKEN. Are you concerned that we may not be able to con-
tinue to cause that inflow of foreign capital with our interest rates

- going down?

" abtroad.

“Mr, Vorcker. I think that is only one factor in the equation, par-
ticularly when interest rates in other countries are going down.

Mr. Luken. That is what I wanted your thoughts on.

Mr. VoLcker. I think, more generally, will we be able to main-
tain the confidence in our prospects? One aspect of that is confi-
dence in our currency that continues to justify and promote a
rather free inward flow of capital. Now there is another aspect of
that that is entirely outside our control and, indeed, we would like

" ‘to see it go in a way that is adverse to capital inflows to the United

States in a fundamental sense. That is more rapid growth abroad.

- As they grow more rapidly, as we would: like to see, they presum-

ably will want to use more of their savin%tg at home, and that in
itself would potentially make it more difficult for us to borrow
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The lesson from all that is let’s get our house in order so that we
are not so dependent upon foreign borrowings.

Mr. LukeN. Amen. Thank you, Mr. Chairman.

Mr, WirTH. Mr. Tauzin.

Mr. TAuziN. Thank you, Mr. Chairman.

Mr. Chairman, I represent a State that is, of course deeply in
trouble economically because of the plunge in oil prices, and it has
affected the financial institutions of our State. I would like to
touch briefly upon. what I understand is a movement by your
agency in the control of the currency as well as the FDIC to assist
in some of those problems.

‘Bankers tell me that as the inspectors descend upon their banks
faced with loan ?roblems, they need and are requesting more room
in which to facilitate renegotiations of those loans and better re-
porting regulations so that they might sustain themselves during
this period of low price until the price of oil does come back up an
%heir assets become more valuable in terms of security for those
oans.

What exactly is 1your agency doing in that regard?

Mr. VoLcker. All regulatory agencies have a specifically common
gosition in that area that is not a sharp break from past practice

ut has been codified, so to speak, rather directly in recent months.
It deals with the questions that you raise; that restructuring of
loans in itself should be looked at as a matter that might, depend-
ing upon the specific circumstances, be in the interest of both bor-
rower and lender and would not be criticized or require a write-off
under certain conditions.
. There is also room in some cases when an agricultural bank, for

instance, or perhaps an energy bank running into adverse circum-,
stances for a while may have to dip into their capital cushion, so to
speak, and go even below the guidelines or rules that are ordinarily
applied. Those banks would be asked to have a plan for restoring
capital over a period of time, but given that their overall prospects
for improvement over a period of time are reasonable, there would
be some allowance made for that situation in the application of the
existin% guidelines. ’

Mr. TauziN, What reporting rule changes are you recommend-
ing? Many of the banks indicate to me that the 90-day provision on
bad loans, particularly the manner in which they have to report
them, the inspectors insisting that in many cases their assets be
dgv;ngraded ir value during this period of time, are hurting their
ability. . ’

Mr. Vorckrr. The only specific change in reporting rules that I
recall we made recently is with respect to some of these restruc-
tured loans. When the loan as restructured is adequate to repay
the principal that was originally involved, there is no required
write-down, and that is in accordance with generally accepted ac-
counting practice. But there would be reporting of that category of
loans that had been restructured but not written down, in the-in-
terest of disclosure. ‘ o

Mr. Tavzin. Is it accurate to say that the new restructuring reg-
ulations do permit a bank to forgive or write off a part of the debt
gnd z;estructure the rest of the debt without actually writing it

own? ‘
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Mr. VoLcker. What the so-called FASB-15, the accounting rule
that is at issue here, provides is that if the loan is restructured and
the restructured payments are equal to the original amount of
Ennciple, under in existing accounting rules, that loan does not

ave to be written down, provided there is a reasonable prospect
that the restructured terms can be met.

That is not a new rule. That is a rule that we have applied in
suitable circumstances in the é)ast, but we have, in effect, in these
areas generalized the rule and transmitted to our examiners—I'm
talking about all the regulatory agencies now—instructions to
make sure that they follow that rule.

Mr. TavziN. If I can put in a plug for the condition they find
themselves in, in Louisiana riﬁht now the legislature is meeting to
adapt its laws on plug and abandonment and its laws on royalty
and severance collections in order to keep prospective fields alive
that otherwise might die and be worthless on many banks’ books.
If they are successful, I think they are going to give the owners of
those resources some breathing room, and what the banks are
asking us to impress upon you and other agencies is that while the
State and regulators in that energy area are attempting to give the
owners of those resources breathing room, if the Fed and other
agencies can likewise accommodate the banks’ desires to do the
same thing where the prospects are good——

Mr. VoLckir. That is the key. I think that is all right so long as
we are not just kidding people and that a restructured loan is
really a good loan and not a bad loan. If it is a bad loan, then I
think the reserves have to be put up or the loan written down or
whatever.

Mr. TauziN. I don't think anybody disagrees with that, Mr.
Chairman.

On a broader scale, you have indicated that you were disappoint-
ed that the tax reform bill did not deal with the problem of debt
financing, the problem by which in the Tax Code we encourage so
much debt financing.

Mr. VorLcker. Right.

Mr. Tavzin. I tend to a%ree with you. There is another side of
that coin, however, and that is the provisions in the Tax Code
which discourage the accumulation of personal savings in America,
the part of the Tax Code that penalizes Americans for saving
money, in effect. 4

Mr. VoLckeR. That is the other side of it.

Mr. TauziN. That is the other side; 120 cosponsors joined me last
session, and we have got another bill filed this session, in a bill
that suggested a new aﬁproach in that area, an approach that said
that America would take a position most of the industrialized na-
tions have already taken that would encourage in tax policy the ac-
cumulation of personal savings so that we wouldn’t have to rely
~ upon foreign funds to finance our debt here in America. And so
_ that in fact, the amount of personal savings, ;;_ercentage of dis?os-
able income would rise above the dismal 1.9 figure I saw for last
quarter into something more reasonable.

1 understand in France the personal disposable income savings
rate is about 10, in Germany 15, and in Japan-19, and in Taiwan it
is 84. We are hovering around 2 percent.
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Mr. VoLcker. We are at the bottom of the league.

Mr. TauzinN. At the bottom of the league. Shouldn’t we have a
tax policy something like a bill like I suggested or something like it
that says to savers in America that if you are willing to begin
building up savings accounts again in America, broad savings ac-
counts, not just specialized Keoghs or IRA’s, that indeed that would
be useful for our economy, useful for pushing back the problem of
accumulated foreign debt, and perhaps building capital accounts in
this country sufficient to meet our debt financing needs?

Mr. VoLcker. I do think there is a basic bias, ae I said, in our tax
structure against savings and in favor of debt. At the same time,
when one focuses on the savings side of the equation, I want to give
you perhaps a little discouraging view of the situation.

Mr. TauziN. Sure.

Mr. VoLcker. I think the savings patterns are pretty deeply em-
bedded in the American psyche just as they are deeply embedded
in the Japanese psyche or in some of those European countries in
different ways. If you look at savinfs patterns through history, the
one thing that stands out is they don’t change very much. I don'’t
think that means they are impervious to public policy, but I also
don’t think you should expect too much in terms of rapid and pro-
found responses in savings patterns that have been established
over a long period of time through tinkering with the Tax Code.

Some of the more obvious things in the Tax Code affect debt fi-
nancing as compared to equity financing, where I think there is a
very direct and strong financial incentive provided to borrow
rather than to sell stock. I have no doubt that changing that would
clﬁange financial patterns. The savings pattern is much harder to
change.

Mr. Tavzin. I think my time has run. I just want to point out
that there has been a swing, as much as 6 to 7 percent, in savings
rates.

Mr. VoLcker. You quoted some very low savings figures that
aren’t familiar to me. My recollection is the savings rate got down
into the neighborhood of 4 percent or so over the past year, which
is at the lower end of the historical range. When we do well, it goes
up to 6 or so for personal savings. '

If you look at savings for the economy as a whole, generated do-
mestically by businesses and by individuals, it has run on a net
basig in a channel between 6 and 9 percent of the GNP prett;
much throughout the postwar period. It fluctuates between 6 and
percent, largely depending upon what stage of the economic cycle
we are in. It tends to get high during periods of prosperity when
profits are high, and it falls during periods of recession when prof-
its are low. That is about all you see in the overall pattern.

Mr. TAvziN. Again, my time is up. I just want to point out that
during all of that historical perspective, we have never had on the
books a program by which America said to savers that you can
earn tax-free -ineeme;-and I wonder, if we had such a broad pro-
gram, if we could change dramatically those savings incentives. It
works in every industrialized nation. .

Mr. Vorcker. The tax situation in other countries varies. We are
relatively bad on this. :

Mr. TauziN. We are terrible.

¢
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Mr. VoLcker. If you really wanted t&change the tax structure,
what you would do is tax the income when you earn it but don’t
tax it again after you have saved and earned on the savings; but
that would be a pretty profound change in the tax structure. That
is perhaps even more ambitious than I had in mind.

r. TAuzIN. Thank you, Mr. Chairman.

Mr. WirtH. Thank you.

Mr. Fields.

Mr. FieLps. Thank you, Mr. Chairman.

Chairman Volcker, to continue along the lines of Mr. Tauzin of
Louisiana, I represent a producing State also, Texas, and we are
very concerned about the financial health of some of our institu-
tions in Texas.

. Let me begin by asking a rather broad question. In your mind,
what constitutes a crisis level for financial institutions in the
Southwest, and are we at that crisis level or are we rapidly ap-
proaching a crisis level? . :

Mr. VoL¢KER. I am not going to give you a statistical definition
of a crisis. It is obvious that due to the economic conditions in
Texas in the energy area, and with some other complications, that
some financial institutions in Texas and in that area of the country
have experienced and are reporting substantial earnings pressures.
Those earnings pressures are directly related to the need to write
off some loans or to provide substantially larger reserves.

We are also, fortunately, in the situation that, by and large,
banks in that area of the country have been relatively profitable in
the past and have built up substantial cagital cushions. Capital is
basically there for a rainy day, and it is helpful to have that cap-
ital available for this particular rainy day, but there are pressures
and strains in that area that obviously have our attention.

I would point out in that connection that the regulators together
have groposed modifying the legislation that the Congress just re-
passed for a brief period of time for emergency acquisitions of trou-
bled banks to facilitate that process in case it becomes necessary in
that =vea of the country or elsewhere under existing conditions.
That :cegislation will be before you shortly, and I hope that you will
give it your favorable and prompt attention.

Mr. FieLps. Other than that piece of action and what you men-
tioned to Mr. Tauzin, are there any other specific actions that you
-could recommend? - A o

Mr. Vorcker. We took these supervisory actions that I discussed
with Mr. Tauzin. I don’t have any other recommendations beyond
the ones incorporated in that legislation that will be before you.
The reason I do not is that we have in being a very, I think, effec-
tive and rather comprehensive apparatus in the Federal Reserve
System and in the Federal Deposit Insurance Corporation designed
to deal with contingencies in this area.. ' o

‘Mr. FieLps. Thank you, Mr. Chairman.

Mr. WirTH. Mr. Oxley.

Mr. OxLEy. Thank you, Mr. Chairman. ‘

Mr. Volcker, if I am paraphrasing you correctly, I think you said

- that we can’t encourage a change in the savings pattern through
- “tinkering” with the Tax Code. If that is a correct paraphrasing,
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hov; do we, in fact, encourage the increase in savings in this coun-
try

Mr. VoLcker. I suppose my answer would be not to get too ho
ful on that score, because I think it is a very deep-seated behavior
pattern. When you begin talking about changing the savings rate
in a very significant kind of way, you would have to look at things
which you wouldn’t want to do, I am sure. :

We provide much more retirement security through the Social
Security System and other programs than we used to provide.
There have been a number of economic analyses that suggest that
over a period of time that discourage private savings, for obvious
reasons. That doesn’t say you want to abandon those programs in
the hoges that you get private savings up, although I suspect that
might be one result.

I am just trying to illustrate the difficulty of this problem. You
-could change that whole tax structure in the way that was men-
tioned so that you don’t tax income on savings at all. ] think that
might begin to have an effect on savings. But that would be a very
sweeping change in the tax structure. I don’t know how much effect
it would have, but it certainly must move in the right direction; it is
also a very profound change of the kind you may not want to
consider.

I don’t remember using the word “tinkering,” but I will use it
now. When you begin tinkering around the edges, I don’t think you
can expect to do too much.

Mr. OxLey. Mr. Chairman, recently there has been some discus-
sion in the public press about some so-called reforms in IRA’s. I

have been under the impression that the provision in the Tax Code -

for IRA’s has been one of the most beneficial and substantial

changes in the law in many, many years, and I think the figures -

would bear that out. In fact, the increase in IRA’s year in and year
out has been nothing short of fantastic. And yet there are those
that feel that because of the tax loss and the perception that onﬁ' a
certain segment of theigopulatipn has taken advantage of the IRA,
that we ought to, indeed, revisit the whole IRA procedure.

Do you think that is a good idea or should we, in fact, look for
other efforts in the Tax Codeito encourage the kind of savings for
reti:eixﬁ)zr’nt?and other purposes, perhaps, that we have with the cur-
ren s?

Mr. VoLcker. I think it is, an example of what I am talking _

about. IRA’s have been quite sticcessful if measured by the number
of IRA’s created and the amount of money in them. At the same
time, while all that development has been going on with a large

influx of funds into IRA’s, it is hard to see an impact on the overall =

savings rate. In fact, the personal savings rate has gone down
" during this period.

Now, it presumably did not go down because IRA’s were created,

but' that particular incentive is not strong enough to offset other

thihgs that were happening, either temporarily or more profound-
ly. Et is an illustration, I think, of just the point I was trying to
make, that it is difficult to change these patterns by changes
around the edges. ‘

Now, I would suspect the longer the IRA facility is in effect, the
more effective it may be in increasing savings. What you clgang'
got and are still getting, to a large extent, is a movement of al-
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ready existing funds from one type of account to another without
adding to the overall savings rate. But as people use up their read-
ily available resources to shift, then maybe they have an incentive
to actually save some more.

But we can’t measure that response in the overall rate yet. I
don’t report this happily, but I report that it is hard for me to see
that it has had a very profound influence on the overall savings
rate as opposed to the amount of money put into those particular
kinds of accounts, which has some benefits in and of itself, that
money is kind of put aside for the long run, it is a more stable
source of funds, and it presumably provides for more individual ge-
curity for the individual family that has accumulated that money.

" But that is not quite the same as saying it has had a dramatic
effect on the overall savings rate, which I cannot discern.

Mr. OxLEy. Mr. Chairman, just to shift gears quickly, the Fed re-
cently lowered the discount rate from 7 to 6.5 percent, apparently
in coordination with the Central Bank of Japan. Will that, in your
estimation, continue to be a pattern; and if indeed it is, is that a

- good thing? .

Mr. Vorcker. We have had some coordination in precisely the
same directions and even in the same amounts in some recent inci-
dénts. Whether that is appropriate in the future, I think, depends
upon circumstances in the United States, in Japan, in Europe, It
has happened to fit the book given the existing circumstances, but
one could imagine quite different circumstances.

In particular, I see no reason why measures in either Europe or
Japan to stimulate their economies, whether by monetary policy or
otherwise, should necessarily await comparable action by the
United States. The shortfall in growth over a period of time, and

rhaps prospectively, is more apparent in those countries than

ere, and it may be that some differential effort to spur growth in
- those countries would be appropriate.

Mr. OxLEy: What countries particularly are you talking about?
- West Germany, for example? '

Mr. VoLckeRr. Germany is one case in point. Japan is certainly a
case in point. Each of those countries is different. Some of the
growth in Europe generally, while it is better than it was and I
think we are all happy about that, is not particularly robust

,;.%%‘a,inst the background of continuing high levels of unemployment.

e level of unemployment in the Common Market countries, if 1
remember correctly, is over 11 percent. So it would appear that
they have some considerable growth potential there which is not
being fully utilized.

* Mr. OxLEy. Thank you, Mr. Chairman.
"Mr. WirtH. Thank you, Mr. Oxley.

Mrs. Collins.
~ Mrs. Corrins. Thank you, Mr. Chairman.

Mr. Volcker, I have been sitting here listening to your testimony,
and reading a few articles I happen to have before me. One article

by Thoreau, says the twenties and thirties can happen again. The
other raises a question about the quality of credit. L

In reading those two articles it seemed to me that we have an

economy that is based almost on a house of cards. It is based on
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credit; it is based on deficit financing and so forth. I wonder how
sound you think this approach is. ‘ ‘

I heard you say a bit ago that we were doing a lot of borrowing
and that we were also growing, but how sound is this practice and
can it lead us to a downfall such as we had in the twenties and the
thirties?

Mr. VoLcker. The answer is clearly somewhat mixed, but given
the overall trend in debt, I think it does raise questions about its
sustainability and whether we have been relying too much on debt-
financed growth, with the Federal Government being one major
culprit. I come back to that very basic point that has been made by
several Congressmen as well as myself this morning: one reflection
of that is the amount that we are having to borrow from abroad to
meet this demand for debt creation. I think that basically is unsus-
tainable in the degree and at the speed with which it is happehing ~ -
now. .

The tendency has been toward increasin% numbers in that re-
Sﬁect rather than the reverse, and when we look toward sustaining
the economic advance and sustaining the balance of our economy

and the stability of our economy, I think it is important that those
figures begin to curve down rather than up.
Mrs. CoLLins. Are you able to take action to see to it or should
the Congress be doing something to see that those figures begin to
turn downward? o
Mr. VoLcker. Congress can do something very directly. The point
that I would make is that you have within your hands the ability
to deal with the Federal budget deficit, which is a sizable part of
the debt creation.
Mrs. CoLLiNns. It is a sizable part of the debt creation, this is true,
t)}llxt gon't Federal Reserve Board policies also have some impact on
at?
Mr. VoLcker. Yes; I think they do, but just in terms of Federal
Reserve policies and our very general instruments of monetary con-
trol, the question arises as to what lesson you might draw from
this increase in debt. What many people, I suppose, would say is -
that ordinarily if you are having a very rapid increase in debt, it is
an indication the policy is too easy and we ought to be more re-
strictive, whatever risks that that implies in the short run. ,
The other argument, of course, is that given this amount of debt,
... there is something to be said for easing the burden by lower.inter- ...
- est rates and helping to ameliorate at least the short-term problem
that way. This is one factor that we have to take into account
among many others, but the classic response would be, I suppose,
that it is an indication that money is too easﬁ . K
Mrs. CoLLINS. One of our witnesses today, Mr. Soros, states in his
testimony—he hasn’t had a chance to give it yet, but we have read
the testimony—that “Looking ahead, I see the risk of excessive
credit expansion shifting from the banking system to the financial
“markets. We are in the midst of what I consider the bull market of
a lifetime, but if we do not control the credit involved, it may well
end up in a crash, just as it did in 1929. We are very far from that
b point, but it is worth thinking about.” : R
: Should we, in fact, be concerned that much of the expansion in
trading activity has occurred in markets that are not centralized or
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subject to monitoring and surveillance—for example, markets for
Government securities, mortgage-backed securities, foreign ex-
change, certificates of deposit, and commercial paper—and that
those markets are not regulated by self-regulatory organizations
with oversight by the SEC?

Mr. VoLcker. There has, no doubt, been an explosion of activity
in markets outside the banking, depository institution system, and
evaluation of all those developments is a very difficult matter. But
I come back and share the concern that the overall result in terms
of private debt creation as well as public debt creation does suggest
very real questions about its sustainability. It suggests that this de-
velopment ought to be looked at in terms of what is an appropriate
public policy response. :

We come back to the deficit as one point; I come back to the tax

" gystem as another very basic influence on these developments

which is very much a matter of public policy. I think you do have
these questions of appropriate surveillance of other markets. There
was reference earlier by your chairman to that particular area of
the Government securities market, and this committee did act in
that particular area and, I think, acted responsibly in the light of
the problems that time showed had developed in that area of the
market. -

Some of these new financing techniques, 1 believe, are not well
understood. They maz be understood by some very bright people
who have developed them in terms of their particular needs. Some-
times you even wonder whether they thought through all of the
possibilities. Whether the implications for the economy at large
and for the financial system at large have been fully understood is
the question, I think, before the House.

The sheer rapidity of the debt creation that has accompanied
these innovations is what raises the question because every individ-

- ual borrower or lender may feel reasonably well protected, but

there is some question about the validity of that conclusion for ev-

_erybody when you observe that the economy as a whole is getting
‘m(ﬁe hié}(;ly leveraged.
Y8,

by SEC?

LLINS. Don’t you think there should be more mdnitoring

Mr. VorLckEeRr. I am not going to get into the SEC’s business.
Mrs. CoLLins. Or some other regulatory body. ‘ -

.. 1Lhaye one more question, . . . ...l .
Mr. VoLcker. I think they have a very important role in the dis-
closure area, and I think many of these complicated financing tech--
. niques and the ever-longer chain of mutually interdependent trans-
- actions makes that job more difficult rather than easier, because it

is hard sometimes to tell who the ultimate lenders and borrowers
are in the midst of these transactions and how protected the whole

. thing is.

‘We have had a classic case—and this is a kind of sick aberration
of the whole thing and I don’t suggest it as typical at all—but the
case for potential for abuse is illustrated in some of the things that
went on in the State of Maryland, and particularly in the situation
of the.socalled EPIC Corp., where you had a kind of financial
c¢hain of many new innovations, spurred in the first place by par-
ticular tax incentives in the real estate area, accompanied by

8
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rather loose appraisals of the underlying properties, with the cred-
its then securitized after a little lubrication through a presumably
insured savings and loan—securitized, insured or third party guar-
antees obtained—and the obligations sold, in some cases to rather
sophisticated investors, but nobody looked very hard at the value of
{he griginal credit, which turned out not to be very good, to say the -
east. : b

The ultimate lender apparently didn’t pay' much attention be-
cause he thought somebody else was paying attention, and in the
end it was an abuse of the system. Now, as I 8ay, that is a sick ab-
erration, but I think those things should be warnings to anybody.

Mrs. CoLLiNs. Mr. Chairman, my time has expired, but just as a -
comment, I think that many Americans today are concerned about
the economy. We see financial institutions, as has already been
brought out today and before, that are on {)retty shaky grounds.
We see a nervous stock market. We have all kinds of debt financ-
ing. We are borrowing from all over the world. We have trouble
co lectinﬁ our debts from foreign countries, particularly those in
the Third World and what have you. .

And yet we have an economy that people claim is rising and so
forth, but I think the whole economy is based on prettIy shaky
grounds. I also think the question should be raised by all Ameri-
cans whether or not we are, in fact, putting ourselves on an eco-
nomic skid in this country, because it just doesn’t seem like a
sound basis to me.

Mr. WirtH. Thank you, Mrs. Collins.

Mr. Coats.

Mr. Coars. Thank you. Mr. Chairman, yesterday in this room the
Commerce Subcommittee heard testimony on the insurance liabil-
ity crisis. And a representative from the American Bankers
ciation as well as the Certified Public Accountants Association both
suggested that one of the ways to alleviate that crisis in providing
liability insurance was to allow banks to get into the business of
offering insurance.

My question is, I would be interested in your response as to
whether or not that is wise policy. And second, as to whether or
not banks are currently in the financial position to be able to do
that with any degree of success?

Mr. VoLcKER. Let me distinguish between two different sets of

ing statute—although a real question arose in

_,&;g.s‘tipngmmd,‘.ssgkxeulgpmems.w e have permitted recently, within
an.

e present b

- terms of interpretation of the ability of banks to be in the insur-

ance business—banks to get together collectively or coolpe_ratively
to offer certain types of insurance to each other. We felt the law
could be interpreted in a way that permitted that and helps the
bankling system to deal with their own insurance problems, so to - -
speak. : o
Now the question of dealing with this problem by putting banks,

let us say, in the casualty insurance business has, it seems to me,
rather peculiar implications. You do not ordinarily think of an in-
dustry that has had as much trouble as the casualty insurance
business being a prime target for fresh investment by a depository
institution that operates under special strictures with respect to
safety and soundness in the national interest. B
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So I do not think I would follow the conclusion directly that be-
cause there are problems in a particular industry, it is a ripe area
for bank participation.

r. Coars. Well, I raised some of those questions yesterday be-
cause it appeared that their entry into that business might not nec-
essarily solve the problem. That we have a lot of groups coming
before us saying that they are unable to obtain insurance coverage
because of the degree of uncertainty and risk and liability. And it
occurred to me that banks, given the requirements as to their re-
serve requirements and so forth, might just simf)ly end up compet-
ing with insurance companies for this same pool, and still not solv-
ing the problem.

r. Rirrer. Will the gentleman yield?

Mr. VoLcker. Just to put this in perspective, I am not aware
that casualty insurance, which is what is at issue here, has been
felt to be a prime area for expansion by the banks themselves.
That is not an area upon which they put a lot of emphasis. But it
has been a very troubled area in the financial industry recently,
which %18. vi;hy it is so difficult to get insurance and why the charges
are 8o high.

But it %s that process, of course, that will also make the industry
more healthy financially over a period of time. And I think there is
some evidence that it is moving in that direction.

Mr. Coars. Recently CBO lowered the new budget estimates, in-
dicating, I think, that by 1990 the Federal deficit was projected to
be $120 billion instead of $260 billion, which it predicted not too

lotﬁago.
at again raises the question or raises the prospect of—the con-
cept, I guess, of growing out of our budget problems. That was
pretty discounted not that long ago; probably prompted the pessaﬁe
of Gramm-Rudman. And now a lot of people who supported the
passage of Gramm-Rudman are saying, well, we do not want to let
this draconian law take place because we are going to grow out of
the deficit and so it is really not necessary.
I would be interested in your reactions to that. .
Mr. VoLCKER. Let me make one comment right away. Treat all 5
year budfet rojections with great care. They are dangerous to
your health. Nobody can make that good a projection over that
period of time. A
Having said that, I think in some basic sense, the budgetary out-
we—]ook-has-improved, not-by-magic; -but-reflecting the-degree- of.-re~-....—
' straint that there has been on expenditures in the recent past—al-
though maybe not as much as one would like to see in terms of a
decisive change in the budget picture in the short run.
But if you make the assumption—this is an assumption and not
a reality when you are going out that period of time—if you make
_the assumption that that degree of expenditure restraint is main- .
tained, I think it is reasonable to project a downward curve in the
deficit on some kind of reasonable business outlook over that
. period of time. =~ - S ‘ o
V _ Whether that is enough or fast enough without still greater
: action by the Congress is the question. And I would feel strongly
that you should, in no way, relax your efforts now, but reinforce
what you have been doing that produces that better medium-term
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outlook. But resting on Kour laurels, so to speak, which are limited
relative to the size of the problem, if I may say so, would be the
wrong approach. .

Mr. Coars. Thank you, Mr. Chairman.

Mr. WirtH. Mr. Ritter.

Mr. RirTEr. Thank you, Mr. Chairman.

Mr. Volcker, just as a postscript to my colleague’s remarks, the
banks are interested in the insurance business, but which lines
they are interested in moving in, I think, is subject to question.
This also came up at the hearings yesterday.

Mr. VorLcker. No; there is no question they have been interested
in going into some aspects of the insurance business. But I think
the one they put the least emphasis on is casualty insurance.

Mr. RITTER. No one is exactly flocking to the property and casu-
altlelrl business these days, given some of the awards. RS

r. VOLCKER. Ri%'},xt.

Mr. RirTer. Mr. Volcker, one of the key concerns of the subcom-
mittee has been the growing number of mergers and acquisitions
and leveraged buyouts that are being financed by debt. You, your-
self, I understand, have expressed some concern about this.

Do you think that this increase in private debt makes companies
more vulnerable to potential economic changes, such as higher in-
terest rates?

Mr. VoLcker. In general, I think that is inevitable. The more
debt and the less equity, the more vulnerable you are. Now much
of this activity, of course, is justified in specific instances; the debt
does not a%ply to that particular company or that particular com-
pany may have an excess of equity and can afford more debt. And
that is the basic justification for many of these deals.

Overall, there is no question that the debt load has been tending
to increase in industry generally. And you have had $150 billion of
equity retired over the past couple of years. Now how that effects
individual companies is another %uestion. But I would have
thought that our major problem in this country is not an excess of
equity, yet we are retiring it.

Mr. Rirrer. I guess the bottom line there is, do you believe that
the tax system encourages——

Mr. VoLckeR. Yes. I do not think without any——

Mr. RitTeR [continuing]. Encourages debt? ‘

e Mr. Vorcker. There is no question that the tax system encour-
"7 ages this activity. And that is what 1 was ¢calling to yotit attention
' once again in my testimony.

Mr. RirTer. Mr. Volcker, the Japanese yen has fallen precipi-
tously recently. And I guess it is down to the lowest point since the
end of World War II.

‘ ~ What are some of your impressions in this? How long do you
T think it will take before e begin to feel the lower yen to dollar
value in our balance of t. .e? What does it mean to financing our

own deficit? What are some of your views of the implications of

.= this sharply falling yen? ‘ o
A Mr. VoLckeR. First of all, I do not think that there is any doubt
that when we have had the yen change in value in a relatively
‘ brief period of time by something like 30 to 35 percent, the relative
competitive position of American industry is improved. And they
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are in a better position, particularly for competing with Japanese
producers in third markets. It is still going to be pretty tough to
export directlz to Japan. I do not think there is any question about
that. But the battle is fought, in large part, in third markets.

That process takes time. And what I would emphasize very
strongly is that as important as exchange rate changes are relative
rates of growth. It is hard to compete with countries that are not
growing very well in their own domestic markets and that have
excess capacity and excess unemployment. That applies not just to
Japan, but to other countries.

Mr. RiTTER. Are you talkinf about Western European nations?

Mr. VoLcker. Yes; as well. I think in very general terms that
comment would apply to both.

So I think our emphasis now ought to be on a better balance in
world expansion. Obviously, it is very important that we keep this
expansion moving in a sustainable way on a worldwide basis.

nd when one looks at the sustainability, you have to realize
that over the past 3 years and more, the United States has really
been carrying the load. Our own economy has not only tended to
expand faster, as measured by GNP than other industrialized coun-
tries, but if Jou looked at our demand, it is expanding even faster.
Our demand has been expanding faster than our GNP because a
lot of that demand has been satisfied by imports. And that is
adding to other countries’ GNP. And if you subtract the direct con-
tribution of our imports from their GNP, the contrast between
growth rates would be even stronger. ;

Now it is that situation that has to be reversed over the next few
years if our trade balance is going to improve.

Mr. RirrER. Do we have that kind of influence to——

Mr. VoLckER. It is obviously limited. But one would think that it
is in their own interest. And that is, of course, the hopeful sign.

Whether they are moving as fast, as aggressively, as one would
like to see is what has been in question. This is not a new point.
And I would have hoped that we would have seen more expansion
by those countries over the past year.

Mr. Rrrrer. Should we be recommending Kemp-Roth type tax
cuts to Germany?

Mr. VoLcker. Without getting into Kemp-Roth types, and with-
out attaching a label to it, one of the questions is whether they

.. ..could not, on the fiscal side, and on the tax side specifically, move

in ways adapted to their own circumstances that provide more
solid and lastin'ghimpetus to their economy.

Mr. RitrER. The chairman has been very patient with me and I
thank him.

Mr. VorLcker. I think that that kind of question is a very rele-
vant one.

Mr. RiTTER. I would like to just ask one other question.

Mr. VoLcker. I might add their budgetary situations, by and
laxl'&e, are much better than ours. ,

r. RirTER. In terms of deficits.

Mr. VoLckkiRr. Yes. And they have improved a lot. ,

Mr. RirTEr. The amazing thing about it is, their deficits are
much smaller than ours, yet their unemployment rate is higher.
Our inflation rate is as good as anybody’s.
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Mr. VorLckeR. Their inflation rate is generally better, despite the
improvement that we have made. That is another factor that runs
strongly in the direction, I think, of supporting some expansionar
policies on their side, particularly in Germany and Japan, whic
have an exceptional degree of price stability.

Mr. Rirrer. Particularly also, would you not agree with the
fallen oil prices, the German economies and the Japanese econo-
mies are going to have excess cash basically.

Mr. VoLcKER. Yes. :

Mr. RirrER. I have one last question. I thank the chairman for
being patient.

Why has not the Canadian dollar increased in value against the
American dollar? '

Mr. VoLcker. The Canadian situation always seems to be a spe-
cial case. They have a large trade surplus, but they do not have a
large current account surplus. They have a lot of external indebt-
edness that they have to service. So they do not have the same sur-
pluses that Germany and Japan have, for instance, overall, even
though they are very competitive in the trade area. They have to
gefcompetitive in the trade area because of their large nontrade

eficit.

Canada has also been growing quite rapidly. They started with a
very high level of unemployment, but they have had relatively
rapid growth during this period of time. They have been trying, I
think, to spur growth. Their interest rates are generally higher
than ours, but they always have a difficult problem in kind of judg-
ing their interest rate level.

Mr. RitTeR. But that would argue for a higher value of the Cana-
dian dollar.

Mr. Vorcker. That is right. But against these other factors, they
started out with a higher inflation rate. They have made remarka-
ble improvement on inflation. If you look at the remarkable im-
provement, you would say that that is another factor that should
strengthen their currency.

Mr. RiTTER. Because our trade deficit is actually in—in dollars
terms is actually—or is it in percentage terms? It is very large.

Mr. VoLckeR. I do not remember what the numbers are.

Mr. RitTeER. Something like $22 billion.

Mr. VoLckER. I just do not remember the numbers, but we cer-

- tainly have a large trade deficit currently vis-a-vis Canada. - -~ -

Mr. Rirrer. It is puzzling me as to why the Canadian dollar is
not stronger.

Mr. Vorcker. Their overall external position is not as good as
their trade position alone looks. But I think it might be said they
have not had as high a degree of confidence in their own currency
as one would like to see. And some of these movements take on a
life of their own, which is an object lesson for us.

They ran into a situation not so long t:go where the Canadian
dollar was declining relative to the United States dollar from an
already somewhat depressed level historically. They were not
happy about that at all because it has, among other things, infla-
tionary implications. They felt that they had to defend the Canadi-
an dollar, and they raised interest rates by something like 3 per-
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cent, if I remember correctly, in a relatively brief period of time,
because of their concern about the problem that you cite.

}?(;w, since then they have been able to come back down some-
what.

Mr. RirriR. I thank the chairman.

Mr. WirtH. Thank you very much, Mr. Ritter.

Mr. Chairman, I thank you very much, again, for your helpful
discussion at the beginning of what I expect is going to be a long
and complete debate on the issue of debt and its economic and fi-
nancial effects. I suspect that, as with other issues, this subcommit-
tee is moving into an area that is going to be of significant interest
in the future. We thank you very much, Mr. Chairman.

Mr. Vorcker. Thank you very much. I appreciate it.

[Testimony resumes on p. 81.]

[The summary referred to earlier follows:]
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Recent Innovations in International Banking
Summary of Study Group Report

A sharp acceleration in the pace of innovation, deregulation and
structural change in recent years has transformed the international financial
system in important ways. Major new financial instruments ~ mostly taking the
form of off-balance-sheet commitments - have either been created or have
dramatically increased their réle in the financial structure; international
credit flows have shifted away from loans through large international banks
into direct credit markets; the volume of daily transactions has multiplied;
financial markets have become far more closely integrated worldwide; capital
has become much more mobile.

In many respects, innovation has improved the efficiency of
international financial markets, mainly by offering a broader and more flexible
range of instruments both for borrowing and for hedging interest and exchange
rate exposures. These changes have clearly aided banks and their customers to
cope with stresses associated with the greater volatility of exchange and
interest rates in recent years. These beneficial effects are noted in the
Report which follows and have been widely discussed elsewhere.

The Study Group sought to examine in detail whether these trends at
the same time either increase risks within the financial structure or alter the
functioning of the financial system over the longer term, in ways which suggest
the need for central banks to adjust their approaches to monetary or macro-
prudential policy. The group also considered whether these developments alter
the usefulness or content of statistical data.

To varying degrees both the banks and their customers from all
industrial countries are active in innovative business in the international
markets. Although the new instruments are traded to some degree in most
financial centres, the international market~places are principally located in
the United States and the United Kingdom. In the United States particularly
there has been active cross-fertilisation of domestic and international
financial markets. The domestic markets of other countries are also
increasingly affected by these international developments, and these
influences are likely to strengthen as present trends, especially
deregulation, continue and their effects spread.

The stimulus for financial innovation is strong, arising from the
interaction of a changing regulatory environment, expanding technology,
volatile markets, shifting curreat-account balances, and growing competition -
among financial institutions. We cannot predict whether the momentum of this:
process will advance further or wane. But it is clear that a number of the
forces supporting it are unlikely to recede soon. Moreover, even if the pace of
innovation were to slow substantially, the cumulative effect of changes already
introduced will impinge on the broad categories of policy for which central
banks are responsible.

Innovation is changing both the specific problems central banks face
and affecting the tools they customarily employ. The policy responses required
under present circumstances may need to be more rapid than in the past and may
call for closer co-operation between banking authorities and those responsible



L5

-2 -

for capital-market regulation at national and international levels. Because of
the market's ability to innovate rapidly and flexibly, it can be more difficult
than in the past to design policy changes and be confident that those changes
will for long achieve desired results, without unwanted side effects.

The Basle Supervisors' Committee has recently examined one aspect of
these trends, the rapid growth in off-balance-sheet activity of banks, and
concluded that it poses urgent challenges to supervisory authorities. The study
presented here concludes that central banks must in addition be concerned with
othev far~-reaching policy issues that arise from the process of innovation and
structural change. Issues in the fields of macro-prudential policy (that is,
the safety and soundness of the broad financial system and payments mechanism),
monetary policy, and financial reporting and statistics are exmmined in Part V
of the Report and summarised in the paragraphs below.

A. Macro-prudentyal policy

For a variety of reasons, the large international banks appear to
have lost comparative advantage to international securities markets as a
channel for credit intermediation with respect to large high-grade borrowers,
and in response have themselves moved heavily into certain capital-market
(largely off-balance-sheet) activities.

These developments have had their main impact on international
credit flows and in markets used by large corporations. If these trends
continue - and have a more pervasive influence on domestic markets - there
could be important consequences for the banking and financial systems:

- with the highest quality borrowers increasingly turning to direct
credit markets, the average quality of banks' loan assets may
gradually decline by comparison;

in view of its narrower base, the international banking system might
become less responsive to sudden liquidity needs or other shocks in
the corporate or other borrowing sectors;

- a greater share of credit is likely to flow through capital-market
(cather than bank) channels, which may be characterised by less
supervision, by less complete information oa which to base credit
decisions, and by more distant business relationships between debtor
and creditor, perhaps complicating the task of arranging
rescheduling or financing packages for those with debt servicing
problems;

.

both bank and non-bank financial institutions are relying more on
income from off-balance~sheet business;

the distinctions between banks and other financial institutions are
becoming progressively blurred.

These trends, taken together, may require the authorities to
consider substantial adjustments and adaptations with respect to financial
regulation and other policies.
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The above considerations all, to a greater or lesser extent, reflect
concern that innovation may heighten vulnerabilities in various ways, even as
certain benefits clearly accrue to financial and non-financial users of the new
instruments. The rapid innovation currently taking place in international
banking and financial markets - and also in some nations' domestic
markets - enables consumers to choose among many new products and to benefit
from the reduced costs and enhanced protection those products bring. From the
perspective of the individual buyer there are improvements in efficiency. But,
in a world financial system with many imperfections, there can be no guarantee
that increased efficiency of financial intermediation at the individual firm
level will necessarily improve economic welfare overall. Many innovations have
been designed to exploit existing imperfections in the financial system. Some
of the "imperfections" around which innovations are manoeuvering their way
represent official measures, such as capital adequacy requirements imposed in
the interest of safety and soundness of the financial structure, or measures to
deal with liquidity problems or to promote market stability. Others constitute
regulations designed to meet the needs of domestic monetary and credit policy
objectives; and still others are meant to serve investor protection needs.

A major source of concern derives from the difficulties in pricing
new instruments and the possibility that many new instruments appear to be, at
least to some degree, underpriced, that is, that gross income from the
transactions is insufficient, on average, to compensate fully for their
inherent risks. Since it may be necessary to accumulate experience over a
variety of circumstances and cyclical conditions in order for market
participants fully to understand and assess all elements of risk, this problem
may appear especially before the market for a new product has reached maturity.
Underpricing may also be resulting from intense competitive pressures, as
individual institutions struggle to hold market share in changing markets, or
from inability to predict longer-run swings in economic circumstances. °~

There are several other ways in which innovation may contribute to
systemic vulnerabilities. The presumed superior liquidity of securitised
assets over conventional bank loans may turn out to be a mirage if a
substantial number of the creditors of a single debtor attempt to liquidate
their holdings simultaneously, or nearly so. That is, the risk that the
liquidity of these assets will disappear is likely to be greatest when it is
most needed. At such times, banks may be exposed to liquidity pressure from
drawdowns on commitments which backstop many securitised assets. Moreover, the
general trend toward increased off-balance-sheet” activity and “unbundling"

‘ (which involves separating market risk from credit risk), as well as the

complexity of multiple linked transactions, can mask the interlocking of risks,
for bank management, regulators and market participants alike. 'Indeed, in any
corporation using the new instruments there is an important need for all levels
of management to acquire knowledge and understanding of the risks inherent in
them, and to adapt internal accounting systems sufficiently to ensure adequate
control. Because of the pace of innovation, use of the new instruments may he
running ahead of these necessary changes. A further point is that the new
instruments transfer price or market risk from one economic agent to another,
but do not eliminate that risk. And, in the process, they create new credit
exposures, and thereby increase the ways in which the default of one borrower
can adversely affect others. This problem may be exacerbated by the hitherto
untested legal status of many of the new financial instruments. Moreover, since
the growth of these transactions on the part of a relatively few lavge
financial intermediaries has been very rapid, there is some possibility that,

{
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in the aggregate, credit risk is becoming more concentrated within the
financial structure, even as exposure to price or market risk may be more
widely distributed.

The rapid growth in the volume of transactions being settled through
the payment system can also contribute to potential systemic risks. An
wmportant feature of innovation has been the huge reduction in transactions
costs - some estimates are that costs of many transactions have fallen by more
than 90 per cent. in the past two decades because of major technological
improvements. As a result, financial institutions find it possible, and
profitable, to undertake a much larger number of transactions. There is a risk
of overloading or congestive interruption of the payment system.

An important question is whether innovation has added to, or
subtracted from, the degree of volatility in financial markets. Theoretical
reasoning alone cannot resolve the issues, and market participants are divided
in their views. Where there are empirical studies examining the impact of
futures and options markets on the underlying cash markets, those studies
suggest that prices in cash markets were subject to no more, and often less,
fluctuation after the introduction of futures markets. At the same time, there
are particular day-to-day situations in which the hedging activities of market
participants, especially in options, do seem to increase the volatility of the
price of the underlying asset. It is possible that the new instruments tend to
cause short-term volatility in certain circumstances but longer-term
stability, particularly if the market .is a broad one with a large number of
participants.

A further question is whether financial innovation leads to
growth in overall debt. All in all, there are indications that global
integration and innovation have contributed at the margin to credit growth,
particularly in the United States, whose markets and institutions have played a
pioneering rdle in most of the innovations and where, because of the rdle of
the dollar, the links with international markets are close. Nonetheless,
looking at the record of the major Group of Ten nations, individuvally or on an
aggregated basis, it is difficult to establish any clear causal nexus from
financial innovation to aggregate credit flows in most countries.

B. Monetary policy

Monetary policy is being influenced - in some countries more than
others - by the effects of innovation, deregulation and structural change:

- the scope for monetary policy to operate via changes in the
availability of credit is being reduced relative to the réle of
prices (that is, interest rates and exchange rates);

- the rise in the international mobility of capital has résulted in
some countries in the exchange rate increasing in importance as a
channel of monetary policy;

- the many new instruments and hedging techniques available to market
participants and the shift to variable rate financing can make the
timing and incidence of monetary policy less certain; and
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- innovation is changing and may erode the meaning and usefulness of
the monetary and credit aggregates as indicators of monetary policy.

These developments may have several important implications for the
conduct of monetary pnlics

The external sector has become a relatively more important restraint
on the conduct of anm independent monetary policy in some countries, as the
relative importance of the exchange rate as a channel through which monetary
policy has sts effect on the economy has risen along with the increasing degree
of international capital mobility. For the smaller members of the EMS as well
as other countries whﬁ;; economies are particularly open, developments in the
¢xternal sector have dong been an important consideration when formulating
policy. For some larger countries, the change has been more noticeable. It has
become necessary 1n recent years in formulating policy to recognise the
increasing degree of macro-economic interdependence among the industrial
countries.

Moreover, the developments noted above have combined in the larger
economies particularly to shift the sectoral incidence of the effects of a
change in monetary policy. Although the situation varies from country to
country, the rising importance of the price channel accompanied by the
declining significance of credit allocation techniques means that it is no
longer true that the incidence of monetary policy changes falls mainly on the
housing and business fixed-investment sectors of the economy. In contrast,
monetary policy increasingly has its effects on the competitive position of the
export and import cumpeting industries, with a potentially damaging effect on
investment decisicas in those sectors. .

This is not to imply that the exchange rate has replaced interest
rates as the principal channel of monetary policy in a significant number of
countries or that there has been s widespread move towards exchange rate
targeting. With respect to the effect of interest rates, the increased use of
variable rate financing and interest rate hedging techniques can have an
important influence on the working of monetary policy. Once the fear of being
locked into higher interest rates is removed, the incentive to delay spending
is reduced, particularly when tighter monetary policy is expected to be
temporary. In addition, monetary authorities, when considering interest rate
increases, musi take account of the fact that under today's circumstances such
increases can have more important cash-flow implications than before and may
give rise to potential solvency problems over a broader component of the
domestic and perhaps the international economy.

Finally, new instruments may shift the incidence of monetary policy
among sectors of the economy in ways that are not easily predictable. The new
instruments may concentrate risk in the financial sector, which can make it
more vulnerable to large, unexpected changes in the macro-economic
environment.

These various considerations will have to be taken into account and
will certainly influence the way in which central banks make discretionary
changes in monetary policy.
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C. Financial reporting and statistics

The growth of off-balance-sheet transactions and the unbundling of
different types of risks have rendered the analysis of financial statements
more complex in several ways:

- for a bank's management, there are important questions about how best
to account for, monitor and manage a bank's risk exposure, and how to
fold in off-balance~sheet activities with its other exposure;

~ counterparties and shareholders of banks and other institutions face
similar problems of understanding the full scope of the
institutions' activities since conventional financial statements are
often not complete and are clouded by the growth of off-balance-sheet
transactions;

- supervisory and regulatory measurement of risk exposure can also be
significantly affected by off-balance-sheet transactions, and the
authorities have taken major steps to determine how to treat them for
measures of liquidity and capital adequacy, specific loan
concentration limits, and for assessing the overall health of banks;

in addition, the absence of accepted accounting techniques with
respect to off-balance-sheet items allows leeway in the presentation
of financial accounts that may have encouraged firms to assume more
risks. i

With respect to the monitoring of international capital flows, the
usefulness of our international statistics has been impaired by financial
innovation and structural change:

- "gecuritisation", that is, an increasing tendency for credit to take
the form of negotiable instruments, and the expanding rdéle of
contingent commitments have reduced the content of available
information on international exposures by taking a growing
proportion of cr=dit transactions off banks' balance sheets;

- institutions outside the present reporting systems have played an
increasing réle in credit intermediation;

the negotiability of assets makes it more difficult to keep track of
their ownership; in particular because of asset trading, changes in
reporting banks' .assets may not necessarily accurately reflect
changes in borrowets' liabilities;

- since many off-balance-sheet transactions are of a complex nature,
detailed data would be required to permit the kind of analysis that
has been possible with conventional on-balance-sheet positions. - -

In view of these problems, consideration should be given to
broadening the coverage of the data on international capital flows and, in
particular, to obtaining:

- fuller and more detailed information on banks®' involvement in'the'
securities markets;
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- information on the arrangements and use of NIFc and other back-up
facilities;

- information from outside the banking sector on outstanding bond
indehtedness and short-term securities, using where possible data
trom trade associations and other sources;

- information on banks' off-balance-sheet business, arranging when
possible for data to be collected by supervisory authorities in a
manner useful for macro-analysis.

The foregding discussion summarises the Study Group's findings with
respect to the policy implications of innovation and structural change in the

international financial markets. The following paragraphs outline the factual -

material gathered with respect to the main new instruments actively traded ih
international markets, as well as the analysis of the driving forces behind the
process of financial innovation and structural change generally.

Forces stimulating financial innovation

The stimulus behind financial innovation arises from the confluence
of a series of disparate trends during the 1970s and 1980s. For one thing,
macro-economic trends have helped to foster stuctural change and innovation.
Most important are the sharp rise in inflation and the increased
volatility of interest rates and exchange rates. Higher volatility has
generated an increase in the risk exposure of those financial intermediaries
which fail to maintain a strict match in the term structure of their assets and
liabilities. There has been a need on the part of both financial intermediaries
and non-financial institutions to develop effective hedging devices and
strategies to deal with the increased risks related to volatility, and there
has been an incentive to develop new financial instruments which can be used to
transform and shift the burden of risk. We have seen a proliferation of new
financial instruments and techniques with the. capability of meeting these
needs.

A sharp shift during the 1980s in the geographic pattern of
net flows of international savings and investment, as reflected in the
distribution of current-account imbalances, has also been a contributing
factor., To the extent that this shift has interacted with the distinct
preferences of investors and borrowers in different geographic .areas for’
particular forms of financial assets and liabilities, it can bé held at least
partly accountable for the changes in the structure of international financial
intermediation and the development of new financial instruments. Thus, the
sharp fall in OPEC investible surpluses and the reduced access to credit by the
major LDC borrowing countries after the onset of the international debt crisis
are consistent with a reduced supply of bank deposits and a matching reduction
in syndicated bank credits. Similarly the switch in the réle of the United

b

R T



13

-8 -

States from large net provider to large net taker of funds, combined with the
growth of current-account surpluses in Europe and Japan, 1s consistent with the
increased use of marketable debt instruments 1in international financial
markets.

Another important trend has been the changing regulatory environment
affecting national financial markets. There have been two aspects to this. One
has been the growing worldwide tendency to deregulate and to reduce structural
rigidities and barriers to competition in domestic financial markets. The moves
toward deregulation (as weli as the extent of previous regulation) have varied
substantially from country to country, and include such measures as the
abolition of exchange controls, the phasing-out of interest rate ceilings on
deposit and lending activities of key financial intermediaries, the opening of
domestic markets to foreign financial institutions, tax reductions and the
relaxation of certain traditional boundaries limiting the types of financial
activity in which particular financial institutions may engage. The other
aspect of the regulatory environment fostering innovation has been the
increased attention which supervisory authorities have begun to pay to the
adequacy of financial institutions’ capital ratios, particularly as the
quality of some international and domestic assets have come into question. The
effect has been to create an incentive for banks to increase their activity in
business subject to less stringent capital requirements - a powerful motivation
to shift to off~balance-sheet products.

Another trend which has spurred innovation and structural change is
the recent widespread application of new communications and computer
technology to financial markets and financial transactions. This encompasses
the cxpansion of worldwide ipformation and new service companies, and
improvements in accounting and ‘information-processing systems in financial
institutions. Similarly the application of advanced computer technology to the
international payment systems and to Llransactions processing generally has
acted as a stimulus to innovation and structural change. The lowering of
transactions costs to a fraction of earlier levels has given a powerful impetus
to innovation.

Finally, growing competition in international financial markets is a
factor increasing the pressure for innovation and structural change. There are
at least two sources of the rise in competition over and above the worldwide
trend towards deregulation, and these sources have both a direct and an
indirect effect in the process of innovation. Firstly, technological change
appears to foster a rise in competition as the developers of new technology
seek to exploit its advantage in as many markets as possible. Secondly, the
shifting patterns of savings and investment may put pressure on financial
institutions whose markets are shrinking to innovate and to compete more
aggressively for a larger share of their traditional market or to expand into
new areas of business, and for institutions resident in geographic areas with
excess liquidity to seek new ways of deploying it.

The interaction of these forces has led to an explosion in the demand’
for innovative financial instruments - that is, to the desire of economic
agents for new vehicles that perform the functions of transferring risk,
enhancing liquidity, and generating debt and equity - that help to meet the
requirements of the changing financial landscape. These forces have also
fostered very rapid growth in the supply of new instruments - supply in the
sense of an increased willingness and ability of financial institutions to
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provide, and to make markets in, these new instruments. The influence of demand
and supply factors with respect to particular innovations is discussed in Part
IV of the Report.

A look at four major new instruments

New financial instruments (or those that have newly re-emerged) have
had a particularly prominent influence in international financial m.rkets in
the past two to three years. These newest entries to the financial arena
represent thé latest generation of innovative instruments. They are examined in
depth in Part II of this Report on the basis of discussions with market
participants, and our findings are summarised below. Each of the four
instruments differs from the others in terms of form and purpose. Together they
show not only the importance of the new instruments but their diversity and the
per:asivenesé'uf thé spread of innovation to so many sectors and corners of the
market.

1. Nocé issuance facilities (NIFs)

A NIF is a revolving facility which enables a borrower to issue a
stream of short-term notes, generally known as "Euro-notes", over a medium-term
period.

This technique separates the functions performed by a single
institution in a traditional syndicated credit and allows them to be perfomed
by different institutions. The function of funding the borrower's requirements
is transformed from one of lending money into one of setting up a borrowing
mechanism. The function of maturity transformation is turned into one of
underwriting.

The c¢redit risk is shared between the holders of the notes, who stand
to lose if the borrower fails before the notes mature, and the underwriters,
who face the prospect of having to take up the notes of a borrower in whom
investors have lost confidence. For holders of Euro-notes, the notes are an
asset and as such will appear on their balance sheets. The underwriting
commitment, however, does not appear on the face of the balance sheet.

The popularity of NIFs benefits not only from the cost savings of
unbundling but also from the market's current preference for lending to high-
grade borrowers through securities rather than bank loans. The attractions of
NIFs to a borrower are principally their low cost combined with great
flexibility in the form of drawing. In a large number of cases NIFs have been
arranged to replace existing, more expensive borrowings. )

The market for NIFs is developing into a Euro-commercial-paper.

market which provides a mechanism for high-grade borrowers to raise funds

cheaply without directly associated credit backing by banks. The popularity and

continued future potential of NIFs is illustrated by the fact that the market
has grown tenfold in the past two years to $75 billion, although outstandings
lag behind-at $10-15 billion. Corporate borrowers increased their share of the
NIF market from around 45 per cent. in the early 1980s Lo more than 60 per cent.
in 1985.

v
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2. Currency swaps® and interest rate swaps

The swaps referred to in this Report are financial transactions in
which two counterparties agree to exchange streams of payments over time
according to a predetermined rule, which reflects interest payments and may
also reflect amortisation of principal. Swap markets are utilised for several
broad reasons: to obtain low-cost financing, to obtain high-yield assets, to
hedge interest rate or currency exposure generated from the structure of normal
business, to implement short-run asset/liability management strategies, to
earn fees, and to speculate.

The currency swaps evolved as a successor to the traditional back-to-
back loans, but are designed to avoid most of the drawbacks associated with
that technique. Swaps do not usually increase assets or liabilities on the
balance sheet, and they limit credit risk, since a performance failure by one
counterparty should relieve the other party of his obligations.

Government regulations have stimulated currency swaps. Official
restrictions limit access to some European capital markets, including Euro-
bond sectors, and swaps can be used indirectly to access these markets. In
addition, restrictions can make it more expensive for certain classes of
borrowers in particular national markets, Moreover, swaps can be helpful to a
borrower to gain access to a particular market where he has already borrowed
heavily and investors are wary about taking on more of that berrower's debt.

The market in swaps accelerated sharply during the first part of this
decade and from available evidence is most likely to continue to expand
rapidly. The major step in the evolution of the swap market was the extension
of the swap concept from the currency market to credit-market instruments
denominated in the same currency in about 1982. At this time, the global market
for swaps was estimated to be about $3 billion. By late 1982 and 1983 the swap
macket had evolved further and interest rate swaps began to be conducted
between domestic counterparties such as regional banks and thrift
institutions. Swap activity accelerated sharply in 1984 and 1985. Large
commercial and investment banks developed the capacity to make markets in swaps
and began to book swaps without an offsetting swap in hand. Variations on the
standard "plain vanilla" swap multiplied in 1984 and 1985. Swaps became
callable, extendable or deferred. Options on swaps and swaps on zero coupon
bonds became common and there has been some discussion of fitting swaps to
mortgage-backed securities. A market in secondary swaps has also developed,
encompassing reverse swaps, swap sales and voluntary terminations. At the end
of 1984 outstanding swaps were estimated to amount to $80 billion and by mid-
1985 this figure had jumped to almost $150 billion. In their early stages,
swaps were most often executed in conjunction with another capital-market
transaction, such as the flotation of a Euro-bond. More recently, swaps have
come to be traded mainly as completely independent transactions, often to
transform the currency of denomination or the interest terms of assets or
liabilities already on the books of a financial or non-financial firm.

* The currency swaps under discussion here are not those traded for years in
the foreign exchange markets involving simultancous spot and forward
transactions. Those under consideration in this Report in all cases
involve streams of interest payments over the life of the contract, and
may or may not involve exchange of principal either imitially or at
maturity. The same term is used by market participants to describe both
types of transactions. .
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3. Foreign currency and interest rate options

An option is a contract conveying the right, but not the obligation,
to buy or sell a specified financial instrument at a fixed price before or at a
certain future date. Options differ from all other financial instruments in the
patterns of risk which they produce. Both the market and credit risk patterns
are asymmetrical between writers and buyers of options. With respect to market
risk, the buyer has the possibility of unlimited profit if price moves in his
favour but his loss is limited to the amount of premium paid (option price) if
price moves adversely. Conversely, the writer is limited in his income to the
amount of the premium earned, while in principle he is exposed to unlimited
loss. With respect to credit risk, the writer of the option is exposed to the
buyer for the amount of the premium between the transaction date and the
payment of premium. Thereafter, and through the life of the contract, the buyer
must take the risk that the writer will fail to meet his obligations, while the
writer has no credit risk since the buyer has no obligations to perform.

Options involve a high degree of exposure to price risk, and for this
reason most option traders pursue various hedging techniques. They may lay off
some of their exposure by buying options from other banks or in the option
exchanges - where standardised contracts of both currency and interest rate
options are traded. Alternatively, they may establish and then manage cover by
buying or selling appropriate amounts of the underlying asset (delta hedging),
following various mathematical formulae (e.g. Black-Scholes). Such formulae
cannot assure full protection, however, since they rely on estimates of future
volatility, and also because transactions costs can quickly wmount up in
unsettled markets.

Options have existed for many decades on foreign currencies or

interest rates. Active trading, however, surged in the early 1980s spurred by -
growth in customer demand, as both corporate customers and institutional
investors began to express a wish that banks offer, for a fee, what amounted to -
insurance against the effect of rising interest rates as they reached-.

unprecedented levels and as exchange rates became increasingly unpredictable.

Growth of this market, however, has been hindered relative to the "

markets for NIFs and swaps owing to the sheer complexity of options, &nd as a
result there is a lack of uniform rules governing accounting regulations and
procedures, such as the booking of premium income. In addition, the absence or
ambiguity of regulations governing the trading and tax treatment of options has
been a factor limiting the further expansion of the market in some countries.

4. Forward rate agreements (FRAs)

' An FRA is an agreement between two counterparties, one wishing to
protect itself against a future rise in interest rates and the other against a
future fall. Without any commitment to lend or borrow the principal smount, the
parties agree to an interest rate for, say, a three-month period beginning six
months hence. At maturity, they settle by paying (receiving) only the
difference between the interest rate agreed earlier and the then current
interest rate. '

FRAs are used mainly by banks and some non-bank customers for the
sole purpose of hedging interest rate exposure. There is little use of FRAs as
s source of arbitrage profits. The FRA is the least visible, least risky of the
four new instruments discussed in this Report.

4
I
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The FRA developed out of the forward/forward deposit market, where
one party contracts to make a deposit with the other party on a date in the
future at a predetermined rate. A forward/foward deposit or loan ensures the
availability of a deposit or loan at a certain price in future but at the same
time expands 'a bank's balance sheet. An FRA covers the interest rate exposure
without expaading the balance sheet, but does not ensure the availability of a
deposit or loan.

The main attraction of FRAs is the fact that they cover interest rate
exposure without expanding the balance sheet and enable banks to reduce their
interbank book (in some cases by as much as 40 per cent.) to the benefit of
capital ratios and return on assets.

An FRA is in effect an over-the-counter cash-settled financial
future. It offers some advantages over traditional financial futures in terms
of simplicity, flexibility, absence of margin requirements, and the
possibility of an instrument tailored to meet exactly an interest rate
mismatch. But it is less attractive in other respects; most importantly, it
lacks the advantages of a central market-place where instruments can be bought
and sold. Differing accounting treatment in a number of countries and
differences in some nations' gambling laws can alter the relative
attractiveness of the two instruments. Also, the FRA may involve greater credit
risk because of the absence of margin requirements or exchange backing.

FRAs or similar instruments have been offered for about two years,
and the volume of business continues to grow rapidly. Towards the end of 1985,
it was estimated that deals with notional principal of about $7 billion were
being done each month.

The broad process of financial innovation

The scope of this study is not limited to these four new
instruments - NIFS, swaps, options, FRAs -~ which represent the latest wave of
innovation. Our interest also encompasses '"innovation" in the form of other
instruments introduced earlier which have grown enormously in use and
importance « such items, for example, as floating rate notes, asset sales and
financial futures. But the focus of this Report is not directed just toward
individual instruments or techniques - we are looking more broadly at the
process of financial innovation taken as a whole.

In that wider context, the evolution of international financial
intermediation over recent years has shown three main strands: firstly, a trend
towards securitisation and a related blurring of distinctions between bank
c¢redits and the capital markets; secondly, the increasing importance of off-
balance-sheet business; and thirdly, the global integration of financial
markets. These trends are discussed in Part III.

~ The first of these trends, the move towards securitisation, has been
driven by the broad forces described earlier, but also by certain more specific
influences. Firstly, the gradual decline of long-term interest rates from the
abnormally high. levels of several years ago and the restoration of positive-
sloped yield cutves have clearly enhanced the appcal of long-term marketable
instruments and facilitated the recovery of bond markets. Secondly, the impact
on banks' portfolios of the international debt problems has stimulated banks to
improve ' the 1liquidity and marketability of their other assets and has
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encouraged them to strengthen their balance sheets by funding themselves
through longer-term bond issues. Thirdly, the highly publicised problems of a
few banks in various countries and the weakening of banks' balance sheets more
generally because of exposure to problem debtors at home and abroad have
impaired banks' comparative advantage as a channel for lending, at least to
prime borrowers with recourse to securities markets. )

Securitisation has shown up in a massive shift from international
bank credit to international securities markets. Between 1981-82 and the first
half of 1985, syndicated Euro-bank loans fell- by a factor of four (from
$100 billion to an annual rate of $25 billion), while international bond and
note issues rose by a factor of almost four (from $44 billion to an annual rate
of about $160 billion), and NIFs, also a securitised instrument, grew very
rapidly as well. .

The banks' balance sheets have reflected the trend towards
securitisation in many ways other than the decline in international loan
actavity. On the liabilities side, banks have become far more important
borrowers in the international bond markets, motivated by the need to
strengthen their capital bases, by a desire for closer symmetry between their
long-term lending and their funding, and by the new opportunities to benefit
from participation in interest rate and long currency swaps.

On the assets side, banks' own holdings of long-term marketable
securities have increased strongly in most if not all countries for which
information is available. Also, innovative steps have been taken to increase
the marketability of bank assets by such techniques as sales of participations,
loan swaps and loan sales, and, mainly in the United States and the United
Kingdom, by using assets such as mortgages, automobile loans and export credits
as backing for marketable securities.

~All of these changes have important ramifications for banks, not just
in their balance sheets, but also in their sources of income, their modes of
operation, their management strategies and indeed the very structure of the
banking industry and the rdle of banks versus other financial institutions in
the intermediation of international financial flows.

Closely related to the trend towards securitisation, and to some
extent a by-product of it, is the increasing importance of off-balance-sheet
items in international banking. Banks have become strongly attracted to off-
balance-sheet business, in part because of the increased focus on and desire to
improve return on assets, and in part because of constraints imposed on their
balance sheets by the need to improve capital ratios. They have looked for ways
to hedge their interest risks without having to inflate balance sheets by
recourse to the interbank market.

All four of the most recent new instruments discussed above - NIFs,
swaps, options, FRAs - and many additional ones feature off-balarnce-sheet
business, and in some cases much of their attractiveness depends on that
feature. The growth in off-balance-sheet items has been spectacular. The volume
of international back-up facilities in the form of NIFs, one of the most
successful off-balance-sheet items, has grown extremely rapidly. Euro-dollar
futures, used by international banks to hedge interest risks without expanding
balance sheets by interbank operations, have grown fourfold in the past two
years, and have become by far the most important item traded in the financial

futures exchanges.
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The third main trend in international financial intermediation in
recent years has been the sharp acceleration in global integration of financial
markets. It is now possible to discern the outlines of what could be called
truly global markets for individual financial instruments. This process of
integration has been greatly helped by -~ and has itself greatly contributed
to - the tide of deregulation and dismantling of domestic and international
controls that most or all industrial nations have, to a greater or lesser
degree, experienced in the past decade. Technology has made this high degree of
integration possible by cutting transactions costs drastically, facilitating
the prompt dissemination of information and linking different exchanges and
markets. The borderlines between international and individual domestic markets
are becoming increasingly blurred. Securities markets.as well as the banking
sector are becoming globally integrated, fostered in part by the growing
international diversification of investment. The high degree of integration is
leading to alternative sources and methods of finance becoming close
substitutes, with the result that differences in the level of real returns
between various financial markets tend to be rapidly offset by capital flows.

The future of innovation

To what extent will the dramatic growth of markets in new financial
instruments continue and to what extent are the factors behind rapid change
temporary? '

Certainly, the exceptional economic circumstances of the early
1980s - high inflation, volatile interest and exchange rates and sharp changes
in the creditworthiness of large economic sectors - were major spurs to
innovation. Within that environment, the innovations themselves were, to some
extent, an effort to restore the kind of vorld that existed before those events
erupted. A more stable environment woild therefore reduce many of these
incentives for financial innovation.

There are, however, long-lasting forces that support the growth and
development of innovations even in a stable environment. Technological
advance, both in its "hardware" aspects - computer and communications systems -
and in its "software" aspects - sophisticated financial models and financial
product designs - is certainly going to continue. But even beyond technology,
the momentum for two other broad forces - the global integration of financial
markets and the institutionalisation of financial innovation - is likely to
continue.

The global integration of national financial markets has many
aspects: around-the-clock markets in many financial instrumeats 'with
institutions based in different countries participating in many national
markets; highly mobile international capital flows; eéxpanded international
asset diversification by institutional investors in different countries. These
and other aspects of global fimancial integration create profit opportunities
that might be described as the substructure of financial innovation.
Internationai integration is affecting the diffusion of new instruments as well
as their development. As the new instruments developed, pressures arose for
liberalisation in the domestic financial markets in Europe and Japan. The moves
by the authorities in the national markets toward increased liberalisation can
be seen as an aspect of the diffusion of innovations generated by the global
integration of mackets.

v © g i ey o SRS 105 S o a0 b e et
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The integration of national financial markets is related to and
supported by the broader forces of the global integration of overall economic
structures. These linkages through increased trade, investment and travel are
working not ouly among the industrial nations but between them and the rest of
the world as well. So, closer economic integration leads to greater financial
integration, which, in turn, creates opportunities for new instruments to
emerge. These connections then provide a more permanent support for the process
of financial innovation.

Moreover, the shift from banks to direct credit channels that has
occurred in recent years has led to the development or revival of financial
markets in some countries. Bond markets that were inactive in some countries
have been restored. This has been viewed in the countries affected as a healthy
result of innovation.

It should be acknowledged, however, that the current trend toward
greater reliance on capital markets as channels of credit to the large prime
borrowers reflects to a large extent the particular circumstances of the
present, and the market's view about the relative credit-rating of banks versus
the major corporations, as well as other reasons. Perceptions will change as
conditions change, for both banks and large prime borrowers. For example,
strengthened bank capital can improve the perceived attraction of bark
intermediation, and a shift of credit flows back into the banking system is
certainly possible and has occurred in the past.

A second important development affecting the character of financial
innovations is the institutionalisation of the process at the level of the
firm. A cornerstone of the economics of technological innovations - the
research and development relation - holds Lhat there is at least a statistical
relationship between the 'output" of the innovea.ion process, however it is
measured, and the amount of resources committed to the process, measured, say,
as real research and development expenditures. In the past few years a number..
of the major international financial institutions, both investment and
commercial banks, have established '"new products’ groups within their
organisational structures. -

If the institutionalisation of financial innovation endures, it may
change the economics of innovation. Once a kind of R &D relation is
established at the level of the firm as part of its organisational structuye,
the pace of future financial innovations may become in part a function of the
quantity of resources committed to product development. In other words, future
financial innovation may be generated by a dynamic that does not rely on the
developments in the economy that generated innovations in the past. New
instruments, or variations in existing ones, may be developed to exploit not

~ just a few major profit opportunities but a large number of minor ones.

e

|
|
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Mr. WirtH. Our second panel this morning is Mr. James
O'Leary, economic consultant with U.S, Trust Co.; Mr. Harvey
Segal, a fellow with the Manhattan Institute for Policy Research;
and Mr. George Soros, the president of Soros Fund Management
Co., all from New York City.

Gentlemen, we thank ‘you all very much for being here. Your
statements will be included in full in the record. We also thank

ou for your patience this morning, in waiting for your panel to
egin, '

r. TAuzIN [presiding]. I understand that Mr. O’Leary has an-

%t'lix‘eer engagement. We ars going to ask you to proceed first, Mr.

ary.

STATEMENTS OF JAMES J. O'LEARY, ECONOMIC CONSULTANT,
UNITED STATES TRUST CO.; HARVEY H. SEGAL, FELLOW, MAN-
HATTAN INSTITUTE FOR POLICY RESEARCH; AND GEORGE
SOROS, PRESIDENT, SOROS FUND MANAGEMENT CO., INC.

Mr. O'LEARY. I am going to read just a couple of paragraphs

- which I think go to the heart of my concern about what I would

call the explosion of debt in the United States, and if you have

ccfgpies og my testimony in front of you, I shall begin at the bottom

of page 2. ‘
: at, then, is the basis for being concerned about the explosion

of total debt which we have experienced and continue to experi- .
ence? My concern is as follows. The massive expansion of debt

which has occurred and which reached a feverish pitch in the final

_quarter of 1985, when it was expanding at a $1.46 trillion annual
rate, n}alies the U.S. economy vulnerable to falling into a deflation-

ary spiral. :

: r{f a general business recession should develop, the heavy over-
hang of debt would undoubtedly generate rising defaults on debt
and would present the danger of a downward spiraling of general
business activity that would be difficult to control.

We are now already seeing in specific sectors of our economy—

agriculture, oil production, and regionally some of the real estate

" markets—how vulnerable our economy may be to a heavy debt
burden in a recession and deflation. If the conditions in agriculture
~and in the oil sector became more jeneral, the danger of the heavy
debt burden leading to a general deéflationary spiral would in-
crease. But, it will be argued, Government policy would prevent a
general deflationa spiral from developing.

My response to that is that as we look to the future, Government
policy will be forced, because of this huge debt burden, to be geared
{0 maintaining a strontg real GNP growth and low unemployment
rate even at the risk of touching off a serious acceleration of infla-
tion. My guess is that the political pressures for strorfnfly expan-

i ?iizgar;;‘ icies, even at the risk of reigniting serious inflation, will
ntensify. . . - '

It seems to me, then, that the bias of Government policy will

tend to be inflationary in order to ward off the risk of even a small
recession, spiraling into a serious deflation. We can see evidence of
this already in steps to shore up the farth credit system and the
?egosit fi‘:.flurance systems as loan losses mount and financial insti-
utions fail. ' ‘
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We can also see it in steps taken by the Federal Reserve System
in concert with the IMF to avoid defaults on debt owed by the
LDC’s. Nearly all of these efforts involve putting new money into
the systems. - - '

As I view it, the Federal Reserve has already lost much of the
freedom it had to pursue a flexible monetary policy, to seek to
avoid inflation, as well as to encourage economic growth, We have
only to think back to the rising tide of inflation during 1965 to 1981
and the devastating effect it had on economic growth in our finan-
cial system to appreciate how tragic it would be ifewe were to get
‘back into that syndrome again. _ e

The implications of the debt explosion for fiture economic
growth and stability of our financial system may aiso be considered

raising the question of what will ap(fen if the d%precia,tion in
the value of the dollar corrects our trade deficit and we énte
period of strong and sustained growth in real GNP. This will brin
a deﬁlitr;e in the supply of foreign funds into our money and capi
markets. ‘

This is not an unimportant development in view of the fact that
last year foreign investors added nearly $73 billion to their hold-
ings of U.S. public and private debt, nearly 7 percent of the total
$1,071 million increase in U.S. debt. The increase in foreign hold-
ings of U.S. Government securities was 9.7 percent of the total in-
crease in Federal debt, and the increase in foreign holdings of U.S.
corporate bonds was nearly 48 percent of the total increase.

In addition to the reduction of the flow of foreign funds into our
market, a return to sustained, vigorous, real economic growth

‘would mean that the Federal Reserve would be forced.to maintain.. ..

a less easy monetary policy. Under these conditions, if total debt
should continue to expand at a 14-to 15-percent rate as it has in
recent years, interest rates would be bound to rise sharply. ‘

May I just say parenthetically that I listened to' Mr. Volcker
with great interest today. He did not make a"point that I think
needs to be made. Last year the Federal Reserve itself added $21.6
billion to its holdings of U.S. Government obligations. That provid-
ed reserves to the banking system on which the banks -could
expand their loans and investments about, six times that amount.

The banks increased their hbldi'n?' of tax~exem8t bonds $40 bil-
lion last year, and $10 billion in their holdings of U.S. Government
obligations. If the Fed were not supplying reserves liberally like
that, Gyou would-not have had that large take of tax-exempt bonds
and Government bonds by the banks, and if you had the sort of an
eéconomy that we hope to l%et to, the Japanese and others will not
be adding $73 billion to the ﬁurchase of U.S. Government obliga-
tions and corporate bonds in these markets. :

So the dilemma we have is that if we achieve what we hope—
that is, eliminate our trade deficit—and get our economy growing
in real terms more strongly, which it would if, in effect, our de-
mands were for domestic goods rather than foreign goods, we could -
- achieve a 4- to B-percent growth rate in real terms. )

Under those conditions we wouldn’t have the foreigh funds in
our markets and we would not have easy Federal Reserve policy. If
we persisted, then, in a 15-percent growth in total debt, interest

_rates would go through the roof again. =~ -~~~ - N
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- I shall stop there.
" [Testimony resumes on p. 129.]

[The prepared statement of Mr. O’'Leary follows:]

~
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Tastimony of James J. O'Leary, Economic
Consultant, United States Trust Company,
Before the Subcommittee on Telecommunica-
tions, Consumer Protection and Finance of
the House of Representatives Committee on
Energy and Commerce, April 23, 1986

I am James J. O'Leary, Economic Consultant to United States
Trust Company, 45 Wall Street, New York City. The views I am pre-
senting here today are entirely my own and should not in any way be
construed as being those of United States Trust Company.

Mr., Chairman, the focus of this hearing, as I understand it,
is the question of what are the implications of a sharply rising
level of public and private debt for the economic growth of our
country and the stability of our financial system. There is no
need, therefore, to go into the facts of the recent explosion of
total public and private debt, but I would like to submit for the
record two papers which I have prepared which providé the essenci#l,
facts., One is entitled "The Explosion of Debt in the United States,"
prepared last August., The other is "Total U.S. Public and Private
Debt Continues to Explode," which was prepared early this month and
brings the statistics through the end of 1985. For our hearing today,
I am attaching to my testimony three chagta which will prdvide a
quick reading of the extent of the deht "“explosion.” A

Turning then to the implications of a sharply rising 1.&01 of
public and private debt for economic growth and the stability of our
financial system, one may fairly ask whether this "explosion" of
total debt is a matter of serious public concern. I think that it is
a matte? of serious public concern but I know there are some economists
who do not agree. As you will see from the charts, much of the

explosion has occurred in the past four years. One might have expected
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that with the sharp rise of debt (or credit) inflation would have
accelerated and interest rates would have risen substantially.
Actually, during this period the inflation rate has fallen and so

have interest rates., The underlying reason for this phenomenon has
been the massive trade deficit which the U.S., has developed., Total
domestic real final sales have expanded quite strongly but a substan-
tialnand rising proportion of our purchases have been imported goods and
‘ services. So the rate of growth of real GNP has not been strong,
except in 1984, keeping unemployment higﬁ which was a major force
toward lower inflation. Then came the recent plunge in the price oé
crude oil, In the climate of a slugygish economy and a dramatic
decline in the inflation rate, the Federal Reserve could safely pursue
an easy oredit policy which, along with the sharp fall in inflation,
finally brought a big drop in interest rates.

Those who think there is undue concern about the sharp increase
in total debt also point out rightly that as interest rates have
fallen the interest burden on much of the debt has fallen or will
fall in the future if the lower rates hold. Moreover, the declining
intereat rates have produced a spectacular rise in the prices of
equities and fixed-income obligations so that the wealth of the
public at large hac registered a quantum increase, thereby helping to
offset the debt burden,

What then is the basis for being concerned about the explosion
of total debt which we have oxggriqncod and continue to experience?
My concern is Qs follows, fhi'maalivo expansion of debt which has
occurred, and whicﬁxroachéd a feverish pace in the final quarter of

1985 when it was. expanding at a $1,46 trillion annual rate, makes the
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U.8. economy vulnerable to falling into a deflationary spiral, If

a yeneral business recession should develop, the heavy overhang of
debt wouid undoubtedly generate rising defaults on debt and would
present f:he danger of a downward spiralling of general business
activity that would be difficult to control. We are now already
seeing in specific sectors of our economy;-agriculture, oil production,
and regionallyv some of the real estata markets-~how vulnerable our
economy may be to a heavy debt burden in a recession and deflation.
If the conditions in agriculture and in the 0il sector become more
general, the danger of the heavy debt burden leading to a general de-
flationary spiral would increase, )

But, it will be argued, Government policy would prevent a
general deflationary spiral from developing. My responsé to that is
that as we look to the future, Government policy will be forced to be
geared to maintaining a strong real GNP growth rate and low unemploy-
ment even at the risk of touching off a serious acceleration of iﬁflai
tion. My guess is that the political pressures for strongly expa&yion-
ary policies even at the risk of reigniting serious 1nf1aglon will
intensify. It seems to me then that the bias of Government policy
will tend to be inflationary in ?xder tg‘yard off the risk of even a
small recession spiralling into a more ;:rioug deflation, We can see
evidence of this already in ateps to shore up the Farm Credit System
and the deposit insurance systems as loan losses mount and financial
ingtitutions fail, We can also see it in steps taken by the Fedeéral
Reserve System in concert with the IMF to avoid defaults on debt owed’
by the LDC:) Nearly all of these efforts involve putting new money

into the systems. As I view it, the Federal Reserve has already lost



much of the freedom it has had to pursue a flexible monetary policy--
to seek to avoid inflation as well as to encourage economic growth.
We have only to think back to the rising tide of inflation during
1965-1981 and the devastating effect it had on economic growth and
our financial system to appreciate how tragic it would be if we were
to go back into that syndrome again.

The implications of the debt explosion for future economic

growth and stability of our financial system may also be considered

by raising the question: What will happen if the depreciation in the
value of the dollar corrects our trade deficit and we enter a period
of strong an& sustained growth in real GNP? This will. bring a decline
in the supply of foreign funds into our money and capital markets.
This is not an unimportant development ip view of the fact that last
year foreign investors added nearly $73 billion to their holdings of
U.S. public and private debt, nearly 7 percent of the total $1,071
billion increag;‘of U. S. debt. The increase in foreign holdings of
U.S. Government securities was 9.7 percent of the total increase in
Federal debt ind the increase in foreign holdings of U.S. corporate
bonds was nearly 43 percent of the total increase. 1In addition to
the reduction in the tlov of foreign funds into our markets, a return’
to sustained vigorous real economic growth would mean that the Federal
Reserve would be forced to maintain a less easy monetary policy.

Under these conditions, if total debt should continue to expand at a }

14=15 percent annual rate, as it has in recent years, interest rates R N

* would be bound to risé sharply, - .

These, then, are some of the reasons why I am concerned about
the longer-run consequences of the explosion of total debt in the
U.8, In my view, Govefnment.policy must seek to-bring the rate of
debt expansion back into reasonable relationship with the rate of

growth of the economy in current dollar terms, I would hope that

' this can be done with vigorous real GNP growth and a low inflation

rate, but my fear is that it may be done with a low real growth rate
and a rising and high inflation rate, and needless to say a very

unstable financial system.
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UNITED STATES 45 Wall Street
TRUST COMPANY  New York, NY 10005
OF NEW YORK Tel (212) 806-4500

THE EXPLOSION OF DEBT IN THE UNITED STATES

by
James J. O'Leary, Economic Consultant
United States Trust Company
August 1985

During the past seven yvears total outstanding debt in the
U.S. has more than doubled, rising from $3,285 billion at the
close of 1977 to $7,131 billion at the end of 1984. The torrid
rate of expansion is continuing, with total debt increasing by
nearly $1.5 trillion, or 26 percent, in just the past two years.
In the final quarter of 1984 the annual rate of increase exceeded
$1.0 trillion for the first time in history. The huge Federal
deficits of recent years have, Qf course, contributed much to
this explosion, but the debt of households, business, and state
and local governments has also expanded at very high rates.

It is timely to review and analyze this explosion of debt
(or credit) and to consider the forces which underlie it and what
its consequences may be. One intriguing question is whether the
rising tide of delinquencies and foreclosures on both residential
and non-residential mortgages, as well as logses on business loans.......mem
and other credit, are the "chickens coming home to roost" as the
result of much too fast an expansion of debt.

By e R

This paper outlines the following: (1) the expansion of total
debt in the U,S., with its principal components, from 1973 to 1984;
(2) the annual net increase in U.S. debt by major components during
the same period7 (3] the annual growth rates of major U.S. debt
aggregates during the same period; (4) the annual growth rate of
total debt and major components relative to total current dollar
GNP; (5) net funds raised each year in U.S. credit (or debt) markets,
by types of obligations, during 1973-1984; (6) ne:t funds advanced
each year in credit markets by specific lenders during 1973-1984;
and (7) the forces behind the explosion of U.S., debt and the possible
consequences.
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The Expansion of Total U.S. Debt and Its Components
1973 - 1984

Table 1 presents annual data for 1973-1984 of the total year-
end outstanding debt in the U.S. and the major components of that
debt.* As will be seen, taking just the S-year period from the end
of 1979 through the end of 1984, the total outstanding U.S. Govern=-
ment debt increased from $663.7 billion to $1,376.8 billion, or by
107 percent. During the same period the total debt of all of the
private non-financial sectors expanded by 56 percent, with the debt
of households (residential mortgages, consumer credit, personal
loans, etc.) rising also by 56 percent, non-financial business debt
by 60 percent, and state and local government debt by 46 percent.
Thus, although other components of debt have expanded at very high
rates, the even greater rate of increase in U.S, Government debt
has been a decisive force in the total debt explosion. Of the $2,880
billion increase in total U.S. debt from the end of 1979 through
the end of 1984, expanding debt of the U.S. Government accounted
for $713.2 billion, or 25 percent of the total.

hart 1 shows the expansion during 1973-1984 in U.S. Government
debt, state and local government debt, and the combined debtof all other
sectors. As will be noted, all sectors of debt have expanded sharply.
During the eight~year period from the end of 1973 to the end of 1981
the share of outstanding U.S. Government debt averaged 16.4 percent
of the total U.S. debt. Since 1981 the share of outstanding U.S.

' Government debt has been rising and at the end of 1984 reached 19.3

wrnmaranl) @ALS L9 7-3 w1976 y~bUt~in--1977=1078 -the~net-increase moved- up-more

percent of total outstanding debt in the U.S.

"The Annual Net Increase in Total U.S. Debt
During 1973-1984

Table 2 shows the net increase each year in total outstanding
U.S. debt, as well as tne net increase of the major components,
during 1973~1984. As will be observed, the annual net increase in
total U.S. debt ("all sectors") rose only quite modestly during the

strongly. Then, from 1978 through 1982, in spite of the escalation
of inflation, the net increase each year held remarkably constant
in a range from $434.7 billion in 1980 to $491.8 billion in 1981.
This was the period we have come to know as "stagflation.," In 1983

" and 1984 we broke out of the remarkably stable pattern with the net

increase in total debt soaring to $635.9 billion in 1983 and $865.9
billion in 1984, AB noted earlier, by the fourth quarter of 1984
total U.S. debt was expanding at an annual rate in excess of $1.0
trillion, but in the first quarter of this year, with the slowing
of the U.S., economic expansion, it had fallen back to an annual
rate of §817 billion.

Looking at the major components of U.S. debt in Table 2, the
net increase in U.3, Government debt has jumped from $87.4 billion

»in 1981 to $198.8 billion in 1984, or by 128 percent. The net in=

»*

crease in total household debt has in the same period risen from
$127.5 billion to $241.7 pillion, or by a hefty 90 percent, and the
net increase in non-financial business debt has gone from $159.4
billion to $256.9 billion, an increase of 61 percent. Measured as

————
The Tables and Charts, in order of their discussion, appear on
pages 1l through 19.
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a share of the net increase in total debt in the U.S., the share of
the net increase in U.S. Government debt has risen from 17.8 percent
in 1981 to 33 percent in 1982 and then has fallen gradually to 29,3
percent in 1983 and 23 percent in 1984,

Chart 2 shows the net increase in total U.S. debt and some of
the major components during 1973-1984.

The Annual Growth Rates of Total
U.S. Debt and Its Maijor Components

Table 3 and Chart 3 show the annual growth rates of total out=-
standing U.S. debt and its major components during 1973-1984. Looking
firat at the growth rates for total debt (all sectors), it will be
noted that in the years 1977-1979 growth was particularly strong,
averaging 13.5 percent, This is understandable because the debt
figures are in current dollars (not corrected for inflatian) and
the inflation rate was High and rising in this period, going from
5.8 percent in 1977 to 8.6 percent in 1979, Beyond this, 1977 and
1978 were years of vigeorous growth with real GNP increasing 5.5 per-
cent in 1977 and 5.0 percent in 1978 before falling to 2.8 percent in
1979. Turning briefly to the column showing the growth rates for U.S.
Government debt, the years 1977-1979 experienced comparatively low
growth rates for Federal debt, with the main thrust of high growth
coming in the private sectors,

During the years 1980-1982 the growth rates for total debt were
quite low. These were years of "stagflation," with the inflation rate
at 9.2 percent in 1980, 9.4 percent in 1981, and 6.0 percent in 1982,
But'in 1980 real GNP declined 0.3 percent, rose only 2.6 percent in
1981, and declined again 1.9 percent in 1982, The high inflation rates
in these years kept debt expanding but the stagnant economy in real
terms, and the record~high interest rates, held down the rate of debt
expansion. Moreover, in 1982 the high rate of increase in U.S. Govern-
ment debt (19.4 percent) was a big factor in holding up the total debt
increase, because as will be seen, the rates of increase in private
debt sectors by 1982 had fallen to low levels,

-

The years 1983 and 1984 are marked by the fact that in an
aconomy growing more vigorously (real GNP increased 3.3 percent in
1983 and 6.8 percent in 1984) and with a low inflation rate (averaging
4 parcent), the growth rate for all private sectors of debt, as well
as thea growth rate for U.S. Government debt, contributed to the re-
turn to a near-record total debt growth rate of 13.8 percent in 1984,

The Growth of Total Debt and Major Components
Relative.to Current Dollar GNP

As the total GNP in current dollars (not corrected for inflae-
tion) rises, one would expect total debt also in current dollars: to
expand. To appraise the degree to which the recent huge absolute
amount of increase in total debt may pose dangers, it i8 necessary
to relate the rate of growth in debt to the rate of growth in current
dollar GNP, This is done in Table 4 and Chart 4,

Page 3
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~ As will be seen in these exhibits, during 1973-1981 the rate
of increase in total debt tracked well with the rate of increase in
current dollar GNP. The same can be said for the rate of -increase
in total private non-financial debt. 1In those years the rate of
inc;ease in U.S. Government debt behaved cyclically, rising sharply
during business recessions and falling durifng recoveries.

Beginning in 1982, however, the relationship between the
rate of increase in current dollar GNP and total debt became
changed in some: important ways. In 1982 the rate of increase in
current dollar GNP dropped sharply to 3.8 percent (with real GNP
falling 1.9 percent and the implicit price deflator rising 6 per-~
cent). The rate of growth in total private non-financial debt
fell to 6.9 percent, but the rate of growth of total debt dropped
only to 9.4 percent because of the 19.4 percent rate of increase
in U.S. Government debt which was the result partly of the short-
fall in Federal revenue caused by the recession, as well as the
increase in Federal expenditures associated with the recession,
but most importantly of the tax reductions enacted in 1981, Also
significant, of course, were the inexorable rise of social security
and health insurance expenditures and interest costs on the debt.

During the past two years, as shown in Table 4 and Chart 4,
the rate of growth in current dollar GNP has come back more in line
with the rate of growth in total debt, but the spread between the
two rates remains high with total debt in 1984 growing at a 13.8
percent rate and current dollar GNP at a 10.8 percent rate. This
large spread is a function of the high and rising growth rates for
total private non-financial debt combined with the very high rates
of increase of U.S. Government debt during the past two years. As
we look to the foreseeable future, it seems that we are faced with
a large, chronic, intractable increase in U.S. Government debt which
will swell in recessions or periods of slow growth and reduce some-
what i1n periods of strong economic expansion. Along with this will
probably be powerful increases in togtal private non-financial debt
i{fi"'periods in which current dollar GNP expands at high- ard rising.
rates. ‘

It seems likely that the unusually large spread between the
rate of increase of total debt and the growth rate for current
dollar GNP will persist. This assumes, of course, no major break-
through in Federal spending cuts or in new sources of revenues.

Net Funds Raised in U.S. Credit Markets,
1973-1984, by Types of Obligations

Table 5 presents the net funds raised in U.S. credit (or debt)
markets ‘during 1973-1984 by types of obligations issued. It pro-
vides more detail on the total debt figures presented earlier.

It is interesting to analyze each type of obligation_ in terms
of its share of the total funds raised in U.S, debt (or credit)
markets during 1973-1984. The shares are calculated from the table
but not shown on it. Not surprisingly, the share of the total taken
by U.S8. Government securities has increased ygreatly in recent years.
During 1980~1924, inclusive, the average annual share of Treasury
issues was 24.3 percent, compared with an average of 15.3 percent

4
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tn L3 3=l anclunive. o just the lasst three years the averaye
atiate for Trganutly L1sbuns was 4%3.% perient, (i recent yeArs the
AMArY Cf tAx-sxempt Bondd has alao risen markediy., furing 1982-1984
rthe ghara 9! tig-axempis avaeraged 8.9 povcent, uvonpared with an
averaqga shate o8 5,2 percent Jddring 19733081, Much of this rise
Ha3 Levn the LUsw 2t Las-exempt Jusues U flnance private Lusiness
pruvests,  .n the 9ther hand, tha share of taxable bonds of none
faindncial eorporations has tended Lo Jdecline., During 1974-1977

e whare of sueh 2orporate bonds avaraged 8,8 percent ¢ the

tatal, bLut Jduring 1978=1944 4t has avaragnd oniy 4.1 percen:t.,

The share °f total residontial mortgages (singlaea=family hume
mervyaqges plus "ultifamily residential mortgages) has also Jeclined
in recent yuars, During 1973-19490 the share of such moretqgages aver=~
aqued Jh.b Lercent of total tunds raised, During 1981-1984 the aver=
waw has falien to 15.8 pavrcent, The share of ~ommarcial mortgages
uhowd nn trend, averaqinyg 4.6 percent in both 1973-1978 and 1979«
IREER

The share »f all of the types of obligations display oyeli~
Hality and this :8 cspecirally true of consumer credit and “hank
laang N,E,C," o lardely the commorcsial snd {ndustrial loans of the
LAnKS) . In the case of consumar c¢redit, the share of the total
averaged 9,7 porcant during 1976+1979, then tell to an average of
3,7 paresnt in 1080-.982, and then rose again to 9.5 percent un 19813e
244, The sharve of "bank loans N.E.C," averaged a high of 14.9 por=
cant in 9% :=1974 and has nuver reached that lovel since, avaraging
4,7 porgnt during l981-1984,

qot surprasingly, she share ot the jovernrment sponsored credit
piehles anclading most importantly "Fannie Mae', has also behaved
jaite cyelicaliy,  Their share averaged 7 percent in L¥73=1974, only
Pod prrount an 1975«1977, 5.4 parcont in 19'8-1981, and only 2.2 pere
Sent Wn 1943e}984,  n tho othar hand, the share of the mortyaye
pCUl snCuritios  'Hinnie Maes,” "rreddie Macs," "Fannie Maes," pius
pravate isedess has trended stoadily dpward, ioing from 1.5 percant
oyt I=iuTd vy an averade of 8.5 percent in 1982~1934,

tet runds Advanced in U.8, Jredit Markets
84

ATy -

rabie 6 presents :Jata ¢n the net funds advaaced in U.§. credit
mar<ens furing 1971-1994, It provides detailed information on where
the tunds 2eme from to iavest in the net increase in Jebt issued oach
vMar, A8 will be notud, the net amount of funda advanced each yoar
matchas, of course, the net amount vaised in U.3. croiit markaets
vach year in table &,

Here again 1t is interosting to consider any changes whidh
have occurred in the ahare »f the total advanced by the variocus in-
vestors and le.ders, Households, which includes not only individual
housebolds but also porsonal trusts and non-profit organizations,
providad 12,) percent on averaye of the total funds advanced during
1973~.984, During 1973-1975 the household share averaged 17 percent
and Juring 19482-1984 it averaged only 1i.8 percent.
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The lJ4rdust share of tha tccal advanced came {rum che come
maraial banks., Their net insreatd in loans ard savactueatuy averaged -
13.% parcent of totzl fuads advanced UYuring 1973-,974. "-The commer=
“ia: Banks' shdrd was congiatently i the 20+25 parcent ralye.
Howavar, suring 1980=.984 Lheir average share was 11.6 parcans,
naward Lhe low sude of the range, -Dufang 4973-3:974 the commarcial
Lank ahare waa ununuul}y high, auermytng 33,3 percent. .

The share of toral finces advenced by the savings and loan
susesiations averagud 11.9 poccent duriag 19731984, However, this
avuifite 4 bkt down by yeary Like 1981-1982 in which tha S4Ls were
subject to “disintermadiation,” i.e,, vt ounflown of funds caused
oy Lha fact that the resuiased rales taey could pay on their aeposity
Jiro LeLluw Tompetitivé market zates, hLuriay 1975-1977 the Sels’

SJuulé averagoed 10,3 porcent o! the total, and alter averaguing anly

1.4 vorcent of tha total) faring 1Yalei942 tha SsbLn uveragnd 1 percsnt
in 10831784, traed of cesrlinas on the irtercst rates they can pay

on ioposits, the Ssle dre aggressavely expehding their leadiny and
inveating, .

Tho mutual savings banks' uwhare of totad funda advanszaed .har -
avaragqad anly I porcent during 1973-1984, Hera again the average
has been -dragged down by the long persod tu which the savings hanks
wore sublect to "disintermediation.,” The share of tha total funds
advancad by the life insurance companies during 1973=1984 was Tl
yercent,  This has Leen ah apusua.ly s=able sharv over “na period,
The share of total tunis advance: Ly she private pension funde has
wwaraged 3.9 pdteent during 197 -1344 and that of state and local
rotirement funds nas averaged J,e purcent,  3ince Wwe are doaling
sly W@ith the lebt (or credlre markety, the 1arge wyguity investc-
menty of the private pens.on Yands and state and local ratirement
funss e not anciuded,  Prior to 1989 tho money market funds had
only a minute share of tota! funds advanced, but since then thoir
share has tveraged 4,) percaont of the total. In L1981 (¢t burgeoned
tu Lol puarcent,

Fina'ly, tre share of total et funds advanced by feraiyn in=
vontars in U. 4, Jubt markets has averaged 4.J parcent during 1973~
joHd, Tho peak was 1977 whaen the share of foreign investors raeached
13,4 percent, Although the averuage share i3 comparatively small, the
Jollar amounts are large and a major proportion of the investments
are in U.S, Govarnnent securitias. In 1984, for example. foreign
tnvestors addod $26.5 billion to thuir holdings of U.S. Government
oblizations and $15.9 billion to their noldings of corporatae bonds,
Moreovar, in addition to net funds advanced in U. 5. credit markets,
as shown in Table 6, foreigners are also larye Lnvestors .n American
oquities and 1n Jdiraect investment in U, §. enterprises.

The Forces Behind the Explosion of Total
V.58, Dubt and the Possible Consequences

A8 wa have saen, not only has the absolute amount of total debt
in the U.5. exploded in racent years, but total debt has risan markedly
relative to the rate of increase in the size of our economy as measured
by current dollar GNP, wWhat can be said about tha forces behind this
axplosion and the pussible consequences of (t?
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Some of the foruss come from the side of the borivower, This
is self-evident in the case of tbe hugu inorease in U.S, Government
debt which is the product of the snormous, chronic deficit being
run by the Federal dovermment., 0Out therd are rowerful forces from
the borrowers' side in wivtually Ali of the private dobt sactors.
Cartainly the high and tisiny inflation rite i 1977-1979, and the
expootation that the inflation rate would remain high, encouraged
the rapid growth of private debt in those and nuhsequent yoars:.
Theoraetically, at least, the lowor actual inflation rate and pra=
sumably rhe reduced expectation of inflation should be a lessar
force LodAy in borrowers' willingness to incur debt. 1In corporate
tixed=income financing, hoth short and long-term, the burgeoning of
mergurs and acquisitions in the pawt few years had been a very ime
poreant force for debt axpansion, On thoe other hand, in racent
yuars the sharp increase in the total toportion of loans made on a
floating or adjuscable rate basis has had the effect of shifting the
"interest rate risk™ (the risk uf a sharp increase in markot intorest
rates) onto the borrower and off the lender. This should have been
a4 force toward reduced willingnass of borrowers to incur debt but it
has probably been outweighed by incentives providad to borrowers to
incur debt as outlined below,

What are the forces which have come from the lander, or from
other parties, which help to explain the recent explosion of private
debt? The basic and fundamental force has been the pervasive move
by vzrtualxx all lenders to match maturities of their deposit or
other liabilities with the maturities of the assets they acquire.

The widespread adoption of floating, adjustable, or variable rates

on the traditionally long-term assats has greatly facilitated this
matching process. Accordingly, virtually all lenders today-=not just
commercial banks--are engaged in "spread banking.," Their profitabilie
ty qomes from a positive spread betweon what they can obtain on their
new loans and investments and the intorest cout on their daposits and
other liabilitias, :

Along with the fact that the floating, variable, or adjustable
rate loans and investments whift the intaercost rate risk from the
lender to the borrowar, the lenders have become much more aggressive
in racent Yyears in expanding their total loans and investments. This
has been particularly true in the case of the thrifts which are new
to "spread banking." S8ince many of the thrifts have been thcurring
lossas in the past sevaral years dus to the fact that their portfolios
of fixedwrate, longe-term bonds and mortgages are yialding lass than
thair cost of money plus administrative costs, the shift to spread
banking has encouragad many thrifts to expand thair new loans and in=
vestmants vigorously to reduce their losses and improve profitability.
Another way to put it is that many thrifts, saddled with losses on
their holdings of long=term, fixed-rate bonds and mortgages acquired
as long as twenty years ago, are now making new loans and f{nvestmonts «
on a positive spread betwaeen their current return and their currcent
cost of money. The name of the game i{s to expand new loans and ine
vestnants aggressively on a profitable spread and thus to reduce the
overall loss position of the individual thrifet and ultimately to re=
store profitability, The pursuit of groad banking® by ahe thrifes
has coincided with new lending powars which permit the thrifts to place
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substantial amounts of their funds’ {rfito commer:ial and msuserial
loans and other new landing areas, -

some of =he forces for rap.d cradic sxpansidn have ame from
third parties such as home builders or asutomobile companies, To
hold dewn the cost of carryina 8 nome mortgage and to help home
buyars to qualify for loarns, many buiijers “buy down" the interest
tate for the first fow ynars and avutomobile Tompanies "buy Jown”
the interast rate on car loans o encouraye purchases. heyund
that there are many home mortgage .nnovat.,gns such as "jrsdueted
payment mortqgages” designed to make it eadiwr for home bafrowers to
quelxty‘for loans and to carry them. : e e

. The axplosion of Jdebt in the past several years has been baesed
on the axpectation of a continuing hrgh inflation rave. This axpecw
tation not only encouraged the borrower to 1ncrease his indabtedness
but .t aiso aencouraged tho lendur Or investur to take considerabie
risks with confidence that inflation would "bail out”™ basically un=
sound loans and tnveatments. The haavy 1osses in farm loans of today
are based on the fact that many farmers Whoatly expanded their cpera~

B tions in tha conviction that farmland prices would continue to rise
sharply and so would prices of foodstulfs, and lendang institutions
increased their farm loans with the oxpectation that inflstion mina=
mized crod{t risks, Not surprisingly, the deflation in farming has
led to moassive losses. The same can be wsaid sbout oil loans, The
rash of losses in thaese loans stems to & great extent from the unexe
pected defiation inotl prices.

There 13 olear #vidence that too rapid an expansion of hone
mertiage credis, much of 1t on a minimum down-payment basis, has
brought on a large increase in delinquencies and foreclosures and
actual losses, This s supported by surveys of the Mortgage Bankers
Association and by the experience of the Federal National Mortqage
Association ‘Fannie Mae). In fact, faced with mounting losses, Fannie
Mae has just anncunced soveral ways in which it ia tightening credit
standards for the mortgages which it purchases, Delinquencies and
foroclosures are also rising sharply {n the case of commercial morte
gages, the result of both doflation of the values of commercial real
estate in many parts of the country and excessive risks taken in many
loans., In March of this year the Home Loan Bank Board reported that
cutatanding foreclosed loans of SiLs totaled $7 billion, with a 27
percent ifump in just the first Juarter, with most of the increase in-
volving commarcial mortgages.

‘ , As shown in the accompanying table, during 1973-1984 the annual
- rate of increase in housahold debt (home mortgages, consumer credit,
and personal loans) followed tcxrlg closely the annual rate of increase
in total current dollar paersonal disposable income with the exception
of 19771979 {n which household debt increased at much higher rates
than disposable personal income.

L4
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Rate¢ <f Increase Rate of Increase
) n . in Disposable
Household Debt Parsonal income
1973 BEEEIFYY BEECR T
1874 : 8.2 ) 9.2
1978 7.4 RN
1976 11,4 . 9.0
1977, 16.1 10.9
1978 17.0 12,2
1970 15.2 149
1980 9.0 10.9
1981 8.6 1.9
1982 5.8 6.1
1983 0.2 7.3
1984 12,8 10,3

The cost of ocarrying this debt has, of course, risen not énly
bacause of the large inocrease in outstanding household debt but alac
baecause of the large increaso in interest charjes in the past Jdecade,
During 1981-1984, inclusive, total comsumer croedit has increased by
nearly $200 billion, or by 81 parcent, In the same period total
current dollar paersonal disposable income has incroased by 40.d per-
cent, In just the past two years total consumer credit has increased
by $147.0 billion, or by 33,5 percent, whaoreas total personal dis~
posable income has increased by $396.3 billion, or by 18.2 percent.
Thesa figures suggast that consumerz crodit may be expanding at toe
high a rate and at an unsustainable rate., But, at the same time,
total personal liquid assets are growing strongly and have increased
by $481 billion, or by 24,3 percent in 1983-1984,

concluding comments

During the past several years the total debt in the LV.8. has
exploded not only in absolute amount but also in relation to the size
nf our economy as maasured by total) current dollar GNP, Much of the
rapid increase in debt has been produced by the succession of huge
Federal deficits, but nearly all sectors of private debt have also
registered very large increases. - .

oy
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Behind the explosion of total private debt has been the
willingness of' borrowers to incur dabt in a period in which the
inflation rate was high and was expected to remain high. In
rocent yeurs the main tiirust of the private dabt aexplosion caine
more from the intonse compatition of lenders and investors to put
money to work. [t appears that in doing so lenders and investors
oftan tock axcessive risks.

The rising tide of delinquencies and foreclosuxes, as wall

as actual losseu incurred by leaadars in virtually all seactors of
the private debt market, is undoubtedly in part the result of too
fast an expansion of private debt, Tho pressiire of lenders to
axpand their loans and investments soaems too 6ften to have bean

. accompaniad by the assumption of excessive rinkg., The transition
from & high inflation rate to a low one, and actual deflation in
sectors such as agriculture and energy, has undoubtedly contributed
much to a worsening of the debt situation,

Therd is not only an uzqgent noed to raduce the Foderal deficit
by a significant measure, There is also tha naed to reduce the
rate of increase in total private debt so that it {s ¢loser to the
rate of oxpansion of total current dollar ONP., 7Toward this end,
more careful undorwrltln? of craedit risks and tigh-er oradic
standards by lending institutions should have the highest priority.
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Chart 1: YEAR-END OUTSTANDING DEBY IN THE U.8., 1973-1904

A T D I D P
i | i { . 3
[ SRR SROSUMIUTON N S S J ;
]
L E— :
'S : ' 5\“;;! S
, L il !‘,i;qr
o ) SR -Tots "
é ‘ : ,«»-n! il 1!’9’ !'““’ I ,Ih
= o t“ it BHH A
L b [u l" l il, n m‘;[ l!? i “‘Y‘m h

TH

i m'! L m!,; Il .n:

l it
;

STV R x.h!
mu ul Loul Ouu’uu!

o [t 1[

1973 1974 1078 1078 1977 1978 1979 1960 1981 1003 1083 1084 1980

Chart 2: NET INCREASE (N OUTSTANDING DEBT IM THE U.8., 1973-1084

900

800

800

-nm

100 Kivmsmcas o S i
o el

1973 1974 1978 1976 1977 (918 1979 104 1961 1982 1983 §954 1098

Page 11



y1obed

M7
7%
TS
e
T
B
oy
8
ekl
e
| ELL1

-

Soaroe

TABLE s

G ath Fates of Malor el Azgrwsmte: in The

{Feroeat Annom! Toamee -

lemesty - Eealinancie

Frimte R Jlate &

3 L Boruse—  fizmmncial ol
Total ot finan~ial f%olds  Busigess 0¥ s,
B ) PR 1. Is. s PO

o3 E PR PR
I e B fo -
) 2N B PR 2.7 e
W [ D ax LI P
390 Y. 2t 1T
PRI e .3 i p Wi Le.
XY PEICY s .t “”
LAY J 3 -l Tl Taud
2 i~ T.d LT T -
il Pl L Lia .
e P P 4 L. N

FrSrnl] b era Bori Flw 7 Faoi

[

8ot



§1 obwd

o Ime -z 3 ome s ek ed -
S Incrvess an e ez P R
: E
& Fed

= a2
e g
v e
tarrent
§ r Py , »
: ea - N tal Friwmte Tt
¥ P e SZefrancial "L‘d -
= = : by HOSErTArnt
r.gvE - ‘ ‘; N
ALY - o
.. g o
e N ’
) N - e
g T ' o - 3
vas S o
- o5
FL VY




106

Chart 3: ANKUAL GROWTN RATES OF MAJON OEDT AGGREGATES IN THE V.., 1973:1904
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Total U,8, Public and Private Debt
gontinues to Explode

by
James J, O'Leary, Economic Consultant

United States Trust Company
April 4, 1986

The fourth quarter of 198% Flow of Funds statistics of the
Federal Reserve Board have just been released and they show that
the explosion ot total aebt in the United utates, which has been
under way in the past several years, continued in 1985, In fact,
the power of the explosion inoreased quartor-bx-quurtor during
the year, reaching a startling annual rate of $1.4 trillion in
the fourth quarter.

During 1985 as a whole the total outstanding debt=-Government

and private~~increased by a record $1,071 billion., This was a 15
percent annual rate of increase. 8ince the end of 1979 through
the close of 1985 the total oueltnnding debt has risen from $4.3
trillion to $8.2 trillion, nearly doubling in the past six years,
The spread between the 15 percent increase in total U.8, debt in
1988 was a record 9.3 percentage points more than the 5.7 percent
increase in total current dollar GNP,

The Record of the Growth of Total
Debt in the U.8. Since 1973

Table 1 shows the growth of total outstanding debt in the
U.8. since 1973, with a breakdown of the major classes of debt.
Table 2 traces the annual net increase of total outstanding debt
and its components during the #ame period. As will be seen, the
net increase in total debt has jumped from $491,2 billion in 1982
to $1,070.9 billion in 1988, cCharts 1 and 2 show the explosive
growth of total debt and its components during the past several
years,

Table 3 presents the annual growth rates of total U.8. debt
and its major components since 1973. As will be seen at the bottom
of the table, the seasonally adjusted annual rate of increase of
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total debt rose from 11.8 percent in tne first quarter of 1985
to 18,6 percent in the fourth, averaging 1% percent for the
year, The behavior of state and local government debt was par=-
ticularly noteworthy, The increase soared to 31,2 percent in
1985 and to a 53.4 percent annual rate in the fourth quarter,
This was, of course, the result of the fear that new issues of
state and local government bonds would become fully taxable on
January 1, 1986. Household debt (consumer and home mortgage)
expanded vigorously at a 14,3 paercent rate in 1985 and at an
annual rate of 15,6 percent in the fourth quarter,

The Expansion of Total Debt Relative
to the Expansion of GNP

Table 4 shows the annual rates of increase of total debt in
the U,8, relative to the increase of GNP during 1973-1985, Since
the debt figures are in current dollars (not corrected for infla~
tion), they are related to GNP in current dollar terms. As will
be seen, in Table 4 and Chart 3, there was a close relationship
batween the rate of increase in total debt and current dollar GNP
during the years 1973-1981, which would have been expected. 8ince
then, however, as shown in Chart 3, the gap between the two has
widened sharply, with total debt increasing at & 15 percent rate
in 1985 and current dollar GNP expanding at only a 5.7 percent rate,
Thus, in 1985 the gap between the two was 9,3 percentage points,
by far the largest spread since 1981, Similarly, a wide gap has
opened up between the rate of increase in total private non-financial
debt and current dollar GNP, as shown in Table 4.

Net Funds Raised Annually in U, S,
Crodit Markets, 1980-1985

Table 5 shows the net funds raised each year in U.S. credit
markets in 1980-1985, Total net borrowing in 1985 amounted, as
noted earlier, to $1,070.9 billion, 8Some of the detailad numbers
are rather staggering. In spite of apparent determination in Wash-
ington to reduce the Federal deficit, net new issues of U.S., Treasury
obligations totalled $223,6 billion in 1985, compared with $198.8
billion in 1974, Part of the explanation was the high rate of
commodity credit payments late in 1985. The net increase of tax-
exempt obligations was an enormous $173,4 billion last year, with
$96 billion coming in the fourth quarter alone. As interest rates
declined, the net new issues of corporate bonds of non-financial
corporations rose sharply to $67.9 billion and of financial corpora~
tions to §28.6 billion, both record amounts., Similarly, 1985 brought
racord amounts of increase in home mortgages ($152.8 billion) and
in multifamily mortgages ($25.8 billion)., The nat increase in con=
sumer credit, $103.6 billion, was another record on top of the $94.8
billion in 1984, On the other hand, due to the sluggishness of the
economy, the net increase of "Bank loans N.E.C." (largely the commer«
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cial and industrial loans of the banks) increased only $30.7
billion in 1985, compared with $79.5 billion in 1984, Finally,
the not increase of U.9. Government related mortgage pool securi~
ties was a record $78,8 billion last year,

Table 6 shows net funds raised in 1985 on a quarterly season-
ally adjusted annual rate basis. As will be seen, the tempo of
total net borrowing rose from $844,4 billion in the firse quarter
to a qigantic annual rate of $1,461.J billion in the fourth, Tax=
exempt iesues jumped from a $73,7 billion annual rate in the first
3uartor to a staggering $370.8 billion in the tourth., Home mortgages
ollowed a similar pattern, rising to a $174.4 billion annual rate
in the fourth quarter, On the other hand, net consumer credit exe
pansion fell from a $119,2 billion annual rate in the first quarter
to 8§76 billion in the fourth,

Net Funds Advanced Annually in U, 8,
Credit Markets, 1980-1985

Table 7 provides the statistics on net funds advanced each
year in U,8, oredit markets during 1980-1985, The total net funds
advanced in 1985, $1,070.9 billion, is, of course, the same as total
net funds raised in Table 5., 8Several of the details in Table 7
merit special comment,

"Households” (not oniy individual investors but also personal
trusts, endowment funds, and othar sources of funds not specifically
shown in other items in the table) increased their holdings of
credit instruments in 1985 by an enormous $198,7 billion, far above
any prior year, The state and local governments supplied a spectac~
ular $113,.8 billion, undoubtedly the result of the fact that a sub~
stantial part of the funds which had been raised by state and local
governments in 1985 were reinvested, perhaps temporarily, in the
money markets, Of very grnat importance, foreign investors in=
oreased their holdings of U.8, credit market instruments by a rocord
$72.8 billion in 1985. Their holdings will be analyzed in the next
section,

The huge $21.6 biliion inocrease in the holdings of U.8., Govern~
ment securities and Federal agency issues by the Federal Reserve
gystem merits special comment. These hoidings were increased by the
Fed under its open market operations. When the monetary authorities
buy Government securities they supply reservaes to the commercial
banking system, Since the banks can expand their demand deposits
by a multiple ¢of about six times their reserves, the Federal Reserve
8ystem through its ogon market purchases last year made possible an
expansion of about $130 billion in commercial bank demand deposits.
As will be noted, the net purchases of $21,6 billion by the Fed was
more than double any year shown in the table, It would be hard to
say, in the light of these numbers, that the Fed was in 1985 any-
thing less than massively easy in its policy., Not surprisingly,

Page 3
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the commercial banking system increased its loans and investments

by a huge $181.2 billion in 1983.* The composition of this increase
18 interesting ano reveaiing. The commercial banks expanded their
holdings of U.S, Treasury issues by $10,9% billion and reduced

their holdings of Federal agency issues b{ $3,0 billion, The ine
crease in their holdings of tax-exempt obligations was a mammoth
$39.3 billion. Other increases were mortgages, $48.2 billion)
corporate bonds, $6,2 billions consumer credit $42,9 billion; bank
loans N.E.C. (commercial and industrial), $28.0 billion; and security
credit, $10.3 billion, Tney reduced their holaings of open-market
paper by $1.3 billion. Thus it may be said that with the Federal
Reserve supplying reserves generously in 1988, and with commercial
and industrial loan demand weak, the banks used their lending and
investing power to add nearly $50 billion to their holdings of U.S,
Government and state and local 2ov¢rnnont obligations, thus in
effact monetizing this debt. Finally, there was a huge incraase of
$85.1 billion in the holdings of credit instruments by mutual fundds.
This included $42.0 billion of U,8, Government securities, $31.4
billion of tax-exempts, $11.6 billion of corporate bonds, and $0.2
billion of commercial paper.

Table 8 shows the sharply rising tempo of net funds advanced,
quarter-by-quarter at seasonally adjusted annual rates last year,
As will be seen, particularly spectacular was the seasonally ade
justed rate of $333.3 billion for households in the fourth quarter,
the $188.9 billion rate for state and local governments in the
fourth quarter, the $201,6 billion annual rate for the commercial
?anginq system and the $103.5 billion annual rate for the mutual

unds.

Foreign Investment in U.8,
Credit Markets in 1985

As shown in Table 9, foreign investors held $368.7 billion
in U.8, credit market instruments at the end of 1985, as well as
398.7 billion of U,.8, corporate equities. Their holdings of U.S.
Government securities amounted to $214,6 billion and their holdings
of U.8., corporate bonds to $103.6 billion,

Table 10 presents the annual net increase in foreign holdings
of U.8, credit market instruments since 1962. As will be noted,
last year foreign investors added $72.8 billion to their holdings
of U.8. credit market instruments, by far a record increase. The
net increase in their holdings of U.8, Treasury issues was $21.8
billion, appreciably less than the $26.5 billion in 1984, But in
1985 foreigners added an anormous $41.4 billion to their holdings
of U.S, corporate bonds, dwarfing the §16.4 billion in 1984, There
was, in addition, a very large $9.6 billion increase in foreign
holdings of commercial paper.

Finally, Table ll provides some measures of the importance
of foreign investment in U.8. credit markets, As will be seen in

* The difference between the $181.2 billion totsl increase in commercial bank cradit
{n 1985 and the $170.8 billion totel in funds advanced by commercial banking in
1985 shown in Table 7 is explained by the fact that $10.4 billion of “"alscellansous
sssets” were liquidated in 1983, page 4
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column (3) the net increase in foreign holdings in 1985 amounted

to 6.8 percent of the net increases ot $1,070.9 billion in total v.s.
credit market debt last year. As shown in column (6), the net
increase in foreign holdings of U,8, Government securities amounted
to 9.7 percent of the total net increase in Treasury issues, some~
what lese than the 12,9 percent in 1984, On the other hand, the
net increase in foreign holdings of U.8, corporate bonds in 1985
Yn- a whopping 42.9 percent of the total net increase in such
issues,

The statistics show clearly that foreign investors have
become a maior and vital force in the U.8., credit markets., This
is a natural development when our country is running a huge and
rising deficit {n our balance of payments with the reast of the
world., With the depreciation of the value of the dollar, our huge
balance of payments deficit should level out and then begin to de-
cline so that we must prepare for the time we cannot count so
heavily on the availability of funds from abroad.

Congluding Comments

The explosion of total debt in the U.8., and the wide gap
between the rate of increase in total debt and the rate of increase
in ocurrent dollar GNP, are puzzling in many raspects both as to
their causes and their consequences, My purpose in this paper is
just to bring up to date the paper I wrote in August 1985 entitled
The Bxﬁlolion of Debt in the United States. In that paper my con=
clus wa a e early par ebt explosion was caused
basically by the expectation that inflation would continue indefi-
nitely at a high rate but that more recently, as inflation has
receded, it was more the result of very aggressive lending by
financial institutions., Certainly the emergence of a massive
Federal deficit contributed strongly to the debt explosion, but the
facts are that private debt has also exploded. The phenomenal
increase in tax-exempt bonds in 1985, caused by the expectation
that interest on new issues of tax-exempts would be Federally taxable
in 1986, was certainly a very important factor in the record 1S per-
cent rate of increase in total U,.8, debt last year. Had the $173.4
billion increase in eax-oxcm?t bonds been a more normal $50 billion,
the rate of increase in total U.8. debt would have been 13.3 per~
cent, ¥till a very high number but considerably less than the aoctual
18 percent rate,

The explosion of total debt raises some baffling questions,
How could w:phuvo had such a high rate of increase of debt in 1985
accompanied by a significant fall of interest rates? The answer
lies in the sluggish growth in real GNP last year, the high enemploy-
ment of resources, and the marked decline of the inflation rate.
All of these forces fostered an easy credit policy by the Federal
Reserve. Beyond this was the huge foreign trade deficit which
caused our economy to be "lopsided" with the services and high tech
sectors fiourishing and many basic industries like stesl quite de-
pressed. The strong expansion of foreign investmente in the U.8.,

Page §
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the natural outcome of our trade def&cit,iholped greatly to finance
the debt expansion, but more important was tha aggressively easy
cradit policy by the Fed which encouraged the monetization of much
of the debt. The siuggish expansion of real GNP in the U.8, and

in othor major {ndustrial countries led to a decline of the infla=
tion rate and particularly to the drop in the price of oil,

Much of the oxglolion of total U,8, debt occurred during a
period of historically very high interest rates. In the case of a
substantial part of the debt the rates are adjustable and are now
adjusting downward with the very sharp drop of rates. Moraeover,
much of the fixed~rate debt is being, or will ba, refinancad at

the much lower level of rates. So, the spectacular decline of
interest rates has relieved some of the interest burden of carrying
the swollen outstanding debt, Beyond that, the rallies in both the
fixed~income and equities securities markets have greatly increased
the market values of both bonds and stocks and have thus inoreased
the wealth of the general public,

Can the growth of total debt at an explosive rate far above
the growth of current dollar GNP continue indefinitely without
serious consequences? Logic would say it cannot because it would
ultimately lead to an excessively large burden of debt in the
economy whioh would threaten severe deflationary pressures. There
is evidence that we may ulrondg be seeing some of the consequences
of too fast an expansion of debt in rising credit losses being ex~
perienced by lending institutions.

What will happen if the declining dollar halts our expanding
trade deficit, as is widely expected, and then leads to a signifie
cant daecline in the trade deficit. The effect of increasing import
prices, in addition to tighter use of labor and other resources as
real growth becomes stronger, would tend to cause some rise in the
inflation rate and to remove the Fed's option of an easy credit
policy. With the trade deficit £a111nz, the supply of foreign
funds in our credit markets would decline. So it would seem that
under conditions such as these the rate of debt expansion would
have to fall {f we were to avoid a serious upward movement of rates.

My general conclusion, then, is that it would be unwise to
conclude that we can safely ignore the explosion of debt in the U,S.

Page 6



1973
1974
975
976
977
1978
1979

1981

TABLE 1

Year-End Jutstanding Jebtt ian the mited States, 1373155

{$ billioms)
Domestic Nonfinancial
Private Noa- - State &
U. s. Non- House- ficancial local

Total Gov't.  financial  holds Business Gov'ts.
1,929.1 39.1  1,570.1 670.9 705.9 193.3
2,004.2 3%0.8  1,733.k T T25.5 820.¢ 201.9
2,283.8 6.3 1,862.€ 778.8 8.3.5 220.2
2,53.6 515.8 2,016.9 871.2 9122 233.5
2,854, 1 572.5  2,281.5  1,012.2  1,023.9 245.5
3,218.1 626.2  2,591.9 1,185 1.3 262.0
3,604.2 663.6 2,9%0.7 1,3%2.5 1,298.5 279.6
3,948.3 2.8 3,205.5 1,487.0 1,421.7 296.9
4,328.4 830.1 3,498.3 1,619.2 1,576.1 303.0
4,728.9 99LL 3,735 1,7R.1 1,691.1 3%.3
5,255.3 1,177.9 4,077.3 1,887.5 1,818.8 371.0
5,97T1.5 1,376.8 4,600.7 2,120.7 2,072.2 407.8
6,861.3  1,600.5  5,260.9  2,418.4  2,306.2 53%.3

Source: Federal Reserve Board, Flow of Funds

L eobed
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Porelgn Iinanciai Ifimancisl

67.0
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51.2
110.6
3.9
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1,986.2
2.,17%.0
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2,251k
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5,177.1
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TABLE 2

Net Increase in Outstanding Debt in the lhited States, 1973-1985
i; billlcas)

Domestic Honfinanciel -

Private Soa~ State &
u.S. Bon- House- financial Local Non- Ali

Total Gov't. financial holds =~ Busioess Gov'ts. Foreign Financial Financial Sectors

1973 187.7 8.3 1794 78.12 88.5 2.8 6.3 94,0 5.0 239.8
1974 175.3 11.8 163.5 54.8 94,1 1.6 15.0 190.3 3.0 229.3
975 193.0 85.% 107.6 53.5 L1.8 2.3 11.3 204.4 7.3 2116
1976 2435 69.0 145 LS ©9.8 13.2 9.3 262.8 21.0 283.8
977 319.6 56.8 262.6 40,7 110.0 2.0 13.5 332.9 %5.8 3718.7
1978 %9.8 53.7 316.2 172.0 127.6 6.5 33.8 w6 Te.d 777
1979 386.0 3T.4 8.6 179.3 i51.7 17.6 20.2 06.2 2.4 188.7
1980 3%1.8 19.2 202.6 1e.9 126.5 7.2 21.2 371.8 52.6 426.6
1981 372.7 87.4 285.3 1s.7 158.6 6.8 21.2 407.6 89.0 488.9
1982 395.3 161.3 234.1 87.9 120.2 25.9 5.7 419.8 §0.2 491.2
1983 542.9 186.6 356.3 187.4 ~ 131.2 7.6 18.9 545.3 89.2 $51.0
1986 765.9 198.8 567.1 239.2 283.0 45.0 2.8 T3%.8 382 906.9
1985 883.8 223.6 660.2 2%7.7 234.0 128.5 -0.4 883.4  187.5  1,070.9

Source: Federal Reserve Board, Flow of Funds
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Chart 1: YEAR-ENO OUTSTANOING DEDT IN THE U.8., 1973-1908
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TAbLE 3

Growth Rates of Major lett Aggregates in the U.0., 197 :-.+"5
(Percent annual Chanse?

opestic Nonfinancial

Private Soe- State &
U.S. Noa- House- financial Local it
Total Gov't. financial bolds Business Sov'ts. Fore; .. Financiai sectur.,
1973 10.8 2.4 12.9 13.2 PO i o W L~
197 9.1 3.6 10,4 0.2 133 T.u Julh Jull .
1575 9.2 23.7 0.2 7.8 s S JUI Y sz
1376 16.6 15.5 9.5 LT 503 0.5 2. B T
1917 r.o 110 13.0 oLt SRS} sl v s PR
9718 i3.0 9.4 3.5 i1 won ® e R B R
1979 2.0 6.0 13.5 5.2 PN o.f PRI La.B 1i.e
1980 9.6 1.9 2.9 .0 w7 ©.2 ey 149 pITA
1981 9.6 11.8 9.2 ENS 1.2 2.1 JERN .3 s
1982 9.2 19.4 6.8 5.6 1.6 8.5 0.t 131 .o
1983 1l.6 18.8 9.7 1.3 1.1 li.4 8.1 129 il.e
- 1984 1.7 16.9 4.0 13.0 15.4 12.2 1.1 1.0 |98
1985 14.8 16.2 14.3 14,3 1.0 31.2 -0.2 20.4 15.0
1985 - 1 11.5 10.6 i1.8 12.2 10.7 14.8 ~-2.9 17.8 1138
1 12.7 15.7 11.8 12.5 9.7 19.2 1.0 7.7 13.0
11f 12.6 11.4 13.0 14.0 9.5 26.0 2.6 21.0 13.4
v o19.2 23.7 i7.9 i5.6 12.7 53.4 -1.3 19.4 18.6

Source: Federal Reserve Bozrd, Flow of Funds
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.
Net Funds Raised in U.S. Credit Markets, 1989-1985

Table 5.

{$ birllaons)

\

Total Net Borrowing

Total Net Borrowing by
Domestic Non-Financial Sectors:

U.S. Treasury Issues

Federal ag y i and mort

Tax-exempt obligations
Corporate bonds

Home mortgages
Multifamily mortgages
Commercial mortgages
Farm mortgages
Consumer credit

Bank lcans N.E.C.*
Open market paper
Other**

1380

426.6

79.2
-0.6
30.3
26.7
931.2

7.6
19.2
1le.2

4.7
37.0

5.7

27.1

isel

488.9

87.4
-0.5
23.4
21.8
72.2

4.8
22.2
10.0
22.6
S4.7
19.2

34.4

1982

491.2

163.3

-0.9

48.6
18.7
50.5

5.4
25.2

4.2
17.7

53.2

14.2

i86.€
-0.1
57.3
16.0
1le.6
11.9
48.9
2.6
56.7
26.8
-1.6

20.7

1983

$06.3

198.3
-0.2
65.8
47.1

136.7
20.7
62.0
-1.0
94.8
79.5
24.2

43.3

59.0
-3.5
103.6
30.7
12.9

38.8

{cont inued)
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Table 5. (continued)

Net Funds Raised in U.S. Credit Markets, 1980-1985
($ pbrllions;

1980 1ol i9nl %43 1984 1985
Foreign Net Borrowing in U.S. '
Bonds d.8 5.8 e, 7 .8 3.1 4.9
Bank loans N.E.C. 11.5 3. -6.2 1.9 -7.8 -6.9
Open market paper 10.1 HE 6.7 6.0 2.5 -1.0
U.S. Government loans 3.7 4.2 4.5 4.3 <.0 2.5
Total Net Borrowing by Financial
Sectors
U.5. Government related:
Sponsored credit agency securities 24.3 30.5 14.9 i.4 30.4 20.6
Mortgage pool securities 19.2 i5.0 49.5 66.4 44.4 78.8
Loans from U.S. Government 1.2 i.9 0.4 - - -
Private Financial Sectors:
Coxporate bonds 1.8 3.5 3.7 12,6 25.9 2B.6
Mortgages - -— 9.1 - a.d -0.2
Bank loans N.E.C. -0.9 0.3 1.9 -0.2 1.0 4.2
Open market paper 4.8 20.9 -1.1 16.0 20.4 q1.3
Federal Home Loan Bank loans 7.1 16.2 0.8 -7.0 15.7 14.2

Source: Federal Reserve Board, Flow of Funds
* Mainly commercial ani isdustrial loams of the commercial banks.

*» Mainly finance company loans to business and various Government loans.
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Table 6.

Net Funds Raised in U,S, Crodit Markets in 1945
Quarterly Seasonally Adjusted Annual Rataes
(8 billions)

L 11 i1l v
Total Net Borrowing 8444 956,3 1,021.9 l,461.3

Net Borrowing by Domestic
Non-financial Sectors:

U.8. Treasury lssues 145,7  222.6 167.9 358.7

Federal Aqoncz issues and mortgages =0.2 -0.1 «0, 0.1
Tax-exempt obligations 73,7 103, 146,11 370.8
Corporate bonds 58,0 .0 62.8 72.8
Home Mortgagas 122,7 145.,0 169,1 174.4
Multifamily mortgages 23,1 22.0 4.4 33.6
Commercial mortgages 87.7 86.2 61.4 60,7
Farm mortgages 0,2 -4,8 8.5 =4,9
Consumer Credit 119,2 106.7 112.4 76.0
Bank loans N.E.C,* 14,4 N9 33.8 41,0
Open market paper 23.9 1.1 11.0 13.9
Other#* 49.9 18,2 24,0 63.0
Foreign Net Borrowing in U.S.: '
Bonds 2.3 8.0 2.8 6.6
Bank loans N.b.C, ~11.9 0.7 7.5 «23.8
Open Market paper 0.3 -9,5 “4.,6 9.7
U.8. Government loans 2.0 3.2 0,6 4.3
Net Borrowing by Financial Sectors:
U.5, Government-reiated
Sponsored oredit agency securities 8.0 27,1 3.0 27,2
Mortgage ponl securities 58,7 74.7 87.3 94.8
Loans from U.8. Government - = - .-
Private Financial Sectors
Corporate bonds 18.8 47.% 14,8 33
Mortgages - 0,3 =-0,3 ~0,2
Bank loans N.E.C. 0.3 1.9 14.0 0.4
Open market paper 47.3 9.6 72.9 35,7
Fedoral Home Loan Bank loans 13.8 9.9 20.1 13.3

* Mainly commercial and industrial loans of the
commercial banks.

*4 Mainly finance company loans to business and
various Government loans,

Source: Federal Reserve Bank, Flow of Funds.
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Table 7.

Net Funds Advanced ir U.S. Credit Markets, 1980-1985S
{$ billions)

1980 1981 1982 1981 1984 1985

Total Net Funds Advanced 424.9 487.8 4%1.2 651.C 996.9 1,070.9
Private ic Noanfinancial Sectors:
Households 30.4 S51.2 46.1 73.6 126.0 198.7
Nonfarm noncorporate business 0.4 2.7 1.6 4.7y 8.0 8.1
Corporate business ~-2.2 11.5 13.8 22.5 22.8 -2.0
State and local governments 17.9 7.5 27.2 47.7  49.9 113.8
Foreiga - 233 16.2  22.8 27.1 45.9 72.8
U. S. Government 23.7 24.0 15.3 9.7 17.1 22.5

Financial Institutions:

Sponsored credit agencies 26.4 33.2 16.¢ 3.4 28.8 25.1
Mortgage pools 19.2 15.0 49.5 66.4 44.4 78.8
Federal Reserve Systea 4.5 9.2 9.8 10.9 8.4 21.6
Commercial banking i00.6 102.3 107.2 136.1 181.7 170.8
Savings and loan associations 46.2 22.8 18.8 104.7 123.¢ 75.5
Mutual savings banks 5.9 0.9 6.7 18.% 10.1 12.1
Credit unions 2.4 3.7 10.6 16.7 12.8 16.9
Life insurance companies 33.2 34.7 43.5 50.6 56.3 65.6
Private pension funds o4 30.6- 3.1 35.2 25.9 24.9 23.4
State and local government retiremene -. %

funds - e 20.9 ' * 22.5 23.4 16.0 28.7 19.4
Other iasurance coapanies : « 9.9 9.4 5.0 1.7 9.1 9.6
Finance companies 131.9% 20.9 10.2 27.5 39.3 48.1
REITS T -0.7 -1.1 - 0.1 0.y 1.8
Mutual funds 4.8 5.3 12.7 14.6 25.7 85.1
Money market funds 14.9 62.5 21.4 -21.4 38.0 1.5
Brokers and dealers -0.7 2.3 -0.6 ~-6.3 4.9 1.7

Source: Federal Reserve Board, Flow-of-funds

91 ebvg
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Table 8.

Net Funds Advanced in U.8. Credit Markets,

1985 -= Quarterly Seasonally Adjusted

Annual Rates

——————=T% BIlllon®)

I 1L IIL v
Total Net Funds Advanced g844.4 996,33 1,021.8 1,461,)
private Domestic Nonfinancial Sectors
Households 199.8  160.4 101.) 333.3
Nonfarm noncorporate business 8.0 8.9 11,2 4.4
Corporate business -31,1 «3,0 1.7 24,0
state and local governments 74,3 78.1 1139 188.9
Foreign 32,6 71.2 96.3 91,3
U.8, Government 0.6 8.8 26.6 24.0
Financial Institutions
Sponsored credit agencies 33.3 28.8 19.8 18.4
Mortgage pools 58,7 7447 87,3 94,8
Federal Reserve System 20.4 3.8 =16.4 49.7
Commercial banking 126.1 168.3 187.2 201.6
gavings and loan associations 62.4 =0.7 127.7 112.6
Mutual savings banks 19,2 5.1 15.1 9.3
Credit unions 20.4 17.1 11.2 19.0
Life insurance companies 53,1 66,4 69.3 73.6
Private pension funds 22.0 g 33. 6.8
gtate and local government retirement
funds 9.4 19.% 26,3 41,3
Other insurance companies 9.4 11.6 8.3 10.3
Finance companies 42.7 38.48 43.8 67.1
REITS 4.4 -3.4 0.6 5.4
Mutual funds 72.7 79.6 84.7 103,98
Money market funds =0,3 0.1 -28.8 ~15.4
Brokers and dealers 3.7 11,7 1.1 4.3
Source: Faderal Reserve Board, Flow of Funds
page 17
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TABLE 9.

Outstanding Financial Assets Held by Foreigners (§.billions)
Teorend ISl YOS 19%6) A IO N6 D3N NS IO 1IN BT B3 M) I BN I N7 199 1 s Ber b ey e e
Tosal Plasechel dssscs 4.3 08 .3 B3 21 86 MO 7.6 2 N7 MEA M4 IS X2 NT NS ME1 DE3 ges WIS BLe BRI I ele MY
Cold end S80s 2.2 B4 W7 73 B4 B D3 B DI XNE XS A4 VIS US B3 wa WD 2.3 M3 T W3 IS W2
6. . dumend depontcs X X2 L3 A3 As .. 3.3 3. &2 .3 5 &3 B2 MSs I3 B B3 e e DI BT Be I3 By b
B, S. thes dupeains 29 34 43 53 6 A 2.7 2.4 - 7.3 23 B8 D6 231 RS BT ne 122 e DA MBI X D B0 23
ek Serarbank clefes Xl %68 32 X7 xS A2 7.3 24 WS W3 3.8 &8 sa al 37 -84 -128 63 K3 A9 -9 488 e -8 -k
¥, 5. cospensse aguitien .8 33 123 IX8 46 126 B3 B3I BNI 2 B Bl DI N2 B3 QP BE Q2 A3 Me s RS 3 MBI N7
Crafit sestar Sescsusents ’ 13.0 M4 135 159 M NI B3 M7 NI BT N2 G4 Q2 D BT £33 NS MY MR A ID.4 D>
6.5, Covssnment sacurities 138 2.2 129 103 1.3 ME 29 24 M4 D7 M MNA KT BNA U3 Nl WS NI ss 197 N4 WL ]
B. S. cotpesase bends e &2 o5 10 o8 .4 L3 1.3 kN 2.7 e 31 3 LS KN 3 .3 A2 I8 126 Wa LS BB
Accaptences L4 14 L& Me 26 3 22 2.8 s \_J“ 4“1 .t as ns s w2 B3 Iy M2 NI B B BE & WY
Secwity condiy o1 &t €3 & 02 .2 *3 LX 3 L ¥ .3 .3 LYY 3 a3 LX] - Ed - -— -_— - - nd - -
Trade credtc & 87 87 & o3 1.4 1.8 P X a2 .2 (¥ ] 14 4 M3 1 Da W3 WO We WO NS N DO DT i
Strece tovestamnt In 6.5, Y4 74 19 Se B8 .1 %% WE RA L) L1LP K WS DI L7 WS RE& &S 343 EL8 M7 1.7 X A6 1M
Ochae 2% 246 34 3L 26 2.9 p R e 28 0% -8 A p X ] 24 L3 &3 -2 LX 2 - . 3% . 8 e -~
o
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Table 10,
Not Increase in U.8, -‘.zcdtt Harket Debt Held by

Total Net Incresse Net Inctease in Net Incresse {n Net Increase in
tn Yoreign Holdinge Foreign Holdings Foreign Holdings Foreign Holdings

of U.8, Credit of U.8, Treasury of U.8, Corporate of U.8,
. —Assepsanges
1962 1.4 fed 0.0 0.0
1963 0.7 0.6 0.} 0.0
1964 0.8 0.4 0.2 0.2
1963 0.2 0.0 «0.2 0.4
1966 1.6 -2.5 0.6 0.2
1967 2.0 2.1 =0,1 0.0
1968 0.2 =0.5 0.2 0.6
1969 «0.4 =2.0 0.8 1.0
1970 10.4 9.3 0.7 0.8
1971 26,3 26,3 0.3 «0,2
1912 8.4 8.4 0.1 0.0
1973 0.6 0.3 0.0 0.3
1974 1.2 3.2 0.9 6.6
1973 6.1 8.1 0.6 2,6
1976 15,2 11,6 0.9 2.7
"wn 3.6 31,5 3.8 4.4
1978 333 23,3 1.9 7.8
1979 «hed =14.1 2.6 6.9
1980 23.3 10.7 8.2 4.8
1981 16.2 6.9 8.4 0.8
1962 22,8 12.8 10.6 -0.%
1983 27.1 16.9 4,9 5.4
1984 45,9 26.% 16,4 3.0
1983 72,8 21,8 41,4 9.6

# Totals will not siveys add up due to rounding.

Soutce: Tadersl Reserve Board, Plov-of-funde
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Measures of Foreign Investment in U.S. Credit Market Debt, 1962-1985

w .o

Nec Incresse it Mot Increass fa

Total Credtzx Inwestanat

—iaghe 8.3, L
0.2 1.4
“.4 o.7
3.2 0.8
0.4 0.2
»%.9 -1.6
».e 2.0
108.2 0.2
1nre -0.4
7 n.4
518 2.3
190.9 [ X
240.4 o.6
26.5 n.2
213.2 6.1
4.4 5.2
0.7 »e
436.3 w3
487.3 .3
412.3 n3
482.2 ».2
457.2 2.8
431 2.1
9063 45.%
1,0%.9 ..

(s billicas and percentages)

TABLE 11.

(¢ ™ o Qo)
Net Jecresse Vet lacrasse ia B.S. Nec
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2.4 2 k- 8 ) 2.3
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Mr. TavziN. Do you have to leave now, Mr. O'Leary?

Mr. O'LEARrY. I do. I could maybe answer a question or two if you
have them.

Mr, Tauvzin. If you gentlemen don’t mind, I would like to pursue
one thought with you. Is it realistic to believe that the U.S; forej
trade deficit is going to imgrove even as the dollar declines in
international markets when half of the deficit is made up of energy
imﬁorts and those imports are on the rise, not on the decline?

r. O'Leary. Up until a relatively short period of time ?igo we
were running a trade surplus, in spite of the fact that we ha those
energy imports, So it is reasonable to expect over a period of time
with this depreciation in the value of the dollar that the trade defi-
cit will at least be markedly reduced. That is our policy. That is
our hope, that it will achieve that.

I would say within a period of 4 or 5 years, if these exchange
rates hold, there is a good chance that we may come back into a
trade surplus position. This will take time, but that is our xi)olic .
That is what we are shooting for. That is what we are trying
achieve. That {s the reason we have got the pressure on to depreci-
ate the dollar relative to the yen, relative to other currencies. That
is the whole objective of it, to correct that trade deficit.

Mr. TAuzIN. Mr. O'Leary, the early signs for this year are that
despite the position of the dollar on most of the world markets, as
low as it has been since some of the years in the seventies, the
trade deficit is not really moderating dramatically. On the con-
trary, we are going through a period of enlarging energy imports,
and the prospect of losinf the domestic capacity to produce as a
result of the cheap prices in the marketplace tends to put us into a
rm;:;: rug:}x;abf}&position with regard to pricing of those energy im-
ports in e future.

Don't the trend lines indicate that we are going to be in worse
shﬂ:e on foreign trade, not better shape?

r. O'LeAry. No, I don’t think so. I think those people who study
trade flows anticipated that this decline in the value of the dollar
would have its effect onl'}r with a considerable lag, It is what econo-
mists call the so-called J curve. Traditionally, when a currency is
depreciated, its trade position is improved but it is improved with a
lag of several months. Most business forecasts today predict a
stronger second half of the year, anticipating that we are going to
begin to see the advantageous effect of the depreciation in the
value of the dollar as we go through the second half of the year.

Mr. TauzIN. We will be interested in seeing that.

Thank you very much. As you can see, when Mr. Volcker left, we
almost lost most of our committee here. Mr. O'Leary, thank you
very much for your contributions today. : ’

[r. Segal, would you proceed, sir.

STATEMENT OF HARVEY H. SEGAL

Mr. SeaaL. Thank you, Mr. Chajrman.

I share Mr. O’Leary’s concern about the ra;fid growth of domestic
debt, especial}y over the last 2 years. I think it is'a trend that can't
})e srsﬁaitriled or long, especially in an environment of low and fall-
ng inflation.
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I am a little bit more optimistic that somehow things will turn
for the better. I like to think that the debt surge is principally the
reflection of forces that are partly aberrant and essentially reversi-
ble; that the surge in household debt will be moderated as the stim-
ulus of lower home mortgage rates is spent; that the Gramm-
Rudman-Hollings restraints will reall{oslow Federal spending and
as a result reduce U.S. Government borrowing a bit; and finally,
that the uncertainty over the tax exempt status of municipals—
and that is the fuel behind the veritable explosion of State and
local government offerings—will be banished.

Now, those ma{ prove to be tall hopes, but I don’t think that a
failure to realize them is necessarily going to spell disaster. We live
in a fiat money world, and I would agree with what Mr. O'Leary
implied, that if we get in trouble, we are going to inflate our way
out.

Now, what troubles me more than the size or the growth of our
debt is its composition. I think that we have lost sight of an old but
valid distinction between productive debt, which finances additions
to real wealth or productive capacity and enhances economic effi-
ciency, and debt which is a counterpart of none of those benefits
and so is a dead weight burden.

Unfortunately, a lot of the Federal debt falls into this category,
and in my view it is particularly menacing because of the ease with
which the Government can lighten the real burden through infla-
tion. You know, it is fashionable in magazine and newspaper arti-
cles to point to dead weight in discussion of the Third World debt,
but I think that the invidious distinctions that have been drawn be-
tween :23 First World and the Third World countries are a bit ex-
aggerated.

inally, a last goint, Mr. Chairman, about which I have very
strong feelings. I think that the governors of the Federal Reserve
Board and those of dyou in Congress who gressured them took no
real account of the distinction between productive and dead weight
debt when on January 8 they extended regulation G to so-called
junk bonds issued in hostile corporate takeovers.

The ostensible reason at the time was that bond-financed takeov-
ers were leading to the dangerous overleveragﬂng of the corporate
sector, but there is no evidence to support that view then or in
some of the numbers that Mr. O’Leary has presented in evidence.
If that view were valid, the Fed should have extended Reg G to all
bond-financed changes in ownerships, not just the hostile takeov-

ers.

So what began as a misplaced concern over corporate debt has
made Congress, through the agency of the Fed, a J)otentially domi-
nant plarer in contests for control of publicly held companies. It is
not a role that a legislature should play. What is more, 1 believe
that there is a strong and positive case to be made for more, rather
than less, corporate debt.

Greater reliance on credit markets and less on internally gener-
ated funds would enhance corporate profitability, preclude ill-ad-
vised efforts to diversify, and diminish conflicts between managers
and outside investors.

Thank you.

[The prepared statement of Mr. Segal follows:]
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- statement by
Harvey H., Sugal
Fellow

Manhattan Institute for Policy Research

Thank you, Mr. Chalrman., I'm Harvey Segal of tho Manhattan
Institute, and 1'm honored by t1e Subcommittee's invitation to
testify on the problems of indebtednoss., It's a large subject, and my
principal interest is in persuading you that there's a serious
nisunderstanding about the debt -=the so-called junk bonds~-~iseued to
finance corporate takeovers. But in leading up to that issue, I'1}
first touch on some other matters of general concern.

The growth of t%gal donestic debt: Policymakers become
concerned--and rig y so~~when the growth of debt ouatripes the
yrowth of income. The fear is that borrowers will become overburdened
and that there will be defaults followed by destabilizing reductions
of credit demand. And the situation is complicated when thae growth of
nominal income ~«GNP at current prices-- i{s strongly affected by
price deflation.

James O'Leary in his excellent analyses of the debt explosion
points to to an fnordinately large gap that's opened up between the
growth of total debt and the growth of nominal income, and E. Gerald
Corrigan, president of the New York Federal Reserve Bank, has raised
essentially the ssme point. What happened in 1985 {s that nominal GNP
grew at only 5.8% while total debt grew at very rapid 158, The
principal reason for the wide gap was the fall of inflation, as
measured by the GNP deflator, to only 3.3%, the lowest annual
increase since 1967, Now I prefer what happened last year over what
happened in 1981 when nominal GNP increased at 11.7% and total debt at
10.5. The ¢ap, to be sure is smaller, But that's because inflation in
1985 was 9.7V, a recourd high and real GNP increased by a puny 1.9%

But while I prefer last year's nix of inflation and real growth
to that in 1981, there is a gap problem. Clearly it would be difficult
to go on piling up debt at such a rate, particularly in the face of
falling rather the rising inflation, a situation in which the real
burden of debt increases. A solution, in my view, will come when some
special forces cease to operate. Household debt in 1984=5 rise sharply
because of the drop of home mortgage rates. There was veritible
explosion of state and local govenment issues because of the great
uncertainty of the tax-exempt status of municipal securities. And
U.8. government borrowing was very high because of the fajlure reduce
federal expenditure. I think that each of those special forces will,
to one degree or another, be reversed by next year. Yet i{f I'm proven
najively optimistic, it won't be disastrous. The American economy,
especially in this age of fiat money, can weather a debt problem. As
Adam Smith replied wher told by a friend that the surrender of General
Burgoyne would "ruin® Britain, “Therels much ruin in a nation."
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Productive and dead-weight d%btt About 150 years ago when out
state governments were enthusiastically promoting the construction
of turnpikes, canals and railroads~~or what were popularly called
*internal inmprovements"-=governors were fond of making a Jistinction
between Troduccivn and dead-weight debts, those debts that added to
real wealth, productive capacity and economic efficiency and thoso
that didn't. There is, to be sure, a subjective slement in
determining what's truly productive and what fails to meet that
criterion., But most of the U.8. government deht i{s dead weight, and {t
also poses a constant threat because of the temption to inflate and
thus lighten the real burden of interest and principal.

The distinction between dead-weight and productive is explicit in
much of the concern over Third Vorld debt with horror stories of huge
dams and other roicct. which were fully funded but never built., Most
of them are probably true, but our record in the First World doesn't
justify the piously invidious comparisons that are often drawn,
There's a8 lot dead=weight dobt on the U.8. balance sheet, and it isn't
all confined to the federal government. I've recently been looking at
the state of New York which has a total debt more than $45% billion,
many times national average on a per capita basis, and much of it very
debt weight, If there is no objection, I should like to submit my New
Y:rk stat: plece ~soon to published by the Manhattan Institute - for
the record.

%ggg ggg gongg!tg ng cgrnoggsg ggntrgés There's no evidence in
the flow=of«funds numbersthat corporate de is growing at an

alarmingly rapid, unsustainable rate. In fact, the borrowings in 1985
were markedly less than in 1984, And {t's for that reason, as well as
others, that I very much reyret the Federal Reserve Board's decision
of January 8 to extend the Regulation G margin to the so-called junk
bonds issued to finance hostile corporate takeovers. Mr, Chairman,
those reasons were set forth in ny Hnnh;ggton Post op-ed piece of
January 27 which I should like to submit for the record. Aside fron
the very real mischief that could result {f the Congress ==through its
agents on the Federal Reserve Board--were to become a major player in
contests for corporate control, there are compelling arguments against
any public policies that raise the costs of removing incumbert
managers.

Recent analysis of the way corporations work =« ideas that can be
traced by to Adam Smith-« views managers as working as the agents of
the outside investors. And since the interests of the two groups
diverge ~=-managers, for example, have little interest in limiting
their prerequisites =-there are conflicts. One conflict that arises in
mature or slow=growing industries, otpoctallf in these times of of
deflationary pressures, is over the disposition of the "free cash
flow". As pointed out {n a brilliant paper by Michael E. Jensen, who
teaches at both Harvard and Rochester, free cash flow is corporate
income in excess of dividend payouts and what cap be invested in
viable capital projects. It's a surplus that's often gone to fund
1ll-advised and unsuccessful diversification efforts. And the failure
to pay out the free cash flow to the shareholders depresses the
market valuation of the company, opening a gap between the market
value and what the individual pieces could be sold for in a
divestiture,

o
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Jensen aryues ~-rightly, I believe=~that much greater
corpuraterelianco on debt Einancing would work to almost everyone's
advantage. Shareholders would realize yreater returns =-and certainly
the short«term experience with takeovers and leveraged buyouts
supports that claim, And efficioncy would be enhanced as {ll=conceived
conglomerates are dismantled and managers are forced to rely on the
credit market rather than on retained earnings. But won't the
leveraging make the corporate sector more unstable? Jensen's answer is
no, and he points to the development of strip financing, arrangements
under which investors buy bundles of debt and equity. With strip
financing there's little incantive to force a troubled firm into
bankruptcy, There would instead be recourse to reorganizations,

1 don't think that current wave of takeovers and buyouts is an
ephemeral phenomenon==the result of & conspiracy by greedy raiders,
high real interest rates or deflationary pressures, I think instead
that it's the result of the sort of pressures that emerge in a rich
and mature economy. The Ha;é ﬁcgggt gﬁg;g%; (April 11, 1986) rocont1¥
carried a feature story on Kohlbery, Kravis Roberts & Co., princes o
the leveraged buyout, in which it's pointed out that both the
ponsion funds of Oregon and Wieconsin are big KKR investors. Because
the overwhelming bulk of our pension plans are benefit rather than
contribution specific, there's enormous pressure to increase rates of
return. And so pension funds are hardly reluctant to lean on inept
mandgements, Back in the 1970s a friend who managed several billions
of trade unien gonnion funds used tell us of the personal abuse to
which he was subjected when his forecasts of yields went awry. Ve
though then that his it was his clients who were particularly
uncouth. But since then the patience of the entire $1,25 trillion plus
pension market has grown short.,

I'd 1ike to close with this thought. The outcome of contests for
corporate control =~like elections for political office==are never
really predictable, Sometimes the winners will be worse than the
incunbents they displace. But does Congress want to put itself in the
position of prejudging the issue? Anyone who has ever served as
anoutside corporate director would, I think, be inclined to say no.

-3
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The Politics of Debt

by
Harvey Segal

New York is neither the biggest, the wealthiest nor the mosc
populous state in the union. But it does bear the Jubious
distinction of having the largest debt. The debt of New York
State and its authorities increased nearly tenfold between 1960
and 1985, to a total of $45.4 billion., Although $45.4 billion is
a staggeting number, the composition of the debt is as important
as i{ts size for what it says about the way in which the Empire
State is governed.

According to New York's Constitution, debt issues are
supposed to be approved by a majority of the electorate. Yet
less than a fifth of New York's debt falls under the rubric of
voter-approved "general obligations,” bonds and notes backed by
the full faith and credit of the state. All the rest, nearly
$36.7 billion, was incurred through devices, sanctioned by the
courts, that circumvented the Constitution.

Debts of New York State and its Authorities
(in billions of dollars)

1960 1985

General obligations:
Bonds and notes $.99 $3.81
Tax anticipation notes W15 4.30
Guaranteed authority debt 50 .59
General obligations, total 1.64 8,70
Moral obligation bonds and notes - 12.85
Lease-purchases .01 5.64
Authoritiest bonds and notes 2,92 18.19

otal debt A .

As a result, New York's long~term debt--the State and
authority bonds outstanding--is twice as large as California's,
with its much larger population. And the disparity for
short=term debt-=notes of a year or less~--is even more striking.
In 1984, New York's spring tax anticipation borrowing of $4.3
billion represented more than 408 of all short-term debt issued
by states for operating purposes.

Nelson Rockefeller, in his long tenure as governor, relied
on independent state authorities to undertake vast programs of
urban renewal, higher education and housing. To finance that
worke=and bypass the legislative process--he introduced the
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Qe
moral obligation bond, which is backed only by a promise that the
state will provide sufficient money to meot the interest
payments. With that tenuous assurance--which is less than the
conventional cormmittment to repay the principal--the Urban
Development Corporation, the Dormitory Authority, the Housing
Finance agency and other entities began to sell, in 1961, billions
of dollars of bonds and notes in the tax-free securities markets,

But after 15 years of smooth sailing, the moral obligation
ship nearly foundered in 1975. The economy was in deep
recession, and in February the Urban Development Corporation, no
longer able to borrow, defaulted on its notes and a large bank
loan. A second blow came in May when it became clear that New
York City, after concealing larye deficits for years, was stone
broke. Albany's response to the Big Apple's embarassment was the
Municipal Assistance Corporation. It issued more than $8 billion
of moral obligation bonds and notes, more than doubling the total
outstanding in a single year. At the same time New York's
Legislature clamped ceilings on the moral obligation debts of
other authorities so that the total outstanding has remained
roughly constant since 1975.

Another device for running off-budget deficits are
lease~purchases, under which the state agrees to lease buildings
or other facilities rather than make outright purchases. Included
in the $5.6 billion shewn in the table is a $518 million
obligation to the County of Albany for building Nelson
Rockefeller's great Albany.Mall,

The final and largest hunk of debt consists of those bonds
and notes of the authorities for which the state has no
obligation, moral or otherwise. It's somotimes said that those
debts aren't really public obligations because they are so well
secured by streams of revenue. But that's a sanguine view. The
debts of the Port Authority, the Thruway and other agencies are
very well secured and so are unlikely to become an additional
burden on the taxpayers. But more than half of the $18.2 billion
of debt was incurred by authorities that make loans fors housing
and hospitals, and the risk of default on those claims can't be
ignored.

Assuming a conservative 7,5% rate, the interest on the
entire state and authority debt comes to some $3.4 billion, and
it's a burden that the electorate bears through higher taxes,
tolls and other charges than they would otherwise pay. And that
raises the question of why New York's debt is so large and why it
contines to grow.

The answer is that without voter initiative, referendum and
recall, there's no mechanism for breadking New York's vicious
cycle of ever higher expenditures and ever bigger debt. Efforts
to challenge the constitutionality of moral obligation bonds were
rejected by the courts during the 1970s. And so long as wealthy
New Yorkers are able to deduct state taxes on their federal
income tax returns and buy a variety of tax-free securities
issued by state authorities, the spend-and-borrow system-~with
the full support of lawyers and securities underwriters--will in
the future opetat: much as it ha: in the past. .

Harvey Segal is a Senior Fellow at the Manhattan Institute.
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Mr. TavziN. Thank you, Mr. Segal.
Mr. Soros.

STATEMENT OF GEORGE SOROS

Mr. Soros. As you have probably seen from my written testimo-
ny, I am not a professional economist nor a recognized financial
expert. I am a participant in the financial markets.

have thought about the problems of credit long and hard and I
have tested my views against the market. I believe you are right to
be concerned about the unsustainable expansion of credit which
has occurred in the last decade or so, but I am less sure about what
this subcommittee or indeed Congress-itself can do about it.

In my written testimony I have put before you a theoretical
framework in terms of which the problem can be understood. In
contrast to the prevailing wisdom, which maintains that markets
“are always right, I start from the position that markets are always
biased, and the prevailing bias plays an important role in deter-
mining the course of events. ‘

There is a two-way interglagg between the particip?gg’ Fxggg
tions and the course of events, which I call reflexivity. The out-
"¢ome 18 _not_the equilibrium described in textbooks but a continu-

rocess of change. In a reflexive process, market expectations
n_bhe self- ing b onlv up to a noint because there 18 alws

a glg? involved.
sing this approach, I developed the concept of a credit cycle and

the concept of a regulatorfr cycle, and I have tried to locate where
we are within that constellation. I concluded that the stage where
credit expansion becomes unsustainable was actually reached in
1982, but the bust that usually follows a boom has been avoided by
the successful intervention of the authorities.

Instead of a sudden catastrophic collapse of credit, the turning
Foint came at different times in different sectors: In 1982 for the
ess-developed countries, in 1984 for the banking system and the
savings and loan industry, and in 1986 for the Federal budget. I be-
lieve that 1986 is also a turning point for consumer credit, but it is
too soon to be sure about that.

I am now more optimistic than I have been since 1982, althouﬁh
my optimism is directed more at the financial markets than at the
real economy. The real economy has the backlash from the previ-
ous excesses to contend with: Banks are in the process of deleverag-
- ing; the fiscal stimulus is being withdrawn; the consumer is over-
extended; and larﬁe parts of the world are in depression.

I believe that the decline in oil prices also becomes a depressant
beyond a certain point, say $16 a barrel. It is to be hoped that
lower interest rates and the increased confidence engendered by
- the booming stock and bond markets will be sufficient to offset

these negatives, but there is a real danger that financial stimula
" tion will lead to fIATCIAL speculation rather than economic growt

is is the point I should like to expound on a little here.

1 There seems to be a large and growing dichotomy between the
financial markets and the real economy. Viewed from Wall Street,
the outlook couldn’t be better. We are in the midst of what is now
widely regarded as the boom of a lifetime. Yet, if we look at the

61-918 0 86 - 6
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real world, the picture is much less reassuring. Overall activity as
measured ioy the GNP is sluigish. We could have a negative quar-
t%r cogxing up. There are pockets of deep trouble both at home and
abroad.

Where does the dichotomy come from and what will it lead to? It
is quite normal for the financial markets to discount devel pnts

N6 res at is a at 18 ved here,
ere is nothing to worry . By the same token, that would not
be sufficient to generate the boom market of a lifetime.

I believe we are witnessin somethingomore than a normal cycli-
cal swing. We are at a peculiar point, both in the credit cycle and
in the regulatory cycle.

In the credit cycle, we are now in the declining phase, but the
doubtful debt has not been washed out of the system, It shows up
on the asset side, not only of the banks but also of the holders of
the banks’ obligations. Moreover, for the last few years, our econo-
mg' hes been driven by a gigantic engine, namely the budget defi-
cit, which has been spewing out financial claims in the process. As
a consequence, the world is awash with financial assets. These
assets are now finding their way into stocks and bonds. ‘

In the regulatory cycle, we are at a curious point where the bias
in ‘favor of deregulation is still reining supreme but the need for
fovernment intervention in specific areas is be%:enin to reassert

tself. In particular, the regulation of banks has been tightened but
financial markets enjoy a greater degree of freedom than at any
time in the last 50 years.

Banks are obliged to dﬂmﬁgw that they are reluctant to
extend credit unless they can package it and resell it. But with the
creation of new financial instriiments gre 18 _no _limit on the
amount of leverage available in the financial markets.

-Federal R tes the feasibility of a nog margin
feguirements on stock purchases, currently standing at 50 percent,
n

ex futures are traded with a murgin of 6 percent or less. Fu-
tures trading has grown to such a exiZnE Eﬁag if has become the
tail that wags the ﬁog.

These conditions are conducive to a boom-bust sequence in the
stock and bond markets which is initially but even-
tually self defeating. During the self-reinforcing phase, the process
exerts an almost irresistible attraction for funds. The self-reinforc-
in, ﬁhase is going to continue as long as the real economy lan-
guishes.

1 have no doubt that the self-reinforcing phase of the boom
market will not last forever. The deflationary forces currently at
work will eventually exhaust themselves and, with the help of
lower interest rates, the economy will eventually %igk up. But, I
suspect that a boom in the real economy is going to be delayed and
by that time stock prices may have reached such dizzying heights
that a rise in interest rates may precipitate a crash and cut the
_jrecovery short. ,

We have recently experienced a similar development in a fore:
exchange market. With the dollar risinsl and interest rates high,
foreigners could make more money holding dollar assets than in
any other way. No wonder that the dollar kept on rising. It has re-
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quired the concerted effort of the authorities to reduce the prospect
of an eventual collapse.

I should like to emphasize that I am not predicting a stock
market crash, certainly not at this stage of the game. I do believe
that the risk of excesses has shifted from the ban ng system to the
financial markets. History o8 Are

correct after they have mﬁmﬁ :hgn b_e.ﬁn'_e
o not have any specific recommendations to put before you. I

realize that the idea that the financial markets need to be con-
trolled is an athema to those who are still bewitched by the magic
of the marketplace.

The thought I should like to leave with you is that financial mar-

keﬁ are inherently unstable and stability can be ﬁreserved only by
making it an explic t po c objective e instab

ogulators. This is a consideration that should be kept in mind
g %T? Won :

I believe existing margin regulations ought to be preserved and
the leverage inherent in some of the newer financial instruments
ought to be looked at.

ank you.

[;;stimony resumes on p. 162.]
e prepared statement of Mr. Soros follows:]
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April 23, 1986

My name is Gedbrge Soros. I am not a professional economist
nor a recognized financial expert. I am a participant in the
financial markets. I manage an international investment fund
which has grown from $6 million in 1969 to $1.4 billion
currently, mainly through capital appreciation. Ten thousand
“dollars invested in 1969 have appreciated to 2.2 iillion
dgllars currently, a compound rate of growth of 35.5 percent
over the last 16 years. I have thought about the problems of
credit long and hard and I have tested my views against the
market. I believe you are right to be concerned about the
unsustainable expansion of credit which has occured in the
last decade or so, but I am less sure about what‘ this

Subcommittee, or indeed Congress itself, can do about it.

Instead of plying you with a lot of statistical information, I
shall try to put before you a theoretical framework in terms
of which the problem can be understood. I start from a
position which is diametrically opposed to the generally
accepted view. Theories of efficient markets and rational

expectations attribute to market participants taken as a group
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an ability to anticipate future developments which they do not
possess as individuals. Market prices are supposed to
discount the future with an accuracy that borders on the
miraculous. Markets are always right - that is prevailing

wisdon.

I disagree. I take the view that the participants’
understanding is inherently imperfect. My position can be
justified on epistomological grounds =~ the gbiect of the
participants' understanding is gubject to their own decisions
- but we need not go into that here. guffice it to say that

participants always bring a certain bias to the decision-

making process and markets which combine the decisions of

individual participants always manifest a prevailing bias.

The prevailing bias affects the course of events, endowing
WaTKets with a certain ability to fulfill their owh
~expectations. In other words, it is not market expectations
CEc—TerIect the future correctly, but the future that
r8FTects - to a greater or lesser extent = current

expectations. The correspondence between future events and

current expectations is never perfect - it it were, the
&oneEpts of efflicient markets and rational expectations would

be justified - but it is pronounced enough to give these

misleading concepts some credibility. Moreover, the
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correspondence is greater for the market taken as a whole than

for the individual participants - that is because it is the
prevailing bias, as expressed in market prices, that

influences the future course of events rather than the biag of

the individual participant.

In my interpretation, the prevailing bias plays an important

role in shaping the course of avents, It is not the only

force at work but it is a force whose importance has not been
properly appreciated. It is unique to situations which have
thinking participants - there is no counterpart to be found in
the phenomena studied by natural science. That is, in fact,
the reason why it has been ignor;d. Economists have been so
anxious to create a hard science comparable to the physical
sciences that they went to great trouble to eliminate a
disturbing influence that stood in the way. They assumed
perfect knowledge even though they could not support it with
empirical evidence. The result 1s an elegant theoretical
construction with imposing mathematical formulae whose
relevance to the real world is questionable. Economic theory
is based on the «concept of equilibirum, but if the
participants! blas plays a causal role, equilibrium is never
reached. What we have instead, is a process in which the

" participants' perceptions influence the course of events while
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the course of events influences the participants' percepgions
in a never-ending sequence. I use the word "reflexive" to
describe the interaction between perception and reality in the
serse in which the French call a verb reflexive when its
subject also douhles as its object. One may speak of an
adjustment process but then one must realize that the
participants are aiming at a moving target and the moving of

the target is part of the same process as the adjustment.

'The process is likely to lead to excesses in one’ direction or—

another. It starts with a prevailing bias which affects the
course of events. The result may reinforce the bias, If it
does, the process may continue until both the bias and its
influence on the course of events baecome excessiva. Since
there 1is a bias involved, events cannot continue to fulfill
expectations indefinitely, especially when the bias |is
becoming progressively more pronounced. Eventually,
expectations are bound to be disappointed, or else there may
be an external event that cuts across expectations. When that
happens, a self-reinforcing process starts working in the.
opposite direction. The trend, which had been sustained by
expectations, is reversed, causing expectations to be
reversed, and reversed expectationa reinforce the reversed

trend. We can observe such initially self-reinforcing and
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aventually self-defeating sequences all around us. They are

as much a part of the economic landscape as the 'normal'

—
adjustment process we are familiar with from the textbooks.

These reflexive processes are particularly _prevalent whenever
credit is involved.

There seems to be a special affinity between reflexivity and

credit. That is hardly surprising: credit depends on

expectations; expectations involve bias; hence credit is one

e ~of the main avenues that permit bias to play a causal role in

the course of events. But there is more to it. Credit seems

to be associated with a particular kind of reflexive pattern

whIch 1s known as boom and bust. The pattern is asymmetrical:

———
the boom is drawn out and gradually accelerating, the bust

sudden and often catastrophic., By contrast, when credit is

not an essential ingredient in a reflexive process, the
pattern tends to be more symmetrical. For instance, in the
foreign exchange market it does not seem to make much
difference whether the dollar is rising or falling: the

exchange rate seems to follow a wavelike pattern.

I believe the asymmetry arises out of the reflexive connection

between Jloan. and collateral. In this context I give
— e
collateral a very broad definition: it will denote whatever

oy
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contributes to the creditworthiness of a debtor, whether it is
actually pledged or not., It may mean a plece of property or
an expected future stream of income; in either case, it is
something on which the lender is willing to place a value.
vValuation is supposed to be a passive relationship in which
the value reflects the underlying asset; but in this case it
involves a positive act: a loan is made. The act of lending
may affect the collateral value: that is the connection that

gives rise to a reflexive process.

The act of lending usually stimulates economic activity, 1t

enables the borrower to consume more than he would otherwise,

or to invest in product;ve assaets., There are exceptions, to

be sure: in case of a leveraged buy-out, for instance, the

effect is not necessarily stimulative. By the same token,

debt service has a depressing impact. Resources that would be

otherwise devoted to consumption or the creation of a future

gtream of income are withdrawn. As the total amount of debt

outstanding accumulates, the portion that has to be utili;ed
for debt service increases. It is only net new lending that
stimulates; and total new lending has to keep rising in order

to keep net new lending stable.

A strong economy ten&s to enhance the asset values and income
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streams which serve to determine creditworthiness. in the
early stages of a reflexive process the amount of credit
involved is relatively small so that its impact on collateral
values is negligible. That is why the expansionary phase is
slow to start with and credit remains soundly based at first.
But as the amount of debt aécumulatau, total 1lending in-
creases in importance and begins to have an appreciable effect
on collateral values. The process continues until a point is
reached where total credit cannot increase fast enough to

continue stimulating the economy. By that time, collateral

values have become greatly dependent on the stimulative effect

of new lending and as new lending fails to accelerate,

collateral values begin to decline. The erosion of collateral
values has a depressing effect on economic activity which in

turn reinforces the erosion of collateral values. Since the

collateral has been pretty fully utilized at that point, a

decline may precipitate the liquidation of loans, which, in

turn, may make the decline more precipitous. If the value of

the collateral falls below the value of the loans outstanding,

we have a bust., This is the anatomy of a typical boom and

bust sequence.

Booms and busts are not symmetrical because at the inception
of a boom, both the volume of credit and the value of the
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collateral are at a minimum; at the time of the bust, both are
at a maximum, But there is another factor at play. The
liquidation of loans takes time; the faster it has to be
accomplished, the greater the effect on the value of the
collateral. In a bust, the reflexive interaction between
loans and collateral becomes compressed within a very short
time frame and the consequences can be catastrophic. It is
~the sudden liquidation of accumulated bositions that gives a

bust. such a different shape from the preceding boom.

The reflexive relationship between the act of lending and the

-. value of the collateral is not an easy one to work with. The

stimulative effect of lending‘depends on what it is used for:
a loan utilized to build a new plant will stimulate the
economy while a loan used for & leveraged buy=-out will not.
Moreover, the effect of economic stimulation on collateral
values véries according to the stage of the cycle: it is.
likely to be negligible in the early stages and more
pxopounced as the amount of credit accumulates. It would be
difficult to establish a quantitative relationship between
‘lending and collateral; but it would be equally difficult to
deny 1its existence. For instance, in the international
'lending boom of the 19708, bhoth the gross national product of

the borrowing countries And the value of their export

LY

¢
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commodities rose so rapidly, that their debt servicing
capacity, as measured by various debt ratios, more or less
kept pace with their debt burden, in spite of the exponential
growth of their overall indebtedness. Only after the second
oil shock did the various debt ratios begin to deteriorate
significantly but by then it was too late to arrest the

process.

The amazing thing is that the reflexive connection between
lending and collateral has not been generally recognized.
There is an enormous amount of literature on the trade cycle,
but I have not seen any mention of it. Moreover, the trade
cycles which are generally discussed in textbooks do not
correspond to the credit cycle I have described here. They
‘are short-term fluctuations within the larger pattern. There
is an awareness of a larger cycle, such as the Kondratieff

Wave but it has never been '"scientifically" explained.

Exactly where we are in the larger cycle is difficult to
determine. I must confess I have been confused on the issue
since 1982. The reason for my confusion is that while the

boom has clearly run out of steam, the bust has not taken

place.
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Busts can be very disruptive, especially if the liquidation of
collateral causes a sudden cémprelaion of credit. The
consequences are so unpleasant that strenuous efforts are made
to avoid them. The institution of central banking has evolved
in a continuing attempt to pravent sudden, catastrophic
contractions in credit. Since a panic is hard to arrest once
it has started, ©prevention 1is best practiced in the
expansionary phase. That is why the role of central banks has
gradually expanded to include the regulation of money supply.
That is also why organized financial markets regulate the

ratio of collateral to credit.

In the current cycle, the authorities have been anle ®to
prevent a bust. We find ourselves in a twilight zone where
the '"normal" process of credit expansion has culminated long
ago but the "normal" process of credit contraction has been
prevented by the authorities. We are in uncharted territory
because the actions of the authorities have no precedent. If
it had not been for their intervention, the international debt
crisis of 1982 would surely have culminated in a bust and
again in 1984 the twin problems of the Continental Illinois
Bank and of Financial Corporation of America would likely have
culminated in a banking crisis. We are now facing trouble in

Texas and in Mexico but financial markets are confident of the

10
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Central Banks' ability to handle the situation.

The boom and bust pattern has been btokén' because the
regulators have been successful in. intervening. Instead of a
simple credit cycle we are witnessing a more complex process,
which has two sets of participants instead of one: competitors

and regulators.

The key to understanding this complex process is to realize
thaé the regulators are also participants. There is a natural
tendency to regard them as superhuman beings who somehow stand
outside and above the process and intervene only when the
participants have made a hash of it. That is not the case.
They are also human, all too human. They operate with
imperfect understanding and their activities have unintended
consequences. They seem to adjust to changing circumstances
even less well than those who are motivated by profit and
loss, so that regulations are generally outdated: they are
designed to prevent the last mishap, not the next one. The
deficiencies of regulation tend to be more noticeable when
conditions are rapidly changing and conditions tend to change

more rapidly when the economy is less regulated.
One begins to discern a reflexive relationship between the

11
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regulators and the economy they regulate. There are excessas
in regulation, just as there are excesses in credit, but the
regulatory cycle does not have the asymmetric character of the
credit cycle. The swings from excessive regulation to
excesgive deregulation are more 1likely to follow a
symmetrical, wavelike pattern, similar to the over and
undervaluation of the dollar in a freely floating exchange
rate system. The length of the cycle seems to be correlated
with the credit cycle and one can sense intuitively why that
should be so. Credit expansion and contraction have much to
do with changes in the economy which in turn have a bearing on
the adequacy of regulations. Conversely, the regulatory
environment influences not only on how fast credit can expand
but also how far. Clearly, there is a two~-way connection
between credit and regulation, but it is far from clear to me
at present what pattern, if any, the interaction follows.

This is the main source of my confusion.

I have identified a credit cycle that follows a boom/bust
pattern; a regulatory cycle that is more wavelike, and an
interplay between the two whose battern is unclear. There
are, of course, many secular developments involved as well,
some of which relate to credit, some to regulations, and some

to both. I have mentioned that central banks tend to get
. ¢ .
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stronger after each corisis: that is a secular development that
renders each cycle uniqua. In the Great Depression both the
banking system and the international trading system collapsed,
making the contraction of credit and economic activity much
more sevare than it would have been otherwise. We can be
certain that every effort will be made to avoid a similar
collapse in this cycle. I did not mention the information
revolution which is creating a more flexible and volatile
financial system nor the increasing integration of thg world
econony. These and other influences conspire to préduce a
unique course of events which it is éasier to explain than to

predict.,

This is the theoretical framework I use. It does nét yield
any unconditional predictions because the future course of
events is always contingent on the participants' decisions.
It may be considered unsatisf:.actory on that account: but
perfect understanding is not vouchsafed to me any more than to

other market participants.

Using this framework, the entire post-war period may be
considered as a period of credit expansion. The expapsion
bécame unsustainable, "é"speéially in the field of international

lending, after the second oil shock and the banking system

13
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would have collapsed if the lenders of last resort had not
come to the rescue, Recognizing how difficult it would have
been to protect the banks, they made history by bailing out
the borrowers., I thought at the time that the turning point
in oredit expansion had been reached but I was wrong. Only
international lending to the heavily indebted countries came
to a stop, the overall expansion of bank credit continued

unabated.

"It was a measure of the seriousness of the international debt
problem that in spite of a substantial reverse flow of
resources from the heavily indebted countries, made possible
only by severe declines in economic activity, overall levels
of indebtedness have continued to rise. The problem continues
to fester and several countries are probably past the point of
no return; that is to say, they will never be able to improve
their debt ratios significantly. Arranging for an orderly
reduction of their debt burden - similar to bankruptcy
reorganization procedures in any civilized country - is a task

which has not yet been tackled.

The magnitude of the potential losses was so great that the

banks could not have taken them. Therefore they were

protected from having to do so. Instead, arrangements were

14
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made to lend to the heavily indebted countries, on a
collective basis, the amounts necessary to keep the 1loans
current. The loans stayed on the books; indeed, they rose by
the amounts newly lent on a collective baéis. The banks
sought to reduce their exposure to the less developed
countries. Since they could not do so in absolute terms, they
tried to achieve it relatively, by increasing the rest of
their business. Their aggressive expansion helped the
economy, both in this country and in other parts of the world;
but it increased the leverage in the balance sheets of the

banks even further.

The real impetus to economic recovery came from the budget
daficit. Fortuitously, it was already in place at the time
the international debt crisis broke but it was kept in check
by a highly réstictive monetary policy. When the monetary
brakes were taken off, the economy took off. The outcome was
a strange combination in which a strong economy, a strong
currency, a large budget deficit and a large trade deficit
mutually reinforced each other to produce non-inflationary

growth. What was a benign circle for the United States was a

- vicious circle for the debtor countries. High real interest

rates and low‘ commodity prices combined to render the debt

burden even harder to bear. Since the kingpin of the whole

15
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constellation was the rearmament policy of the United States,

it can be aptly described as Imperial Circle.

Neither the headlong expansion of bank credit nor the Imperial
Circle was sustainable indefinitely. The turning point in the
banking system came in 1984, with the twin crises of
Continental 1Illinois Bank and Financial Corp. of America.
Regulatory attitudes underwent a radical shitt; capital

requirements were raised and the examiners became much tougher

in the treatment of bad loans. Banks reacted by restricting .

their lending and expanding their service activities. The net
effect was to move liabilities off the balance sheets of the
banks. In response, the regulators have recently imposed
capital requirements on off-balance sheet items. All in all,
the current activities of the banks seem to be conducted on a
sound basis and it is only the remnants of past mistakes that

are causing difficulties.

The Imperial Circle was unsustainable, first, because the
trade deficit engendered by the strong dollar was bound to
have a negative effect on economic activity and second,
because the exponential growﬁh of théﬂbudqet deficit could not
be tolerated for ever. The turning point in the dollar came

in 1985; in the budget deficit in 1986. There was a danger
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that the Imperial Circle would be reversed and a declining
dollar would combine with a declining economy to create a
vicious circle; but the danger was averted by engineering an
orderly decline in the exchange rate and a coordinated

reduction in interest rates.

The outlook is now quite favorable, although more so for the
financial markets than for the economy. The economy has many
deflationary forces to contend with and it is to be hoped that
lower interest rates and the increased confidence that is
engendered by the booming stock and bond markets will be
sufficient to offset them. Much depends on when capital will
start moving from financial into real assets. That, in turn,
depends on relative rates of return, The volatility of
markets and the possibilities of leveraging favor financial

speculation over investment in real assets.

My review has been sketchy and incomplete. I have not dealt
with the problem of agricultural loans, the problems in real
estate, the price of oil, consumer credit and many other
issues. The picture that emerges is that the expansionary
phase of the credit cycle is behind us but, with the help of
the regulatory authorities, the turn did not come all together

but at different times in different sectors. As a
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consequence, a bust has been avoided. 1In the regulatory cycle
we have seen an almost complete sawing from excessive
qoyernment regulation to unrestrained competition. We are now
at a curious moment when the bias in favor of deregulation is
still strong but the need for government intervention in

specific areas is beginning to reassert itself.

Regulation of the banking industry has been tightened, the
freely floating exchange rate system has been abandoned; and
the need to coordinate economic policies has been recognized.
The hands-off attitude of the first Reagan administration has
keen quietly replaced by a more active management of the
economy . It is this subtle shift that makes me more

optimistic about the outlook than I have been since 1982,

Three main problem areas deserve your attention. One is the
legacy of past excesses; another is the prospect of new
excesses in the future; and the third is the need for a
stronger institutional framework for international

cooperation,
The international debt problem has been contained but it
continues to fester. In every cilvilized country, there are

legal procedures for tha orderly liquidation of excessive
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indebtedness. We have no such procedures for international
debt: they need to be developed. Mexico will soon offer us an

opportunity to do so.

There are many problems with domestic debt as well, The
precipitous decline in the price of oil is rapidly pushing a
number of banks over the brink: but the orderly liquidation of
insolvent institutions is now a well trodden road. Still, as
the number of institutions multiplies, a simmering problem
will gradually approach the boiling point.

Traditionally, the authorities prefer to arrange the
acquisition of failling institutions by larger, sounder ones.
Such forced mergers used to offer an easy way out when the
industry was tightly regulated, failures were few and far
between and the acquiring institutions were financially
strong. The failing bank had a valuable franchise that could
be auctioned off to the highest bidder without endangering the’
structure of the industry. But as the processs of credit
expansion and deregulation progressed, the procedure of
"merging out" insolvent units became both more frequent and
less satisfactory. The franchises became less valuable and

the acquiring institutions less able to withstand a dilution

- of their financial strength. A concentrated industry is
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seemingly stronger. For instance, the clearing banks of
England have never had any difficulty in attracting deposits
although Midland Bank, for one, was in worse shape than any of
the surviving banks in the United States. But increasing
concentration increases the danger of catastrophic losses.
What would happen to England if the clearing banks were unable
to collect interest on their 1loans to less developed

countries? Closer to home, Bank of America was encouraged toélu
acquire First of Seattle; but who is going to acquire Bank of
America if the need arises? We have already had the first
instance, that of Continental Illinois Bank, where no buyer
could be found. We may yet arrive at a point where several of
our largest banks end up as public property. It has happened

in other countries.

Looking ahead, I see the risk of excessive credit expansion
shifting from the banking system to the financial markets.
Bank regulation has been tightened, but the idea that credit
needs to be controlled remains anathema to believers in the
"magic of the market place". Even as the Federal Reserve
system contemplates the feasibility of reducing or eliminating
margin requirements on stock purchases ~ currently standing at
50% - index futures are traded with a margin of 6% or even

less and futures trading has grown to such an extent that it
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has become the tail that wags the dog. For a variety of
reasons, some of which I mentioned here, we are in the midst
of what I consider "the bull market of a lifetime". 1If we do
not control the credit involved, it may well end up in a
crash, just as it did in 1929, We are very far from that
point, but it is worth thinking about it.

Historically, the institution of central banking has evolved
in responss to crises, We have recently passed through a
series of financial crises which have been successfully
contained. There is therefore no pressure to strengthen the
institutional framework. That i{s a pity. The world economy
is much more interdependent and in particular, capital moves
much more freely and rapidly than ever before. I believe we
are badly in need of an international central bank of some
kind, The regulators have made many mistakes in the last 15
years, the worst of which was to allow commercial banks to go
on a competitive lending spree to less developed countries.
They have a valid excuse: competitive pressures prevent them
from excercising adequate control over international capital
flows. An international central bank would be able to control
international credit and - given the imperfect understanding

of participants - credit needs to be controlled.
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Mr. TavziN. Thank you, Mr. Soros.

Mr. Segal, you mentioned your hope in the Gramm-Rudman-Hol-
lings effort going on, and I should mention you are one of the few
that still mentions Senator Hollin&s. He said that his' name was
the first thing cut under Gramm-Rudman. The Supreme Court is
now debating the legality of Gramm-Rudman,. There is some real

.concern that there has not been, as the Washington Post reported,
. any real significant change in budgeting on the Hill.

o you still maintain any real degree of hope that the budget
deficit will be under any degree of control in the near term?

Mr. SeaaL. Well, I have some hope, whether it is from the
Gramm-Rudman-Hollings mechanism or just a heightened sense of
responsibility in the Congress, that a tighter lid will be maintained
on Federal spending.

Mr. TauziN. The point you make at the conclusion of your writ-
ten remarks caused me some consternation. You mention that the
action by Congress on regulation, pressuring the extension of regu-

lations, so-called junk bonds, was not necessarily a good idea.

We held extensive hearings with reference to the hostile takeov-
er situation and the impact it had upon the ability, particularly of
companies in the oil exploration industries where a lot of hostile
takeovers were occurring, their ability to finance new exploration
development and also their ability to hold reserves. The hostile
takeovers created pressure to satisfy stockholders’ interest in re-
turns on equity. We found that it lowered the horizons by which oil -
companies plan their futures, that the tendency to hold reserves
was weakened, that the amount of money set aside in those large
oil companies for their exploration budgets were declining.

We have seen the effect now in the oil markets. Yet you say
there has been no evidence to support the view that indeed there
was overleveraging of the corporations’ debt and as a consequence
we should not have intervened or suggested intervention in the so-
called junk bond issue.

How do you say there is no evidence when we have seen so much
dramatic change in the ability of particularly the oil sector to fi-
nance its operations and its lonf—term horizons?

Mr. SEgAL. Mr. Chairman, if you look at the whole corporate
sector, whether in the flow of funds numbers that are in Mr.
O’Leary’s papers or in Chairman Volcker’s testimony this morning,
you will. actualgy find that the corporate sector as a whole bor-
rowed less in 1985 than it did in 1984,

If I may, sir, I would like to turn to the oil industry in particular,
which I know is something your constituents are profoundly affect-
ed by, and to make some comments there.

I think there really was a conflict there between shareholders
and the managements of oil companies. If you take the case of Gulf
before the takeover, they had a policy of plowing back all of their
surplus, what I like to call the free cash-flow, that is funds over and
above dividends and whatever else they are going to invest in, and
theg' were putting it back into oil.

It turns out that in view of what was happening in the market,
that there was a negative discounted present value of those oil re-
serves. It seems to me this is not something that shareholders, out-
side shareholders, who weren’t on the corporate payroll but were
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looking for decent rates of return, simpl could not stand still for
that and it was for that reason that Gulf became a target for the
takeover.

I don’t really think it is a case of a bunch of wicked raiders out
there that are making this happen. I think there is enormous pres-
:iure for higher rates of return from investments in U.S. corpora-

ons.

_Mr. Tauzin. Don’t you agree that U.S. Government policy par-
ticularly in the manner we treat takeovers in the Tax Code, the
ability by which takeovers are financed, partially through the Tax

Code, encourage that situation, one acerbated the conflict between

shareholders and managers and led to some of the conditions by
which—indeed, many of the companies are incapable now of ex-

panding their exploratory budgets and expanding their additions to-

reserves, which are pretty important to the country.

~ Mr. SEGAL. I have never thought that the corporate income tax
made any sense at all. It does encourage retained earnings which

are often unwisely used. I think perhaps the Tax Code in other

ways made some of the buﬁuts or takeovers more attractive than

they would have otherwise been. “

But, I don’t think it is a decisive factor. I think we have a real
problem as far as getting the corporate sector more efficient and
raising the returns on investment. There are about a trillion and a
half of private pension funds. Those pension fund managers, be-
cause our pension system is largely a benefit specific one, are
really under great pressure.

Last week there was a feature article in the Wall Street Journal
on Kohlberg Kravis, Roberts, the princes of the leveraged buyouts,
and when you go down into that story, you see who their partners
are. The partnerships have a minimum price of $20 million,
and they include the pension funds of the State of Oregon and the
Stgte of Wisconsin. There is a lot of pressure to get higher rates of
return. :

What I am txging to argue and what I argued in the testimony I
submitted for the record is that I don’t think that we should look
at this corporate reorganization, this whole movement, as a battle

between the good fellows and the bad ones. The raiders aren’t -

- angels, but heaven knows, neither are the incumbent corporate
managers, some of whom have been-there for an awfully leng time.
They realiy get very lazy.

Mr. TavziN. I can’t disagree with that. My ontl_y point is that the
Federal Goveritment’s role is making junk bond financing a profita-
ble venture because of the tax consequences of deducting interest
and debt. Additionally it has helped the debt financing but it has
exacerbated the movement toward hostile takeovers. The move
toward hostile takeovers has not always been in the best interests of
either the corporate community or the national goals of energy

‘ ‘developsment, for example. .

Mr. SEGAL. If that were true, it might have been better to have

worked on the Tax Code rather than apply regulations. What you -

_are really doing in applying Reg G is raising the cost of hostile
‘takeovers. By the same token, there would be an absolute cry of
-outrage if Congress arbitrarily said they were going to raise the
cost of every race for political office. |

[ L
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Mr. Tavzin. I understand.

Mr. SeGAL. In both cases, we are talking about governments.

Mr. TAuziN. Mr. Soros, an interesting analysis. I have to tell you
that I have been intrigued by your theories and your analyses, par-
ticularly the view that the stock market and the real economy are
indeed at some odds today. There are many people who look at the
gresent economy and say there are really two out there. One, a

ooming, bustling retail and service economy and the second, a
very depressed manufacturing and mining economy. That is not re-
ﬂetcted in the stock market nor in the financial markets apparently
yet.

Is that correct? Can you explain the reason why you don’t see it
reflected in those markets?

Mr. Soros. It is reflected because the relative valuation of let's
say a booming financial service company is much higher than that
of a manufacturing or mining company. The market does reflect
relative values.

The point I was trying to make is that the markets are not just
reflecting conditions but are also active ingredients in making
things happen. -

Mr. TauziN. You also make that point as opposed to the bank-
ing industry, which is heavily regulated, whether correctly or
incorrectly, and into which the Federal aﬁe'ncies can heavily inter-
vene. You credit some intervention at the right time in 1982 as
39ng successful in preventing serious problems in the banking in-

ustry. :

You make the point that the financial markets themselves out-
side of the banking industry are not so heavily regulated and are
more volatile and are becoming more volatile—I am trying to find
your words—more——

Mr. Soros. Leveraged.

Mr. Tauzin, Leveraged, I suppose, is the best word. What do vou
suggest? Should we as the Congress insist on more supervision by
appropriate Federal agencies into those markets? What other sug-
gestion do you have for us?

Mr. Soros. I do think that merging regulation should be main-
tained and supervision should be maintained. :

Mr. TauziN. Is there something we are not doing that we should be
doing, particularly with the red flag you are kind of waving at us?

Mr. Soros. I think it is very early at the moment. I don’t see any
serious excesses in the financial markets yet. I think they are
going to develop if things go in the way I foresee. I think it would
be axl)propriate to look at the situation. and to consider what kind of
re%u ations are necessary.

... I think Chairman Volcker really endorsed that in his testimony
this morning. He said there are all these new instruments that are
being invented and mag'be even their inventors don’t quite know
how they function and regulators are always one step behind.
Indeed, they are. I think it would be appropriate to consider that.

Leverage takes many forms. Certainly we are now already in a
situation where the index futures have become a powerful influ- .
ence in the stock market. You have occasions when let's say the -

i
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expiration of a certain index future maturity moves the stock
market quite a few percent in a matter of minutes.

This has the potential of eventually making movements more
volatile than they would be otherwise.

Mr. Tauzin. Without putting you in the spot of suggesting things
we might want to consider, I would very much appreciate it, and I
think the committee would, if you would give it some thought, per-

haps consider supplementing your written statement, with some

ideas that we ought to be thinking about and talking about now in
view of the prospects of some of the danger signs that we can spot

ay.

“The only thing we have done that I can recall is that we
have legislated in the area of some of those new instruments which
border on gambling. Indeed, the stock market itself is a gamble.
Those instruments have become more and more akin to the prohib-
itive forms of gambling in the States and the Nation. That's the

~ only area we have really touched so far and to any large degree.

I wonder if you 'mi%ht consider supplementing it with some ideas
on how we might avoid what you consider could be some dangerous
gituations in that marketplace.

Mr. Soros. I will certainly give it some thought.

I could mention one instance where I was personally involved.
And this involves trading in commodities where we have a broker-
age firm called Volume Investors that went broke. And I discov-
ered, to my amazement, even though I am su%posed to be a sophis-
ticated investor, that my funds were at risk. You see, I was under
the impression that funds are segregated and, you know, if the
broker goes bust there is no problem. Apparently, in the commod-
ities market, that is not the case. That is something that you may
want to look into.

Mr. Tavzin. Interesting. We are being called to the floor. 1 think
that means we have a little quorum call and a vote behind it.

Let me thank you both for your contributions and apologize for
the absence of more members. But your testimony is a part of the

“record and helps us form the basis upon which we hopefully make
some serious and wise decisions in the future. Thank you very
much, gentlemen.

The hearing is, I believe, adjourned.

l[':i&;hde]reupon', at 12:35 p.m., the subcommittee meeting was con-
cluded.

' 61-918 (172)





