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I am delighted to have this opportunity to share with you my 
thoughts on evolving financial, regulatory, and monetary trends in the 
United States, and comment briefly on their implications for Latin 
American and Caribbean countries. My remarks today will focus on 
developments that illustrate the important interaction between U.S. 
regulatory and monetary policy and changing patterns of financial 
intermediation. Before turning to a detailed discussion of these 
issues, I would like to begin with a broad overview of the key events 
and trends of recent years.

Perhaps more than any other single factor, increased 
competition has been the driving force behind the most important 
changes in the U.S. financial system of the past decade. Indeed, even 
the remarkable cycle of debt and credit during the 1980s can be viewed 
as an outgrowth of heightened competition in the U.S. financial 
system. Historically, technological and regulatory factors tended to 
shelter depository institutions from competition by nonbank financial 
intermediaries. In recent decades, however, barriers to entry in 
traditional banking markets gradually began to yield, and nonbank 
intermediaries increasingly became important players in the provision 
of financial services. For businesses and households, greater 
competition has implied more diverse and better financial choices.
New financial instruments have afforded larger corporations much 
greater direct access to domestic and global capital markets. 
Similarly, households have been able to tap new sources of credit and 
to invest more readily in a growing array of financial assets. 
Inevitably, intermediaries have been forced to adapt and evolve in 
this new competitive environment. Depositories have been hampered in 
this process by a rigid regulatory structure and a relative lack of 
experience in operating in competitive markets. In recent years,



banks and thrifts have begun to surmount these obtacles with 
fundamental changes in organizational structure, numerous product 
offerings, and a marked industry consolidation in a drive for greater 
efficiency.

For many years, commercial banks and thrifts had few 
significant rivals as providers of business and household credit. 
However, as businesses gained more direct access to funding in the 
1980s, depositories began losing some of their most profitable and 
creditworthy customers. In the 1980s, sectoral and macroeconomic 
shocks created severe deterioration in asset values for sizable 
segments of the bank and thrift industry. Hoping that stronger 
economic growth would alleviate these difficulties, federal regulators 
at first adopted a policy of forbearance toward troubled banks and 
thrifts. Subsequently, however, legislative measures were initiated 
to confront these industry problems, and hundreds of banks and thrifts 
were eventually closed at great cost to taxpayers. The two principal 
pieces of legislation--the Financial Institutions Reform, Recovery and 
Enforcement Act (FIRREA) of 1989 and the Federal Deposit Insurance 
Corporation Improvement Act (FDICIA) in 1991--included numerous 
provisions designed to enhance the authority of supervisors and to 
provide incentives for depositories to operate with stronger capital 
bases.

To an unprecedented extent, recent banking industry and 
regulatory developments have impinged upon historical relationships 
that are central to the implementation of monetary policy. Beginning 
with the 1990-1991 recession and continuing even now, banks have 
appeared quite reluctant to lend despite very significant declines in 
their funding costs. This development--often referred to as the 
"credit crunch"--has imparted considerable restraint to economic



activity. Household and business efforts to restructure their balance 
sheets and reduce debt service burdens have also created a significant 
impediment to economic growth over this period. These supply and 
demand forces have, at least temporarily, disrupted longstanding 
relationships among money, income, and short-term interest rates.
For example, the growth of broad monetary aggregates has failed to 
keep pace with spending growth despite lower short-term interest 
rates, and the reliability of money growth in signalling the future 
course of the economy has deteriorated. These phenomena appear to be 
due importantly to various features of the evolving financial 
structure. In light of these developments, the Federal Reserve has 
placed less emphasis on the shorter-run behavior of the monetary 
aggregates and has monitored credit conditions carefully in conducting 
monetary policy. This experience has underscored the importance for 
monetary policy of remaining alert and adaptable to the changing 
behavior of financial and monetary indicators of future economic 
developments.

Later, I will discuss the stresses evident in the U.S. 
financial sector in great detail. However, it should be noted that 
for all its trials in the last decade, a stronger, more competitive 
banking industry has emerged. Bank profitability has improved 
dramatically; indeed, the return on assets registered by U.S. banks in 
1992 was the highest in decades and compared very favorably with those 
of banks in other industrialized countries. Many U.S. banks have 
replenished their capital bases by issuing new equity shares and 
subordinated debt, and the vast majority of banks now hold capital in 
excess of regulatory minimums. On balance, a leaner, more efficient 
industry structure combined with improved profitability and capital



positions should contribute to solid banking industry performance and 
improved credit flows in the years ahead.

I would now like.to present a more detailed discussion of the 
broad themes outlined above. The discussion is organized as follows. 
Section I describes the long-term trends that have increased the 
importance of nonbank intermediaries at the expense of depositories. 
Section II discusses the deregulation of depositories and the 
unfortunate consequences that followed partly as a result of 
inadequate supervision. The regulatory responses to the financial 
difficulties of depositories in the 1980s are also examined, with a 
focus on the renewed emphasis on adequate capital. Section III 
discusses the period of credit restraint during the 1990-1991 
recession and the recovery, and the debate over the extent to which 
new capital standards contributed to the financial distress. Section 
IV discusses the complications and challenges for'monetary policy 
during and after the recession. Section V concludes with à discussion 
of the parallels and contrasts between recent U.S. experiences and 
those of some Latin American and Caribbean countries, and some 
observations on their implications.
I. The Changing Patterns of Financial Intermediation

A dominant trend in the pattern of financial intermediation 
over the past few decades, and one that accelerated during the 1980s, 
has been the growing importance of nonbank intermediaries and by 
corollary the relative decline of the importance of the depository 
sector. During the nineteenth and through the mid-twentieth 
centuries, depository institutions were at the center of the U.S. 
financial system. Commercial banks and thrifts served as the primary 
conduit for credit flows and enjoyed a near monopoly in the provision 
of transaction services.



Despite its prominent role, the banking industry suffered 
from certain structural weaknesses. Most states adopted protectionist 
regulations that forbid out-of-state banks from establishing branches. 
Moreover, many states limited the extent of intrastate branching for 
their own resident banks as well. These and other legal restrictions 
resulted in a banking industry structure that included thousands of 
small institutions. Lack of geographic diversification left many 
small banks exposed to adverse regional economic shocks. The Banking 
Act of 1933 imposed additional constraints on diversification by 
rigidly defining the business functions of commercial banks, thrifts, 
and investment firms.

By the 1960s, financial markets had begun to evolve in ways 
to circumvent the legal restrictions on depositories, and credit flows 
increasingly were channelled through nonbank intermediaries and 
markets. As U.S. capital markets deepened, many larger corporations 
acquired direct access to funds in the commercial paper and bond 
markets. Investment firms, pension funds, mutual funds, and other 
nonbank intermediaries became important purchasers and distributors of 
these securities. By contrast, banks were largely prohibited from 
engaging in this business. Other nonbank intermediaries such as 
finance and insurance companies began making inroads into banks’ 
traditional loan markets.

In the 1970s, technological innovations allowed money market 
funds and securities firms J o market products that offered limited 
transaction services and attractive returns to individuals, who 
formerly were limited primarily to bank investments. The effects of 
these innovations were reinforced by changes in tax laws that strongly 
encouraged the growth of pension plans as a primary long-term savings 
vehicle for households at the expense of bank deposits. Depositories



were hindered in their ability to compete with other financial service 
providers by more extensive regulation, reserve requirements, and a 
relative lack of experience and flexibility in operating in a 
competitive environment. In short, nonbank intermediaries subject to 
fewer regulatory constraints increasingly encroached upon markets that 
only a few decades earlier had been the principal domain of banks and 
thrifts. In mid-1970s, for example, total depository credit 
represented about 55 percent of all domestic nonfinancial debt. By 
the first quarter of 1993, the depository credit share of domestic 
nonfinancial debt had fallen to just over 36 percent.

In part to halt the deterioration in the competitive 
position of banks and thrifts, Congress passed the Depository 
Institutions Deregulation and Monetary Control Act (DIDMCA) of 1980. 
This legislation allowed thrifts to invest in a wider range of assets, 
including commercial real estate, and phased out ceilings on deposit 
interest rates. In addition, federal deposit insurance was increased 
from $40,000 to $100,000 per account. Nonetheless, competitive forces 
intensified in the 1980s, and despite the move toward bank 
deregulation, depository profit margins continued to narrow. Partly 
in response, interstate banking via bank holding company ownership 
spread dramatically in an industry-wide move toward consolidation. 
Large regional banks acquired hundreds of smaller banks in an effort 
to achieve economies of scale. As described in detail later, 
consolidation was achieved both through voluntary mergers and also 
through acquisition of failed banks.

A second major trend in financial intermediation over the 
last decade was the dramatic rise and then recent decline in the 
popularity of debt finance in both the business and household sectors. 
Like depositories, major U.S. corporations faced greater competition



during the 1980s from both rival foreign firms and domestic companies. 
Pressures to cut costs and boost profits led many firms to divest 
themselves of assets that were not directly related to their core 
business and to increase debt leverage as a means of improving returns 
on equity. Increased reliance on debt was evident in the commercial 
real estate industry and other business sectors as well. Households 
too participated in the debt boom; mortgage and consumer credit 
expanded rapidly in the 1980s. As discussed in later sections, 
sluggish economic growth at the end of the decade and a downturn in 
asset prices left business and household balance sheets strained by 
debt service burdens. Partly as a result, credit demands weakened 
dramatically, especially at depository institutions, as borrowers 
moved to reduce their level of debt relative to income.
II. The Evolving Regulatory Environment

The adverse effects of balance-sheet strains in the 
nonfinancial sector have been magnified by difficulties in our 
financial industry over the past decade or so. These problems have 
been particularly evident in the savings and loan (S&L) industry.

Since their inception in the nineteenth century, S&Ls have 
been prone to financial distress, in part stemming from their unique 
balance sheet structure. Traditionally, S&Ls were providers of long
term fixed-rate mortgage credit to households, and financed their 
mortgage portfolios with short-term deposits. This maturity mismatch 
between assets and liabilities exposed S&Ls to a significant degree of 
interest rate and liquidity risk. Liquidity risks were very apparent 
during the Great Depression when many S&Ls and their depositors 
suffered significant losses.

A number of measures were implemented in the midst of the 
Depression to address the structural defects of the thrift industry.



Congress created an independent funding source for the S&L industry in 
1932 by establishing the Federal Home Loan Bank System (FHLB System). 
In 1934, Congress established the Federal Savings and Loan Insurance 
Corporation (FSLIC) to provide federal deposit insurance for S&Ls. 
These actions minimized the liquidity risk of potential deposit 
withdrawals. However, the structure of the industry remained 
essentially unchanged for nearly a half-century. Interest rate risk 
remained an especially significant factor for the S&L industry.

The extent of S&L interest-rate risk exposure became apparent 
during the high inflation and interest rates of the late 1970s and 
early 1980s. The market value of fixed-rate mortgage loans that S&Ls 
had extended years earlier declined precipitously. While the yields 
on mortgage assets were fixed, the cost of funding these assets 
responded to the rise in market rates. By the early 1980s, many 
observers noted that, for the S&L industry as a whole, the market 
value of assets fell far below the level of liabilities. That is, a 
great many S&Ls were insolvent on a market value basis, and a growing 
number were insolvent even by generous book value accounting 
standards.

Nevertheless, troubled S&Ls were allowed to continue 
operating on the hope that future economic growth would restore their 
profitability. A number of regulatory developments in the early 1980s 
aimed to bolster S&L industry profits by significantly broadening the 
market activities in which S&Ls could engage. For example, access to 
insured brokered deposit funding was expanded, and S&Ls were allowed 
to invest in junk bonds and other risky investments.

In retrospect, it appears these expanded powers, together 
with federal deposit insurance, may have created perverse incentives 
for many troubled S&Ls. Many have argued that with nothing to lose,



S&Ls on the verge of failure effectively "gambled for resurrection" by 
investing in risky assets that, in turn, were financed by federally 
insured deposits. Unfortunately, not many of these gambles paid off, 
as a series of sectoral and macroeconomic shocks severely depressed 
the value of many of the risky investments made by S&Ls.

Perhaps most prominent among these shocks was the collapse of 
the commercial real estate market. Historically, the commercial real 
estate industry has undergone numerous boom and bust cycles. Changes 
in the tax law during the 1980s likely magnified the amplitude of the 
most recent cycle. Many S&Ls were heavily exposed to this industry 
either as direct lenders or indirectly as investors in junk bonds.
The losses on commercial real estate and other investments by weak 
S&Ls translated into a huge obligation of the Federal government as a 
result of the federal deposit insurance guarantee. Just since 1989, 
the RTC has resolved over 600 thrifts at a cost of $87 billion, 
and billions more in resolution costs were incurred in closing 
troubled thrifts before 1989. It is important to note that, despite 
the upheaval in the thrift industry, the availability of mortgage 
credit was never seriously impaired. The tremendous growth in 
mortgage securitization was undoubtedly important in preserving the 
flow of credit to mortgage markets.

Commercial banks fared somewhat better than the S&L industry 
during the 1980s but they too suffered some severe problems. In the 
early to mid-1980s, a steep drop in farm land values combined with 
stiff competition from foreign suppliers and slack world demand for 
agricultural products created a debt crisis for the U.S. farm economy. 
Many agricultural banks and the federally sponsored Farm Credit System 
accrued substantial losses on farm loans during this period.
Similarly, many U.S. banks that had been active international lenders
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in developing countries experienced losses stemming from the 
international debt crisis. Also, the sharp decline in world oil 
prices in the mid-1980s depressed incomes and asset values in the oil- 
producing states of the Southwest. Scores of banks in Texas and 
Oklahoma were eventually closed as a result. On top of these adverse 
shocks, banks found their profit margins continuing to narrow in 
response to intensifying competition from money market mutual funds, 
insurance companies, finance companies, and other nonbank 
intermediaries.

Just as for thrifts, the combination of macroeconomic and 
regional shocks, together with competitive forces, resulted in 
numerous commercial bank closings. The number of bank failures soared 
in the late 1980s and early 1990s, and the FDIC insurance fund was 
significantly depleted. To forestall potential panics and lawsuits, 
and to preserve the franchise value of failed banks, the FDIC in most 
instances arranged for failed banks to be acquired by other 
institutions in a way that protected all creditors of the failed 
institution, not just the insured depositors. This policy of 
protecting all bank creditors against loss was often called "too big 
to fail" even when it was applied to rather small institutions. Many 
analysts observed that this policy likely exacerbated the so-called 
"moral hazard" problem by effectively extending the federal deposit 
insurance guarantee to all creditors of the bank. Also, just as with 
S&Ls, federal and state regulators were at first slow to close banks 
in weak condition, thus allowing operating losses to accumulate, and 
ultimately creating a larger taxpayer liability.

Responding to the plight of the bank and thrift industry and 
the mounting costs of depository failures, Congress passed the 
Financial Institutions Reform, Recovery, and Enforcement Act (FIRREA)
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of 1989 and the Federal Deposit Insurance Corporation Improvement Act 
(FDICIA) of 1991. FIRREA principally addressed the problems of the 
thrift industry. The Federal Home Loan Bank Board (FHLBB) was 
dissolved and regulatory oversight of S&Ls was vested with the newly 
created Office of Thrift Supervision (OTS) under the Department of 
the Treasury. The Resolution Trust Company (RTC) was formed to manage 
the massive job of liquidating the assets of failed thrifts. The 
FSLIC was dissolved and a new deposit insurance fund--the Savings 
Association Insurance Fund (SAIF)--was established for the thrift 
industry under the supervision of the FDIC. In addition to these 
changes, FIRREA raised minimum regulatory capital requirements and 
restricted the market activities of troubled thrifts.

Two years later, Congress addressed a wider range of issues 
applying to banks and thrifts alike with passage of FDICIA. The 
principal provisions of this legislation were intended to expedite the 
closure of troubled institutions and to create incentives for banks 
and thrifts to operate with larger capital cushions. FDICIA created a 
framework of five capital categories: well capitalized, adequately 
capitalized, undercapitalized, significantly undercapitalized, and 
critically undercapitalized.1 As institutions fall further down 
this list of capital categories, they are subjected to increasing 
supervisory pressure. In the case of critically undercapitalized

1. The minimum capital requirements for each category were defined 
by the federal regulatory agencies as follows: (i) well capitalized -- 
6 percent and 10 percent Tier 1 and Tier 2 risked-based capital 
respectively and 5 percent leverage ratio: (ii) adequately capitalized 
--4 percent and 8 percent Tier 1 and Tier 2 risk-based capital, and 4 
percent leverage ratio; (iii) undercapitalized -- fails to meet any of 
minimum criteria for adequately capitalized or receives the lowest 
possible supervisory examination rating; (iv) significantly 
undercapitalized -- falls below either 3 percent Tier 1 risk based 
capital ratio or 6 percent Tier 2 risk-based capital ratio or 3 
percent leverage ratio; (v) critically undercapitalized -- 2 percent 
leverage ratio and below.
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institutions, the FDIC must close the institution within 90 days, and 
can do so without the concurrence of the institution’s primary 
regulator. Also under FDICIA, only well-capitalized institutions are 
allowed access to brokered deposits and certain types of investment 
activities. There are potential limitations on access to the Federal 
Reserve discount window for undercapitalized and critically 
undercapitalized institutions. In addition, FDICIA imposes a number 
of asset growth and investment restrictions on banks as their capital 
falls further below required levels. FDICIA also required the FDIC to 
establish a risk-based deposit insurance premium schedule in which 
poorly capitalized or unhealthy institutions pay a higher premium for 
deposit insurance. The risk-based premium schedule became effective 
early this year. In addition, FDICIA required the Federal Reserve to 
establish guidelines governing allowable interbank exposure to 
undercapitalized institutions and to set out operational parameters 
for banks in a variety of other areas.

In summary, the legislative and regulatory responses to the 
recent problems of depositories have sought to minimize future 
taxpayer liability by encouraging banks and thrifts to operate with a 
stronger capital base, and by requiring prompt closure of institutions 
that become seriously capital deficient. The ramifications of these 
measures for deposit and loan markets are still unfolding. However, a 
number of observers have implicated more stringent capital 
requirements and regulatory oversight in contributing to the 1990-1991 
"credit crunch" and in restraining the growth of bank and thrift 
lending since then. The credit crunch debate and the associated 
monetary policy issues will be discussed in detail later.
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III. Recession. Financial Distress, and the Credit Crunch Debate
A confluence of several factors weakened the U.S. economy in 

the late 1980s and early in 1990. The list of factors most often 
cited includes the downsizing of the U.S. defense industry, a slower 
rate of household formation leading to a decline in housing demand, 
the collapse of the commercial real estate market and the softening in 
residential real estate prices, a deceleration in net export growth, 
and the debt service strains on business and household balance sheets 
that developed in the 1980s. In the face of these headwinds, economic 
growth had slowed considerably during the first two quarters of 1990. 
The sharp rise in oil prices following the Iraqi invasion of Kuwait 
and the ensuing plunge in business and consumer confidence tipped the 
economy into recession in the third quarter of 1990.

A number of analysts appended the list of factors causing the 
recession with yet another culprit--the credit crunch. Early in 1990, 
reports began circulating that banks were not only curtailing risky 
investments, but were also limiting relatively safe loans to 
creditworthy customers. Moreover, some depository institutions 
complained that federal bank supervisors were overreacting to the 
problems of S&Ls and weaker banks by applying much more stringent 
standards during examinations than in the past. In addition, many 
analysts suggested that the phase-in of the Basle risk-based capital 
standards (RBC) beginning in 1990 had exacerbated the credit crunch in 
two ways. Apparently, many banks with deteriorating asset quality 
feared their capital would fall below the new standards, and so 
curtailed their lending. In addition, the risk-based standards raised 
the effective capital cost of extending new loans, relative to other 
investment opportunities.
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Concerns over the credit crunch were amplified by the 
distress evident in other sectors of the financial system. The junk 
bond market, which had been at its zenith during the merger and 
acquisition frenzy in the 1980s, all but collapsed. Junk bond issues 
that did come to market during this period carried yields that 
exceeded those on comparable maturity Treasury securities by several 
hundred basis points. Even for investment-grade securities, quality 
spreads widened substantially. Large banks witnessed dramatic price 
declines on their subordinated debt and equity shares, thus raising 
the cost of capital and further reducing their willingness to lend.

The credit crunch at depositories further compounded the 
general financial distress at the time. Some businesses that had been 
priced out of the commercial paper and junk bond markets were not able 
to fall back readily on bank funding, while smaller firms that had 
typically relied exclusively on bank credit found it increasingly 
difficult to obtain. Evidence available from the Federal Reserve’s 
periodic surveys of bank lending officers and from other sources 
confirmed that many banks raised their lending standards and tightened 
the non-price terms of credit during this period, including collateral 
requirements and loan covenants. Banks’ reluctance to lend also 
appeared in their pricing behavior: costs of loan commitments rose and 
the spread between banks’ cost of funds and loan rates widened 
considerably, suggesting that banks were actively seeking to restrain 
their loan portfolios. The slow growth of bank credit and especially 
bank loans also seemed consistent with the credit crunch hypothesis. 
Business loans at domestic commercial banks turned down as did 
consumer loans. In contrast, banks began to invest heavily in 
securities, a trend that continues today.
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Although these developments are clear, an active debate has 
ensued over their proper interpretation. Some participants in the 
debate ascribe much of the weakness in bank lending to standard 
cyclical factors. This line of reasoning emphasizes that, as typical 
during during economic downturns, both households and businesses acted 
to pare their debt burdens and constrain spending. In addition, 
businesses shifted from short-term bank financing to longer-term 
securities issuance, hence the demand for bank loans stalled. On the 
supply side, banks ordinarily tighten lending standards in any 
recession to account for increased risks. On the other side of the 
debate, advocates of the unique characteristics of the credit crunch 
attach more weight to "special" supply factors such as the risk-based 
capital guidelines and overzealous bank examiners in constricting the 
flow of depository credit.

Not surprisingly, the effects of so many supply and demand 
factors are difficult to disentangle. However, especially in 1992 and 
1993, it has become increasingly difficult to make the case that risk- 
based capital guidelines have been a major factor encouraging bank 
investments in government securities at the expense of loans. First, 
the vast majority of banks hold capital well in excess of the RBC 
minimums, which suggests that most institutions are not compelled to 
invest principally in government securities. Furthermore, analyses by 
the Federal Reserve staff and others indicate that banks with the most 
favorable risk-based capital ratios have been the most aggressive 
purchasers of government securities. Finally, credit unions are not 
subject to the RBC standards but also have evidenced a marked shift 
into securities in recent years. Taken together, these facts suggest 
that depositories have tilted the composition of their asset
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portfolios toward securities because it has been profitable to do so, 
not because the RBC standards have required it.

Of course, as described above, the RBC standards are just one 
element of a broader regulatory focus on capital and financial 
condition, and the more extensive supervisory framework erected in 
recent years has added to the costs of bank lending. As a result, the 
debate over the role of supply factors in inducing a credit crunch 
continues and more analysis is required before a consensus can be 
reached.

The perception that depositories have unduly restricted 
access to credit, especially for small businesses, has led some 
observers to argue for at least a temporary easing of capital and 
supervisory standards. Unfortunately, many of these proposals 
bear an uncomfortable resemblance to the policy of regulatory 
forbearance followed in the 1980s that ultimately proved so costly. 
This clearly is not a desirable policy direction. Recently, however, 
the Federal regulatory agencies have jointly proposed changes that 
would reduce the administrative costs of applying for small business 
loans and other types of depository credit. These changes include 
efforts to reduce loan documentation requirements for healthy 
institutions, to encourage use of a borrower’s character and 
reputation as an important element in loan approval, to ease the 
requirements for appraisals of real estate collateral backing business 
loans, and to minimize the burden of examinations on depositories. 
These and other initiatives are intended to remove unnecessary and 
inefficient obstacles faced by borrowers in obtaining loans without 
sacrificing the incentives for sound banking practices created by 
recent regulatory reforms.
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IV. Complications and Challenges for Monetary Policy
Regardless of the root causes of the credit crunch, the 

period of financial distress in 1990-1991 and the tepid growth of 
depository credit since that time have complicated the formulation and 
implementation of monetary policy. Coincident with the onset of the 
recession, there were signs that M2 was departing significantly from 
its historical relationship with income and short-term interest rates, 
apparently reflecting the process of business and household balance 
sheet restructuring. The growth of M2 fell short of that predicted by 
standard money demand models, and the ratio of nominal GDP to M2--the 
velocity of M2--began trending upward despite declining short-term 
interest rates. Even after the economic recovery was well underway,
M2 growth remained quite sluggish and, indeed, so far in 1993, this 
aggregate has weakened further.

The atypical behavior of M2 in recent years can be viewed as 
part of a more general process of balance sheet repair and portfolio 
reallocation by businesses, households, and depositories. As the 
Federal Reserve eased money market conditions, short-term interest 
rates fell substantially. However, for some time, System easings 
elicited only a modest decline in long-term interest rates as 
investors remained wary of the potential for more rapid inflation and 
outsized federal budget deficits. Absent strong loan demand and given 
their interest in restraining balance sheet growth, banks did not seek 
deposits aggressively, and deposit rates fell quickly in response to 
lower short-term interest rates.

As the spread between long-term interest rates and deposit 
rates widened, households began shifting funds into longer-maturity 
nonmonetary assets. In fact, stock and bond mutual funds registered 
record inflows in 1991 and 1992. This trend clearly illustrated the
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heightened competition between banks and nonbank intermediaries 
discussed above. Mutual funds regularly ran full-page advertisements 
in major newspapers comparing their recent realized yields with rates 
offered on small time deposits. In fact, mutual funds were so 
successful in attracting balances from bank deposits that banks 
themselves began actively promoting their own brokerage services. At 
least in this way, banks could maintain customer relationships and 
earn fee income even as they were losing deposits.

Interest charges on consumer and mortgage credit also created 
incentives for households to economize on deposit balances. Loan 
rates remained elevated, reflecting banks’ reluctance to extend credit 
and, during the recession, a higher risk premium that accompanied an 
upturn in loan delinquencies and chargeoffs. The phaseout of the tax 
deductibility of consumer interest also contributed to the high cost 
of carrying debt. Facing the high relative cost of debt, many 
households elected to use existing deposit balances or divert income 
that otherwise would have been placed in deposits to pare debt 
burdens. These efforts, combined with heavy refinancings of existing 
obligations with new lower-cost debt, have been successful. After 
rising substantially during the debt boom of the 1980s, household debt 
service relative to disposable personal income reached a plateau in
1991, and declined steadily throughout 1992. This pattern has been 
echoed in very slow money growth.

Despite the sluggish growth of M2 and depository credit, 
monetary policy has played an important role in ending the 1990-1991 
recession and in fostering the recovery. The Federal Reserve’s policy 
of gradually easing money market conditions has led to substantially 
lower long- and short-term interest rates. Lower interest rates 
allowed many financially strapped businesses and households to
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refinance existing debt on more favorable terms as noted before, 
thereby freeing income for additional consumption and investment.
Lower interest rates also contributed to a marked pickup in equity 
prices, including bank stocks. The warmer market climate for bank 
equity encouraged many institutions to issue new shares, thus 
mitigating the capital pressures on depositories. In addition, the 
Federal Reserve cut reserve requirements twice over this period, once 
in December 1990 and again in April 1992. These actions helped to 
boost bank earnings and foster lending by reducing the reserve 
requirement "tax" on depository intermediation.

In taking steps to end the recession and secure a sustainable 
recovery, the Federal Reserve has proceeded in measured steps 
so as not to reignite inflation. Clearly, the lessons of the 
inflationary episode of the 1970s still remain fresh in the memories 
of market participants. Indeed, despite the favorable recent record 
on inflation, long-term investors are still wary of a potential 
resurgence of inflation that would ensue if monetary policy became 
overly stimulative. Moreover, the markets evidently feared that 
continued large federal budget deficits would eventually put upward 
pressure on interest rates. More recently, initiatives to 
substantially reduce budget deficits together with the Federal 
Reserve’s continuing commitment to price stability have prompted 
market participants to reassess the outlook for inflation and real 
interest rates; long-term interest rates have fallen markedly in the 
brief time since late 1992.

Recent experience clearly indicates that monetary policy must 
remain alert to changes in our financial system. Undoubtedly, major 
alterations in financial intermediation await us in the years ahead, 
and these changes will almost certainly carry implications for
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monetary policy indicators and behavioral relationships in the 
economy. In such a dynamic environment, monetary policy must be ready 
to adapt appropriately as the U.S. financial and economic structure 
continues to evolve.
V. Implications for Latin American and Caribbean Countries

The developments in the U.S. financial sector reviewed above 
suggest both parallels and differences with recent experiences of 
other countries in the Western Hemisphere. Many countries in Latin 
America and the Caribbean have been implementing dramatic financial- 
sector reforms in recent years. These reforms have liberalized 
interest rates, improved financial intermediation, and reduced public- 
sector intervention in the allocation of credit. At the same time, 
however, countries have found that financial deregulation can increase 
the need for prudential bank supervision. This parallels an important 
lesson that the United States has learned from the crisis in its 
savings and loan system. Another parallel is that many of the 
countries in the region have, like the United States, seen in recent 
years the rapid growth of non-bank sources of finance. The U.S. 
experience highlights the need f o r  governments throughout the 
hemisphere to be sufficiently flexible to allow their financial 
systems to adapt to changing domestic and foreign circumstances.

On the other hand, there are also noteworthy differences 
between the United States and a number of the other countries in the 
region with regard to developments in the financial sector. One 
important difference, as compared with the United States, has been the 
need in some countries of the region for the financial sector to 
adjust to an environment of lower inflation after periods of 
hyperinflation or chronic high inflation. An additional difference is 
that in the United States the banking industry is mature and seems
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likely to grow relatively slowly over the next decade, whereas in some 
other countries newly deregulated private banks are expanding rapidly.

A third difference is that the public sector has played a 
much larger role in financial intermediation in some countries of the 
region than in the United States. Policymakers in these countries 
have, in the past, believed that government participation in banking 
helped to stabilize the financial system and spur economic growth. In 
recent years, however, the leaders of an increasing number of these 
countries have concluded that interest rate controls, directed-credit 
programs, and public financial intermediaries are generally not very 
effective tools for promoting financial stability or economic 
development. The United States has, fortunately, avoided the 
extensive use of such policies. One of the drawbacks of directed 
credit programs and loan interest rate ceilings is that, in practice, 
their benefits tend to be conferred disproportionately on wealthy 
individuals and economically unsound projects. In addition, the 
credit subsidies and high rates of default that often characterize 
these programs drive up fiscal deficits, fuel inflation, and 
exacerbate social tensions. Restrictions on deposit interest rates 
often lead to negative real interest rates, which tend to lower 
financial savings and thereby limit the funding available for 
investment projects.

Now that the drawbacks of these policies have become more 
evident, countries in this hemisphere and elsewhere in the world are 
scaling back the role of government in the allocation of finance. 
Public financial institutions are being slimmed down, privatized, or 
closed. And private intermediaries are being freed from interest rate 
limits, onerous reserve requirements, and regulations directing credit 
to favored sectors.
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As governments eliminate unnecessary financial restrictions 
and shift increased responsibility for intermediation to the private 
sector, it is crucial that they also improve bank supervision. The 
savings and loan crisis in the United States illustrates the problems 
that can accompany deregulation in the absence of sufficient 
supervision. I am sure that many of you have also found, in your 
countries, that bank supervision needs to be strengthened to meet the 
new challenges presented by a liberalized financial environment. Bank 
supervisors in many developing countries have, in the past, focused on 
compliance with monetary policy regulations, foreign exchange 
controls, and credit allocation restrictions. Less attention appears 
to have been paid to prudential regulation of financial institutions. 
Regulatory laxity, often combined with belief by the public that the 
government would protect depositors in the event of a bank failure, 
can allow financial intermediaries experiencing difficulties to become 
progressively weaker. This process jeopardizes the financial system 
and increases the eventual cost of putting it back on a sound footing. 
The bottom line is that to promote stable and efficient financial 
intermediation, bank supervisors need to monitor more carefully the 
solvency of financial institutions and to intervene early when a bank 
gets into trouble.

Mexico is a good example of a country that has made 
substantial progress in financial-sector reform over the past five 
years. It has sharply reduced the share of directed credit in credit 
flows from the banking system, eliminated interest rate controls on 
commercial banks, and privatized publicly owned banks. It has also 
made considerable strides in improving prudential regulation of banks 
and other intermediaries, which has led to enhanced public confidence 
in the financial system.
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Mexico has certainly not been unique in embracing financial 
reform. Policymaking authorities, including central banks and finance 
ministries, in other nations of the Western Hemisphere have put in 
place similar measures, often with support from international 
financial institutions including the IMF, the World Bank, and the 
Inter-American Development Bank. Since 1988, for example, the World 
Bank has made loans specifically for financial-sector reform to 
Argentina, Bolivia, Chile, Ecuador, Jamaica, Mexico, Peru, and 
Venezuela. Other countries in the region, including our host country 
Costa Rica, received Structural Adjustment Loans that included support 
for financial reforms. The reform measures put in place to date 
already appear to be providing a stimulus to economic growth - - by 
improving domestic financial intermediation and by facilitating an 
increased flow of investment funds from external sources.

The reference to external finance brings me to the question 
of the implications for other countries in the region of the expansion 
of the international activities of non-bank financial intermediaries 
in the United States. This expansion has helped to make available a 
large increase in external finance in forms other than traditional 
bank lending. During the past two years, capital flows from the 
United States to Latin America through channels other than commercial 
banks have risen sharply. These flows have included: (1) investment 
in debt instruments issued domestically and internationally by the 
public and private sectors, (2) equity investment through local stock 
markets, and (3) direct foreign investment by U.S. firms, especially 
in sectors such as telecommunications where the United States is 
recognized as a world leader. A country that wants to gain maximum 
benefit from these sources of finance should pay careful attention to 
reforming domestic regulations that impede such capital flows,
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including restrictions on foreign investment. Also, it should use a 
mixture of types of finance with an eye to minimizing the risk 
associated with its portfolio of external obligations.

Let me now touch on one final topic of current interest to 
the Federal Reserve and to other central banks in the region. The 
strengthening of supervisory standards in the United States that I 
have discussed applies not only to domestic U.S. banks but also to 
foreign banks doing business in the United States. In response to 
problems experienced with some foreign banking institutions, the 
Foreign Bank Supervision Enhancement Act of 1991 mandates that in 
considering a request of a foreign bank to establish a U.S. office, 
U.S. regulators must take into account whether the bank is subject to 
comprehensive, consolidated supervision by home country authorities.
I would like to make clear that the goal of this legislation is to 
ensure the safety and soundness of the U.S. banking system, not to 
keep foreign banks out of the U.S. market. The United States welcomes 
foreign bank participation in our domestic markets, and financial 
markets are more open to foreign banks in the United States than in 
most other industrial countries. Indeed, at the end of 1992, there 
were 727 foreign banking offices operating in the United States from 
more than 65 countries.

In closing, I would like to note that the difficulties 
experienced by the United States and other countries in deregulating 
the financial sector should not be viewed as an argument in favor 
of turning back to a system of government financial controls and 
credit allocation. Policymakers must ensure that the "rules of the 
game" create the proper incentives for intermediaries to take account 
of the risk in their lending decisions. In particular, perverse moral 
hazard incentives created by explicit or implicit deposit insurance
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and other government guarantees must be contained by a strong system 
of prudential bank supervision. Once appropriate regulations are 
established, intermediaries must be allowed to compete aggressively. 
Competition among private intermediaries will direct scarce capital 
resources to their most productive ends. In this sense, a competitive 
financial sector is fundamental to sustained, long-term economic 
growth.


