FOR RE
EXPECTED AT 9:30 A.M« PST (EST 12:30 p.m.)

THE RoAD AHEAD

REMARKS BY
FREDERICK H. ScHuLTZ
Vice CHAIRMAN, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

BEFORE THE

UNITED STATES LEAGUE OF SAVINGS ASSOCIATIONS
SAN FrRANCIsco, CALIFORNIA
NovemBer 20, 1980

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



TWO WEEKS AGO, AN EARTHQUAKE SHOOK NORTHERN CALIFORNIA.
GEOLOGISTS TELL US THAT TWO GREAT SECTIONS OF THE EARTH'S CRUST
ARE PASSING ONE ANOTHER ALONG A LINE THAT RUNS THROUGH THE CITY
WHERE WE ARE MEETING TODAY. TITANIC FORCES LIE BENEATH THE
SAN ANDREAS FAULT, BUT As | LOoOK ABOUT SAN FRANCIsco, [ SEE A
THRIVING COMMERCIAL AND FINANCIAL CENTER. THIS CITY IS A
TESTAMENT TO THE INNOVATIVE SKILLS AND SPIRIT OF DETERMINATION
THAT ARE THE HALLMARKS OF OUR HISTORY. WE AT THE FEDERAL
RESERVE AND YOU IN THE SAVINGS AND LOAN INDUSTRY CAN TAKE A
LESSON FROM THIS, FOR WE WILL NEED SUCH SKILLS AND DETERMINATION
TO MEET THE POWERFUL FORCES OF CHANGE NOW MOVING THROUGH THE
FINANCIAL COMMUNITY.

WORKING TOGETHER, WE CAN BUILD A SOLID FUTURE FOR THE
HOUSING INDUSTRY AND THE MORTGAGE FINANCE THAT IS ITS LIFEBLOOD.
IN FACT, THE KEY TO OUR PROBLEMS MAY BE IN WORKING TOGETHER,
BUT IF SO, | AM AFRAID THAT WE ARE FALLING SHORT. THE FEDERAL
RESERVE AND THE SAVINGS AND LOAN INDUSTRY NEED BETTER COMMUNI-
CATION ABOUT OUR COMMON CONCERNS AND GOALS THAN WE HAVE ACHIEVED,
BEING AT LOGGERHEADS IN THE COURTS AND THE CONGRESS SERVES
NEITHER OURSELVES NOR THE COUNTRY, AND IT DOES NOT HELP US TO
COME TO GRIPS WITH THE FORCES OF CHANGE THAT WILL NOT BE TURNED
BACK. AN AGENDA OF ANTI-INFLATIONARY POLICIES AND CHANGES IN
THE COMPETITIVE ENVIRONMENT WITH BANKS MEAN A DIFFICULT TRANSITION
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PERIOD AHEAD FOR SAVINGS AND LOAN ASSOCIATIONS, BUT IT IS A
PASSAGE THAT MUST BE TRAVELED. [HE PROSPECTS OF ACCELERATING
INFLATION ARE TOO DESTRUCTIVE TO CONTEMPLATE, ESPECIALLY FOR
THRIFT INSTITUTIONS, AND ONLY A MORE COMPETITIVE THRIFT
INDUSTRY CAN OVERCOME THE CYCLES OF DISINTERMEDIATION AND
EARNINGS SQUEEZES THAT HAVE CHARACTERIZED THE LAST IS5 YEARS.

We oN THE BoARD AND THE PRESIDENTS OF THE RESERVE
BANKS ACROSS THE COUNTRY WOULD WELCOME MORE DISCUSSIONS WITH
YOU IN THE SAVINGS AND LOAN INDUSTRY. THE CHANNELS OF COMMUNI-
CATION BETWEEN US AND YOUR COUNTERPARTS AT MUTUAL SAVINGS BANKS
AND CREDIT UNIONS HAVE BEEN GOOD, BUT THESE, T0O, COULD BE
IMPROVED TO HELP THE BOARD IN DEALING WITH THE RANGE OF ISSUES
WHERE FEDERAL RESERVE POLICY TOUCHES THRIFT INSTITUTIONS.
PRESIDENT CORRIGAN AT THE MINNEAPOLIS FEDERAL RESERVE BANK HAS
INITIATED REGULAR MEETINGS WITH REPRESENTATIVES OF THE THRIFT
INDUSTRY IN HIS DISTRICT, AND SUCH AN APPROACH MIGHT BE USEFULLY
ADOPTED ELSEWHERE. AN ADVISORY GROUP OF THRIFT REPRESENTATIVES
To THE FEDERAL RESERVE BOARD WOULD BE A VEHICLE FOR IMPROVING
OUR COMMUNICATION. | AM WORKING ON SUCH A GROUP AND HOPE TO BE
ABLE TO ANNOUNCE SOMETHING SHORTLY. BUT HOWEVER FORMAL OR
INFORMAL OUR CONTACTS MAY BE, WE SHOULD, | BELIEVE, HAVE MORE
OF THEM.
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So | WELCOME THE OPPORTUNITY TO TALK WITH YOU TODAY,
IN THE SPIRIT OF AN OPEN DISCUSSION, [ WOULD LIKE TO TALK ABOUT
THREE CRITICAL ISSUES: THE CURRENT STANCE OF MONETARY POLICY,
THE WORK OF THE DIDC, AND THE APPLICATION OF RESERVE AND REPORT-
ING REQUIREMENTS TO THRIFT INSTITUTIONS. THIS IS AN AMBITIOUS
LIST OF TOPICS, AND IT IS UNLIKELY THAT WE WILL ALL AGREE ON
THEM WHEN I FINISH SPEAKING. MANY IN THE AUDIENCE HERE TODAY
NILL HAVE STRONGLY HELD VIEWS DIFFERENT FROM MINE, BUT [ LOOK
FORWARD TO OUR DEVELOPING A COMMON FRAMEWORK IN WHICH A DIALOGUE
CAN TAKE PLACE TO OUR MUTUAL BENEFIT.

IN RECENT YEARS, THROUGH A COMBINATION OF EXTERNAL
SHOCKS AND SOME OVERLY STIMULATIVE DOMESTIC POLICIES, INFLATION
HAS BECOME OUR MOST SERIOUS ECONOMIC PROBLEM. THE WORSENING OF
INFLATION DURING THE FIRST QUARTER OF THIS YEAR LED TO EXTRA-
ORDINARY MEASURES BY THE FEDERAL GOVERNMENT TO REIN IN THE
RAMPAGING ADVANCE IN PRICES. THE RESTRICTIVE POLICIES DID SLOW
GENERAL ECONOMIC ACTIVITY, AND THE INFLATION RATE HAS DECLINED
FROM THE HEIGHTENED LEVEL OF THE FIRST QUARTER. BuT LOOKING
AHEAD, IT APPEARS LIKELY THAT SIGNIFICANT REDUCTIONS FROM THE
CURRENT INFLATION RATE MAY TAKE YEARS. MEANWHILE, THE CRUEL TAX
OF INFLATION WILL OPPRESS THE POOR, THE ELDERLY, ALL THE WEAKEST
MEMBERS OF OUR SOCIETY.
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INFLATION HAS ALSO TAKEN ITS TOLL ON THE THRIFT
INDUSTRY., THE STRATEGY OF BORROWING SHORT AND LENDING LONG
THAT HAD SERVED THE THRIFT INDUSTRY SO WELL BEGAN TO BECOME
OBSOLETE IN THE MID-I960S WITH ACCELERATING INFLATION. THE
PERSISTENT RISE IN INFLATION WAS FOLLOWED BY RISING INTEREST
RATES THAT CAUSED SEVERE EARNINGS SQUEEZES AT THRIFT INSTI-
TUTIONS WITH LONG-TERM, FIXED-RATE MORTGAGES. AS MARKET
INTEREST RATES ROSE OVER EACH SUCCESSIVE BUSINESS CYCLE,
THRIFTS FACED LIQUIDITY PRESSURES, DISINTERMIDIATION, AND
SHARPLY FALLING EARNINGS. THE BUSINESS OF S&LS TO LEND SAVINGS
INTO LONG-TERM MORTGAGE MARKETS HAS MEANT THAT S&LS, AMONG ALL
FINANCIAL INTERMEDIARIES, WERE PARTICULARLY HARD HIT BY INFLA-
TION. FAILURE TO CONTAIN AND REDUCE INFLATION WILL MEAN CON-
TINUED LOW RATES OF SAVINGS AND SUBSTANTIAL INTEREST RATE RISK
FOR S&LS HOLDING AND MAKING FIXED-RATE MORTGAGES. REDUCING
INFLATION THROUGH MONETARY AND FISCAL POLICY, HOWEVER, IS NOT
EASY OR PAINLESS, BUT IT IS THE SINGLE MOST IMPORTANT THING
THAT CAN BE DONE TO HELP THE THRIFT INDUSTRY.

AGAINST THE BACKGROUND OF A SEVERE INFLATION THAT
STRAINED OUR FINANCIAL SYSTEM AND SAPPED THE STRENGTH OF THE
ECONOMY, THE FEDERAL RESERVE ADOPTED A NEW APPROACH TO THE
CONDUCT OF MONETARY POLICY JUST OVER A YEAR AGO. [HE OLD
APPROACH OF CONTROLLING MONEY GROWTH THROUGH MANAGEMENT OF
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INTEREST RATES HAD PROVED UNSATISFACTORY. THE RELATIONSHIPS
BETWEEN INTEREST RATES AND MONEY WERE CHANGING IN UNPREDICTABLE
WAYS AND, ON BALANCE, COULD NOT BE RELIED UPON IN OUR EFFORTS

TO KEEP MONEY GROWTH WHERE DESIRED. IN PRACTICE, MONETARY
POLICY DID NOT ALWAYS RESPOND PROMPTLY AND DECISIVELY TO CHANGES
IN FINANCIAL AND ECONOMIC CONDITIONS, WITH THE RISK OF A PRO-
CYCLICAL MONETARY POLICY WHICH CREATED INFLATIONARY INCREASES

IN THE MONEY SUPPLY WHEN INTEREST RATES WERE HELD STABLE.

DISSATISFIED WITH THE OLD APPROACH TO MONETARY POLICY,
THE FEDERAL RESERVE LOOKED FOR ALTERNATIVES THAT WOULD STRENGTHEN
THE SYSTEM'S CONTROL OVER THE GROWTH OF MONEY. THE ALTERNATIVES
WERE NOT EASY TO CHOOSE FROM BECAUSE ALL HAD DRAWBACKS. ON THE
ONE HAND, IT MIGHT BE POSSIBLE IN THEORY TO HAVE BOTH STABLE
INTEREST RATES AND THE DESIRED GROWTH OF MONEY BY MEANS OF COM-
PREHENSIVE CONTROLS OVER CREDIT GROWTH AND ITS DISTRIBUTION,
BuT SUCH DRACONIAN MEASURES WOULD STRIKE AT THE HEART OF THE
EFFICIENCY OF FREE CAPITAL MARKETS AND FUNDAMENTALLY ALTER THE
ROLE OF THE GOVERNMENT IN THE ECONOMY, SUCH CONTROLS WOULD
REQUIRE A HUGE BUREAUCRACY AND BE ENORMOUSLY CUMBERSOME TO
ADMINISTER, ON THE OTHER HAND, MORE STABLE PROVISION OF RESERVES
BY THE SYSTEM WOULD MEAN HEIGHTENED INTEREST RATE VOLATILITY;
IF THE SUPPLY OF RESERVES GREW AT A FIXED RATE, ANY CHANGES IN
MONEY DEMANDS WOULD BE PROMPTLY REFLECTED IN CHANGES IN INTEREST
RATES. SUCH INTEREST RATE MOVEMENTS MIGHT BE LARGE AND DESTA-
BILIZING IN THEMSELVES,
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THE DECISION WAS DIFFICULT, BUT IT WAS MADE IN FAVOR
OF CONTROLLING THE GROWTH OF MONEY WITH RESERVE TARGETS, SUBJECT
TO A LIMIT ON THE INTEREST RATE FLUCTUATIONS THAT WOULD BE
PERMITTED. THE NEW APPROACH IS DECIDEDLY MORE RESPONSIVE TG
CHANGES IN ECONOMIC AND FINANCIAL CONDITIONS, RUT IT IS NOT A
PURELY MECHANICAL POLICY. THE LOGIC OF THE NEW STRATEGY IS THAT
INTEREST RATES SHOULD MOVE TO COUNTER DEVIATIONS IN MONETARY
GROWTH FROM THE PATH CONSISTENT WITH A GRADUAL WINDING DOWN OF
INFLATION., How MUCH OR HOW FAST INTEREST RATES SHOULD RESFOND
TO UNDESIRED MONETARY GROWTH S STILL SUBJECT TO THE REVIEW OF
THE FEDERAL RESERVE'S OPEN MARKET COMMITTEE, AND THE EXPERIENCE
OF THE LAST YEAR HAS TAUGHT US THAT MONETARY GROWTH IS NOT AS
MANAGEABLE AS MANY HAD THOUGHT.

SINCE THE IMPLEMENTATION OF THE NEW POLICY LAST FALL,
REAL ECONOMIC ACTIVITY HAS MOVED OVER AN UNUSUALLY WIDE RANGE.
THE SECOND QUARTER OF THIS YEAR SAW ONE OF THE SHARPEST QUARTERLY
DECLINES IN OUTPUT ON RECORD, AND IN THE THIRD QUARTER REAL GNP
SURPRISED MANY FORECASTERS BY REBOUNDING STRONGLY INTO POSITIVE
GROWTH. SINCE CHANGES IN SPENDING AND INCOME ARE AN IMPORTANT
DETERMINANT OF THE PUBLIC'S DEMAND FOR MONEY, THE RATE GF GSROWTH
OF MONEY HAS FLUCTUATED WIDELY OVER THE LAST YEAR--DESPITE THE
EFFORTS OF THE FEDERAL RESERVE TO KEEP ITS GROWTH WITHIN BOUNDS.
IN THE EARLY SPRING WHEN THE ECONOMY WAS EXPERIENCING AN INFLA-
TIONARY SURGE, INTEREST RATES ROSE TO HISTORIC HIGHS AS THE
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SYSTEM MOVED TO RESTRAIN THE GROWTH IN DEMANDS FOR MONEY AND
CREDIT. BUT SUBSEQUENTLY INTEREST RATES FELL RAPIDLY AS

GENERAL ECONOMIC ACTIVITY PLUNGED IN THE SECOND QUARTER AND
CREDIT DEMANDS FELL. THE DECLINE IN INTEREST RATES NO DOUBT
HELPED TO LIMIT THE CONTRACTION OF THE ECONOMY TO A SINGLE
QUARTER, AND THE RESPONSIVENESS OF THE NEW STRATEGY TO CHANGING
ECONOMIC CONDITIONS WAS GIVEN AN IMPORTANT TEST. MORE RECENTLY,
OUTPUT REBOUNDED QUICKLY FROM THE SHARP CONTRACTION, AND INTEREST
RATES ROSE WITH IT.

THE MOVEMENTS IN INTEREST RATES INDUCED BY FLUCTUATIONS
IN THE ECONOMY AND, IN PART, BY THE NEW OPERATING PROCEDURE HAVE
HELPED TO KEEP THE GROWTH OF THE KEY MEASURES OF MONEY IN OR
VERY NEAR THE GROWTH RANGES TARGETED FOR THE YEAR BY THE FEDERAL
RESERVE. IN MY VIEW, KEEPING MONETARY GROWTH IN REASONABLE
ALIGNMENT WITH ITS LONG-RUN RANGES IS ESSENTIAL TO THIS NATION'S
FIGHT AGAINST INFLATION,

WE ARE WELL AWARE THAT THE NATION’S THRIFT INSTITUTIONS
HAVE BEEN PARTICULARLY HARD PRESSED BY FINANCIAL DEVELOPMENTS
OVER THE LAST YEAR. CURBING INFLATION IS PROVING TO BE A TIME-
CONSUMING PROCESS, AND THE YEAR BEFORE US MAY BE NEARLY AS
DIFFICULT AS THE YEAR BEHIND US. BUT IF WE STICK TO POLICIES OF
MONETARY AND FISCAL RESTRAINT, | BELIEVE THAT PROGRESS WILL BE
MADE ON REDUCING INFLATION. WHEN INFLATION BEGINS TO SLOW, YOU
CAN LOOK FORWARD TO MUCH MORE CONGENIAL FINANCIAL CONDITIONS
THAN YOU HAVE SEEN FOR MANY YEARS.
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ANOTHER AREA FOR OPTIMISM, | BELIEVE, IS THE CHANGING
COMPETITIVE LANDSCAPE FOR SAVINGS AND LOAN ASSOCIATIONS., SOME
OF THE CHANGES ORIGINATED IN THE DEPOSITORY INSTITUTIONS
DEREGULATION AND MONETARY CONTROL ACT THAT WAS PASSED THIS
SPRING, THIS LANDMARK PIECE OF LEGISLATION AUTHORIZED NATIONWIDE
NOW ACCOUNTS FOR ALL DEPOSITORY INSTITUTIONS, PERMITTING THRIFTS
TO COMPETE ON AN EQUAL FOOTING WITH COMMERCIAL BANKS FOR THE
INTEREST-BEARING TRANSACTIONS BALANCES OF HOUSEHOLDS., THE
LEGISLATION ALSO PROVIDED FOR THE GRADUAL PHASE-OUT OF CEILING
INTEREST RATES PAYABLE ON TIME AND SAVINGS DEPOSITS AND FOR
THE MAINTENANCE OF RESERVES WITH THE FEDERAL RESERVE BANKS ON
CERTAIN BALANCES AT ALL DEPOSITORY INSTITUTIONS. THESE LATTER
TWO FEATURES OF THE LEGISLATION HAVE BEEN SUBJECT TO SOME
MISINTERPRETATION, AND I WOULD LIKE TO DISCUSS EACH OF THEM FROM
THE PERSPECTIVE OF THE FEDERAL RESERVE.

IN 1970, FuLLY A DECADE AGO, THEN-CHAIRMAN ARTHUR
BuRNS DIRECTED THE FEDERAL RESERVE'S STAFF TO STUDY WAYS THAT
FLUCTUATIONS IN HOUSING FINANCE OVER THE BUSINESS CYCLE COULD
BE REDUCED., IT WAS OBVIOUS FROM THE EXPERIENCE WITH PERIODS
OF CREDIT RESTRAINT IN [966 AND AGAIN IN [969 THAT HOUSING
FINANCE WAS BEARING THE BRUNT OF ANTI-INFLATIONARY POLICIES.
THE VITALITY AND STRENGTH OF THE THRIFT AND HOUSING INDUSTRIES
WERE BEING THREATENED. THE SET OF STUDIES THAT RESULTED WAS
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PUBLISHED IN I972, AND MANY OTHER STUDIES AND PROPOSALS HAVE
BEEN PUT FORWARD SINCE THEN BY STUDENTS OF THE HOUSING INDUSTRY,
We AT THE FEDERAL RESERVE HAVE LONG BEEN COMMITTED TO FINDING
ANSWERS TO THIS PRESSING PROBLEM AND HAVE SOUGHT THE LEGISLATION
THAT WILL ALLOW THRIFT INSTITUTIONS TO ADJUST MORE QUICKLY TO
THE CHANGING FINANCIAL CLIMATE OVER THE BUSINESS CYCLE,

IT HAS BEEN OUR PAST EXPERIENCE THAT, WITH THE PRESENT
INSTITUTIONAL STRUCTURES, A MONETARY POLICY DESIGNED TO AID THE
THRIFT INDUSTRY THROUGH LOW INTEREST RATES TENDS TO BE OVERLY
EXPANSIVE AND ULTIMATELY INFLATIONARY. [N THE DANGEROUSLY
INFLATIONARY TIMES THAT WE FIND OURSELVES, WE CANNOT AFFORD THE
LUXURY OF DESIGNING MONETARY POLICY TO THE PURPOSES OF ANY ONE
SET OF FINANCIAL INSTITUTIONS, HOWEVER IMPORTANT OR VITAL THEY
MAY BE. THE ONLY FEASIBLE WAY OUT OF THIS DILEMMA FOR MONETARY
POLICY IS TO FIND WAYS TO MAKE THRIFT INSTITUTIONS STRONGER AND
BETTER ABLE TO ADJUST TO THE PRESSURES THAT ACCOMPANY RESTRICTIVE
MONETARY POLICY WHEN SUCH POLICY IS REQUIRED,

THIS YEAR CONGRESS AND THE REGULATORY AGENCIES AGREED
THAT THE TIME HAD COME TO TAKE STEPS THAT PROMISE TO BRING AN
END TO THE REPEATED BOUTS WITH DISINTERMEDIATION AND EARNINGS
SQUEEZES THAT HAVE BEEN THE BANE OF THE THRIFT INDUSTRY SINCE
THE MID-1960s. CONGRESS DECIDED THAT IT WAS SIMPLY NO LONGER

.org/
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ACCEPTABLE THAT MAJOR FINANCIAL INTERMEDIARIES IN OUR COUNTRY

BE SO VULNERABLE TO INTEREST RATE PRESSURE; THE FEDERAL RESERVE
FIRMLY AGREED WITH THAT DECISION., THE NEW LEGISLATION AND

VARIOUS RECENT REGULATORY ACTIONS BY THE FEDERAL HOME LoAN

BANK BOARD AND OTHER REGULATORS GIVE S&LS MORE FLEXIBILITY IN

THEIR MORTGAGE CONTRACTS AND MORE FLEXIBILITY IN BIDDING FOR
DEPOSITS., OVER TIME, SUCH INNOVATIONS As NOW ACCOUNTS, VARIABLE
RATE MORTGAGES, AND ROLLOVER MORTGAGES WILL ENABLE S&LS TO MOVE
THROUGH THE INTEREST RATE CYCLE WITHOUT UNDULY SEVERE DISLOCATIONS,
AS COMMERCIAL BANKS FOR THE MOST PART ALREADY ARE ABLE TO DO.

I SUSPECT THAT SOME OF YOU MAY BELIEVE THAT OTHER
CONSIDERATIONS LED TO THE NEW LEGISLATION, PRINCIPAL AMONG THEM
BEING AN IMPROVEMENT IN COMMERCIAL BANKS' COMPETITIVE POSITION
AT YOUR EXPENSE. | THINK WE CAN ALL AGREE, HOWEVER, THAT THE
EFFECTS OF BOTH INFLATION AND MEASURES TAKEN TO FIGHT INFLATION
HAVE BEEN SERIOUS FOR THRIFT INSTITUTIONS, AND SUBSTANTIAL CHANGES
IN YOUR ASSETS AND LIABILITIES ARE ESSENTIAL TO YOUR CONTINUED
GROWTH, OTHER FINANCIAL INTERMEDIARIES SUCH AS BANKS, LIFE AND
CASUALTY INSURANCE COMPANIES, AND PENSION FUNDS WERE BETTER SUITED
TO THE MORE VOLATILE CONDITIONS IN FINANCIAL MARKETS, BUT THEY
TOO HAVE BEEN FORCED TO ADAPT IN RECENT YEARS TO THE CHANGING
FINANCIAL CLIMATE.
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GETTING FROM WHERE THRIFT INSTITUTIONS ARE TODAY TO
A FINANCIAL WORLD OF FREE COMPETITION WILL REQUIRE A LONG
TRANSITION PERIOD. CONGRESS ALLOWED A SIX-YEAR PHASE~OUT PERIOD
FOR CEILING RATES ON SMALL TIME AND SAVINGS DEPOSITS, AND THE
LONG PERIOD WAS SET FOR GOOD RCASON., WITH LARGE PORTFOLIOS
OF FIXED-RATE MORTGAGES MADE IN PERIODS OF LOW INTEREST RATES,
THRIFT INSTITUTIONS CANNOT QUICKLY ADJUST THE RATE OF RETURN
ON THEIR CURRENT PORTFOLIOS TO MATCH HIGH AND VOLATILE COSTS
oF FUNDS. CONGRESS WAS KEENLY AWARE OF THIS PROBLEM AND APPROACHED
ITSSOLUTION IN A NUMBER OF SEPARATE WAYS. [T WISELY AVOIDED SETTING
AN EXPLICIT, STEP-BY-STEF SCHEDULE FOR REMOVAL OF THE CEILINGS
THAT COULD NOT BE RESPONSIVE TO CHANGING FINANCIAL CONDITIONS.
INSTEAD, IT TRANSFERRED TH1S RESPONSIBILITY To THE DIDC. THe
COMMITTEE WAS CHARGED WITH CARRYING OUT THIS TASK WITH AN EYE
ON FINANCIAL CONDITIONS AND THE STRENGYH OF THE THRIFT AND
HOUSING INDUSTRIES. IT WAS REQUIRED THAT MEMBERS oF THE DIDC
SUBMIT ANNUAL REPOR1S FOR CONGRESSIONAL REVIEW ON SUCH ISSUES
AS THE NEED FOR DIFFERENTIAi. CEILING RATES AND THE VIABILITY
2F THE THRIFT INDUSTRY. As YOu MAY kNow, CONGRESSMAN REUSS
LSKED FOR INTERIM RCPORTS COVERING THE FIRST SIX MONTHS OF THE
DIDC’'s WORK FROM EACH MEMBER OF THE COMMITTEE, AND THESE WERE
SUBMITTED AROUND THE END OF SEPTENMDER.
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CHAIRMAN VOLCKER IN HIS INTERIM REPORT AGAIN
EMPHASIZED THAT THERE ARE SIGNIFICANT LIMITATIONS ON THE ABILITY
OF THRIFT INSTITUTIONS TO PAY MARKET RATES OF RETURN OVER THE INTER-
EST RATE CYCLE. PROGRESS ON ACHIEVING FAIR AND EQUITABLE TREAT-
MENT OF SMALL DEPOSITORS WILL TAKE TIME, BUT THE MANY INNOVATIONS
IN THRIFT ASSETS AND LIABILITIES WILL ULTIMATELY PERMIT FAIRER
RETURNS TO SMALL SAVERS, AS WELL AS REDUCE THRIFT VULNERABILITY
TO INTEREST RATE RISK. THE FEDERAL RESERVE MONITORS DEVELOPMENTS
IN YOUR INDUSTRY VERY CLOSELY TO STAY ABREAST OF THESE DEVELOP-
MENTS. FEDERAL RESERVE STAFF REMAINS IN CONTINUOUS CLOSE TOUCH
WITH THEIR COUNTERPARTS AT THE FEDERAL HoME LoAN BANK BOARD, THE
FDIC, anp THE NATIONAL CREDIT UNION ADMINISTRATION TO HELP PREPARE
REPORTS AND BRIEFINGS ON THE THRIFT INDUSTRY. FEDERAL RESERVE
BOARD MEMBERS NEED SUCH CLOSE MONITORING AND CONSULTATION WITH
THE HEADS OF THE OTHER REGULATORY AGENCIES TO GIVE THE CAREFUL
CONSIDERATION REQUIRED TO THE PRESSURES AFFECTING THRIFT INSTI-
TUTIONS.

THE JOURNEY OF THRIFT INSTITUTIONS TO A WORLD OF FREER
COMPETITION AND FAIRER TREATMENT OF SMALL DEPOSITORS DOES NOT
PROMISE TO BE EASY, BUT IT IS ESSENTIAL TO YOUR INDUSTRY TO MAKE
THE PASSAGE., As I MENTIONED EARLIER, INFLATION HAS BEEN A SERIOUS
AND PERSISTENT PROBLEM FOR THRIFT INSTITUTIONS, AND IF PUBLIC
POLICY FAILS TO SLOW INFLATION, THRIFT INSTITUTIONS' PROSPECTS
ARE NOT GOOD, SO ALTHOUGH RESTRAINING INFLATION MEANS HIGHER
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RATES NOW, IT OFFERS THE HOPE OF A LONG-RUN IMPROVEMENT IN YOUR
INDUSTRY., CONGRESS HAS ACTED TO PROVIDE YOU ADDITIONAL MEANS

TO ADJUST TO THE FORCES OF CHANGE, AND THE FEDERAL RESERVE AND
OTHER REGULATORS HAVE A DEEP INTEREST IN YOUR SUCCESSFUL TRANSI-
TION. THE CYCLE OF DISINTERMEDIATION AND SHARP EARNINGS REDUC-
TIONS MUST BE BROKEN, AND DEREGULATION CAN DO 1T, THE FEDERAL
RESERVE IS TRYING TO DO ITS PART IN SMOOTHING THE DEREGULATION
PROCESS TO HASTEN THE DAY WHEN A STRONG AND VIABLE THRIFT
INDUSTRY CAN ADAPT TO CHANGING FINANCIAL CONDITIONS WITHOUT

THE DISLOCATIONS OF THE PAST,

FINALLY, ] WOULD LIKE TO DISCUSS THE REPORTING AND
RESERVE REQUIREMENTS THAT WERE AUTHORIZED IN THE NEW LEGISLATION.
THIS WEEK MARKS THE FIRST PERIOD OF RESERVE MAINTENANCE ON
TRANSACTIONS AND NONPERSONAL TIME DEPOSITS FOR THRIFT INSTITUTIONS
WITH OVER $I5 MILLION IN TOTAL DEPOSITS. THE NEW RESERVE AND
REPORTING REQUIREMENTS MASSIVELY EXPAND THE NUMBER OF INSTITUTIONS
WITH WHICH THE FEDERAL RESERVE DEALS. WE HAVE PREPARED LONG AND
HARD, BUT INEVITABLY THERE WILL BE PROBLEMS IN AN UNDERTAKING OF
THIS SIZE. PLEASE BEAR WITH US. | CAN ASSURE YOU THAT ERRORS
WILL BE RECTIFIED AND THE FUTURE WILL BE SMOOTHER THAN THE PRESENT.

IN A PERIOD WHEN MONEY AND CREDIT GROWTH IS BEING
REINED IN TO BRING ABOUT A GRADUAL REDUCTION IN INFLATIONARY PRES-
SURES, IT IS CRITICAL THAT THE CENTRAL BANK HAVE TIMELY AND ACCURATE
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INFORMATION ON FINANCIAL DEVELOPMENTS, ESPECIALLY FOR THE
DEPOSIT COMPONENTS OF THE MONETARY AGGREGATES. 100 OFTEN IN
RECENT YEARS, THE FEDERAL RESERVE HAS BEEN DISMAYED TO LEARN
THAT MONETARY GROWTH WAS SUBSTANTIALLY DIFFERENT FROM THE GOALS
OF POLICY--MONTHS AFTER THE POLICY WAS THOUGHT TO HAVE BEEN
IMPLEMENTED, SOME ERRORS CAN BE RIGHTED LATER, BUT THE TIMING
OF POLICY CAN BE AS IMPORTANT AS ITS DIRECTION, AND TIMING
CANNOT BE CORRECTED LATER. IN PASSING THE MoNeTARY ConNTRoL AcT
oF 1980, CONGRESS REQUIRED YOUR COOPERATION WITH US, AND IT WILL
BE A SUBSTANTIAL REQUIREMENT. IT 1S REGRETTABLE THAT YOUR
REPORTING REQUIREMENTS WILL BE HEAVIER, BUT IT IS IN THE NATIONAL
INTEREST THAT OUR FINANCIAL DATA BE IMPROVED. RECOGNIZING THE
BURDEN, WE HAVE POSTPONED REPORTING REQUIREMENTS FOR SMALLER
S&Ls AND AUTHORIZED QUARTERLY REPORTS FOR INSTITUTIONS WITH

$2 70 $15 MILLION IN DEPOSITS,

CONGRESS IN AUTHORIZING THE NEW REPORTING AND RESERVE
REQUIREMENTS ACKNOWLEDGED THE VALIDITY OF A POINT ARGUED BY THE
FEDERAL RESERVE AND OTHER OBSERVERS OF MONETARY POLICY: THAT THE
FEDERAL RESERVE'S CONTROL OVER THE GROWTH OF MONEY AND CREDIT WAS
BEING SERIOUSLY ERODED BY THE GROWTH OF NONMEMBER DEPOSITORY
INSTITUTIONS. THE FEDERAL RESERVE MUST HAVE THE TOOLS AT HAND
TO INFLUENCE FINANCIAL DEVELOPMENTS OR IT CANNOT CARRY OUT ITS
BASIC RESPONSIBILITY TO CONDUCT MONETARY POLICY. AT THE END OF
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WorLD WAR II, MEMBER BANKS OF THE FEDERAL RESERVE SYSTEM HELD
ABOUT THREE-FOURTHS OF ALL DEPOSITS AT COMMERCIAL BANKS AND
THRIFT INSTITUTIONS. THE FEDERAL RESERVE’S CONTROL OVER THE
GROWTH OF MONEY AND CREDIT IN THE ECONOMY WAS ACCORDINGLY CON=-
SIDERABLE. TODAY, THE PICTURE IS STARTLINGLY DIFFERENT:
MEMBER BANKS HOLD ONLY ABOUT 40 PER CENT OF THE $I.7 TRILLION
OF DEPOSITS AT BANKS AND THRIFTS IN OUR COUNTRY. CONGRESS
AGREED WITH THE FEDERAL RESERVE THAT THE CENTRAL BANK NEEDED
MORE DIRECT CONTROL OVER THE GROWTH OF MONEY. CONGRESS THERE=-
FORE PROVIDED IN THE MONETARY CONTROL ACT THAT ALL DEPOSITORY
INSTITUTIONS PLACE RESERVES WITH THE FEDERAL RESERVE BANKS
AGAINST TRANSACTIONS BALANCES AND NONPERSONAL TIME DEPOSITS.

As THE CENTRAL BANK OF THE UNITED STATES, THE FEDERAL
RESERVE MUST HAVE BETTER AND MORE TIMELY INFORMATION ON FINANCIAL
MARKETS AND FINANCIAL INTERMEDIARIES AND THE NEW LEGISLATION GIVES
US THIS, AS WELL AS MORE DIRECT INFLUENCE OVER THE GROWTH OF THE
NARROW MONEY STOCK, BOTH BADLY NEEDED. THE RETURN TO THE FEDERAL
RESERVE OF GREATER CONTROL OVER THE GROWTH OF MONEY HAS LED TO
APPREHENSIONS THAT WE ARE TRYING TO BECOME A SUPER-REGULATOR WITH
POWERS OVER ALL BANKS AND THRIFT INSTITUTIONS SIMILAR TO THOSE
EXERCISED OVER MEMBER BANKS TODAY. THIS CONCERN, [ BELIEVE, IS
FAR OFF THE MARK, BUT | CAN UNDERSTAND HOW REPORTING AND RESERVE
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REQUIREMENTS CAN BE CONFUSED WITH REGULATION. BOTH CENTRAL BANKS
AND REGULATORS NEED INFORMATION ON ASSET AND LIABILITY GROWTH.
BOTH HAVE AN INTEREST IN HOW RAPIDLY OR SLOWLY VARIOUS FINANCIAL
INSTITUTIONS MAY BE GROWING,

THERE ARE, NEVERTHELESS, IMPORTANT AND FUNDAMENTAL
DIFFERENCES BETWEEN THE CONTROL OF MONETARY GROWTH AND THE REGU-
LATION OF INDIVIDUAL INSTITUTIONS; LET THERE BE NO CONFUSION ABOUT
THIS, THE ONLY CONCERNS OF THE FEDERAL RESERVE ARE THAT THRIFT
INSTITUTIONS FILE THE NEW REPORTS ACCURATELY AND ON TIME AND
THAT THRIFTS MAINTAIN ANY RESERVES REQUIRED BY LAW. THIS IS ALL
WE ARE INTERESTED IN., THE FEDERAL RESERVE DOES NOT WANT SUPER-
REGULATOR STATUS, AND THE MONETARY CONTROL ACT DID NOT CONFER IT.
THE NEW LEGISLATION DID NOT DILUTE THE REGULATORY AUTHORITY OF
THE FEDERAL HoME LoAN BANk BoArRD, THE FSLIC, OR ANY OTHER REGU-
LATOR OF THRIFT INSTITUTIONS. [T DID NOT IN ANY WAY EXPAND THE
REGULATORY AUTHORITY OF THE FEDERAL RESERVE; THIS WAS NOT THE
PURPOSE OF THE AcT. WE AT THE FEDERAL RESERVE, OF COURSE,
COOPERATE CLOSELY WITH OTHER REGULATORS OF DEPOSITORY INSTITU-
TIONS, AND ALL OF THE REGULATORS HAVE AN OBLIGATION TO WORK IN
CONCERT WHEN SERIOUS PROBLEMS EMERGE. BUT IN PRACTICE, THE
FEDERAL RESERVE’'S DIRECT REGULATION IS LARGELY LIMITED TO STATE-
CHARTERED MEMBER BANKS, SOME 1,000 out oF THE over [4,000 BANks
IN THE UNITED STATES. THE BANK HoLping CoMPANY ACT CONFERS
ADDITIONAL AUTHORITY ON THE BOARD FOR CERTAIN BANK ACTIVITIES
AND ACQUISITIONS. WE ARE FAR FROM A SUPER-REGULATOR AND WOULD
NOT WANT IT OTHERWISE.
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LET ME CONCLUDE MY REMARKS BY EXPRESSING THE HOPE
THAT IN THE COMING MONTHS AND YEARS, WE CAN WORK TOGETHER
TOWARD OUR MANY COMMON OBJECTIVES. WE MUST REDUCE INFLATION.
WE MUST BRING ORDER TO OUR FINANCIAL MARKETS AND STABILIZE THE
GROWTH OF MONEY AND CREDIT. WE MUST MEET THE NEEDS FOR CREDIT
BY HOUSEHOLDS, BUSINESS, AND GOVERNMENT IN EQUITABLE AND EFFICIENT
FINANCIAL MARKETS. THE GOALS ARE HIGH, BUT WITH OUR BEST EFFORTS
AND A COOPERATIVE SPIRIT, | AM CONFIDENT THAT WE WILL MEET
THESE CHALLENGES AND PREVAIL.,
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