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THE OUTLOOK FOR THE U.S. ECONOMY AND BANKING

Outline of Speech

I. The U.S. Economic Outlook

A. Our policy actions have cut the rate of inflation in half since 
1981 and established the basis for a sustained and robust business 
recovery

1. FRBSF expects real GNP growth close to 6k percent for 1983;
5 3/4 percent for 1984

2. But Federal deficits are causing short-term real interest 
rates to remain high (4-5 percent range) and to threaten to 
crowd out some private borrowing needs

B. Deficits and the Foreign Exchange: Effect of high real rates most 
evident in the appreciation of the U.S. dollar and the worsening 
of the U.S. trade balance

1. real value of the dollar marked a 26 percent gain since 1980 
against other major currencies

2. rise in exchange value of the dollar due to high real interest 
rates that have attracted foreign investment

3. adverse impacts: reducing competitiveness of U.S. exports, 
increasing U.S. trade deficit, threatening multi-lateral trade

4. foreign governments protest rise in dollar import bills and 
reduction in their control over domestic monetary policy

C. Course of Recovery

1. first time in recent memory when fiscal policy has caused 
a major increase in real interest rates

2. high real rates affect composition of recovery, reducing credit- 
sensitive demands

3. Fed will provide enough money to sustain a non-inflationary 
recovery but a strong and balanced recovery also requires a 
reduction in federal deficits

II. Banking Industry Outlook

A. Changing Federal regulatory structure

1. recent deregulation (MCA and Garn-St. Germain Act) and growth 
in the provision of financial services by non-bank entities, 
such as brokerage houses and retail firms, have raised ques
tions about a total restructuring of regulatory and super
visory authority

2. but because deregulation is mapping out yet unknown courses, 
we should wait before undertaking an overhaul of the federal 
regulatory structure
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3. any restructuring, however, should allow the Fed to retain 
sufficient authority to conduct monetary policy and to pro
mote financial stability

4. the Fed might have a broader role in regulation and a narrower 
one in supervision; it could, for example, focus only on 
institutions that play key roles in the financial markets

B. Emerging Trends in the 1980s

1. technological developments will spur further deregulation

2. Treasury's proposed "Financial Institutions Deregulation Act" 
will give bank and thrift holding companies new powers through 
their subsidiaries and will redefine a bank

3. technological trends will change our concept of a bank whether 
or not regulations also change, making the 1980s the start of 
a new era for banking
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THE OUTLOOK FOR THE U.S. ECONOMY AND BANKING

I A P P R E C I A T E  THIS O P P O R T U N I T Y  TO SHARE W I T H  YOU SOME V I E W S  

F R O M  THE HOMEFRONT. VIE HAVE T R A V E L E D  A L O N G  W A Y  ON A B U S Y  

S C H E D U L E ,  A N D  IN SOME SENSE/ T HAT D E S C R I B E S  THE C O U R S E  OF THE 

U.S. E C O N O M Y  AS WELL. OVER THE L AST S E V E R A L  Y E A R S , WE HAVE 

S T R U G G L E D  S U C C E S S F U L L Y  TO R E D U C E  INFLATION, BUT HAVE S U F F E R E D  

T H R O U G H  HIGH INTEREST RA T E S  AND S L U G G I S H  REAL GROWTH. D U R I N G  THE 

SAME PERIOD, W E ' V E  SEEN F A R - R E A C H I N G  C H A N G E S  IN OUR F I N A N C I A L  

S T R U C T U R E ,  AND IN THE LAWS AND R E G U L A T I O N S  G O V E R N I N G  IT.

I NEED NOT T ELL YOU THAT THE F E D E R A L  R E S E R V E  HAS HA D  A M AJOR 

R OLE IN EACH OF TH E S E  AREAS. As THE N A T I O N ' S  A R C H I T E C T  OF 

M O N E T A R Y  P OLICY, THE F E D E R A L  R E S E R V E  HAS HA D  THE M AJOR 

R E S P O N S I B I L I T Y  FOR W A G I N G  THE S U C C E S S F U L  WA R  A G A I N S T  INFLATION. 

fy|E ARE ALSO R E S P O N S I B L E ,  ALONG W I T H  S E V E R A L  O T H E R  U.S. G O V E R N M E N T  

A G E N C I E S ,  FOR M A I N T A I N I N G  THE S O U N D N E S S  OF F I N A N C I A L  I N S T I T U T I O N S  

A N D  FOR E N S U R I N G  THE S T A B I L I T Y  OF THE F I N A N C I A L  S Y S T E M  AS A

w h o l e . T h u s , w e  h a v e  b e e n  h e a v i l y  i n v o l v e d  i n  t h e  p r o c e s s  o f

D E R E G U L A T I O N .  I W O U L D  L I K E  TO FOCUS MY R E M A R K S  ON THE C U R R E N T  

S I T U A T I O N  AND SHARE W I T H  YOU MY V I E W S  OF W H A T  THE FUTURE HAS IN 

STORE.

I. THE U.S. ECONOMIC OUTLOOK

T h e  U. S. e c o n o m y  h a s  p a s s e d  t h r o u g h  s o m e  p r e t t y  w r e n c h i n g

T I M E S  IN THE PAST S E V E R A L  YEARS. BUT W E ' V E  A C C O M P L I S H E D  A G R EAT 

DEAL L A T E L Y  IN C L E A R I N G  THE E C O N O M I C  L A N D S C A P E  OF ONE OF OUR MOST 

S E R I O U S  P R O B L E M S  —  INFLATION. S P E C I F I C A L L Y ,  OUR P O L I C Y  A C T I O N S  

HAVE CUT THE RATE OF I N F LATION IN HALF SINCE 1981, AND IN THE
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PROCESS, ESTABLISHED THE BASIS FOR A SUSTAINED AND ROBUST 

BUSINESS RECOVERY.

T he PROGRESS AGAINST INFLATION IS ESPECIALLY IMPRESSIVE IN 

LIGHT OF THE SEEMINGLY UNSTOPPABLE PRICE SPIRAL THAT BADLY 

UNDERMINED OUR ECONOMY THROUGHOUT THE PAST DECADE. LAST YEAR,

FOR EXAMPLE, THE CONSUMER PRICE INDEX AND THE WHOLESALE PR ICE

Index for finished goods rose by about 4 percent and 3.5 percent,

RESPECTIVELY. THESE PERCENTAGES ARE LESS THAN ONE-THIRD THEIR 

RATES OF INCREASE IN 1980. DURING THE FIRST SIX MONTHS OF THIS 

YEAR, THE CONSUMER PRICE INDEX ROSE AT APPROXIMATELY A THREE 

PERCENT ANNUAL RATE, WHILE THE VlHOLESALE PRICE INDEX HAS ACTUALLY 

FALLEN AT AN ANNUAL RATE OF NEARLY ONE PERCENT FROM DECEMBER TO

Ju n e .

Now, AS THE INFLATION NUMBERS CONTINUE TO BRING GOOD NEWS,

WE ARE FOCUSING MORE ON THE ECONOMY'S ABILITY TO PULL OUT OF THE 

SEVERE RECESSION WE SUFFERED LAST YEAR. THE INDEX OF LEADING 

ECONOMIC INDICATORS HAS BEEN MOVING UPWARD STEADILY SINCE LAST

Se p t e m b e r  a n d c o n t i n u e s  to p o r t e n d  g o o d t h i n g s . Ov e r the f i v e

MONTHS SINCE JANUARY, IT HAS SCORED A VERY IMPRESSIVE GAIN OF 7 A

p e r c e n t . Bu t t r e s s i n g  t h a t e v i d e n c e , r e a l GNP g r o w t h  at 9.2

PERCENT IN THE SECOND QUARTER OF THIS YEAR IS THE STRONGEST SINCE 

THE SECOND QUARTER OF 1978. ALSO, THE UNEMPLOYMENT RATE HAS 

FINALLY DROPPED OUT OF DOUBLE-DIGIT TERRITORY TO 9.5 PERCENT IN

Ju l y as e m p l o y m e n t  i n c r e a s e d  by a l m o s t  2 m i l l i o n  b e t w e e n  Ma y a n d 

Ju l y . Th is r e d u c t i o n  in t h e u n e m p l o y m e n t  r a t e is e v e n m o r e
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I M P R E S S I V E  BEC A U S E  THE L A B O R  FORCE P O S T E D  THE L A R G E S T  JUNE 

I N C R E A S E  EVER RECORDED.

A t the F e d e r a l  R e s e r v e  Bank of San F r a n c i s c o /  we e x p e c t  real 

GNP for the U.S. to g row close to 6̂ + p e r c e n t  this year. For

1984/ WE EXPECT CLOSE TO 5 3/4 PERCENT REAL GROWTH. In THIS 

RECOVERY/ WE EXPECT CONSUMER SPENDING TO MAKE THE GREATEST 

CONTRIBUTION. CONSUMER REAL INCOMES LOOK MUCH STRONGER NOW THAN 

LAST YEAR/ REFLECTING A SUBSTANTIAL SLOWING OF INFLATION/ 

IMPROVEMENT IN EMPLOYMENT, AND CUTS IN PERSONAL TAXES. PLANT AND 

EQUIPMENT SPENDING ARE LIKELY TO REMAIN WEAK BECAUSE OF HIGH REAL 

INTEREST RATES EVEN THOUGH RECENT SURVEYS OF BUSINESS PLANS AND 

THE CURRENT RISE IN FACTORY OPERATING RATES SUGGEST SOME 

IMPROVEMENT FROM THE RECENT PAST. V IE EXPECT NET EXPORTS/

H O W E V E R /  TO D E C L I N E  S O M E W H A T  BE C A U S E  OF THE S T R O N G  F O R E I G N  

E X C H A N G E  VA L U E  OF THE DOLLAR.

THUS/ IT SEEMS CLEAR THAT AN ECONOMIC UPTURN IS UNDERWAY.

The IMPORTANT QUESTION AT THIS POINT IS WHETHER WE CAN SUSTAIN 

THE RECOVERY. In MY VIEW/ INTEREST RATES WILL PLAY A KEY ROLE.

U n d e r  n o r m a l  c i r c u m s t a n c e s / t h e  l e v e l  o f  r e a l  s h o r t - t e r m  i n t e r e s t

RATES (AS MEASURED BY THE 3-MONTH TREASURY BILL RATE) WOULD HAVE 

RETURNED TO THE 1"2 PERCENT LEVEL EXPERIENCED IN THE 1950s AND 

1960s ONCE THE EFFECT OF MONETARY DECELERATION ON INFLATION HAD 

FULLY WORKED ITSELF OUT. In FACT/ REAL SHORT-TERM INTEREST RATES 

REMAIN IN THE 4~5 PERCENT RANGE.
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F e d e r a l  D e f i c i t s  a n d  H i g h  R e a l  In t e r e s t  R a t e s

T h e  s o u r c e  o f  t h i s  a p p a r e n t  c o n t r a d i c t i o n  i s  t h e  F e d e r a l  

g o v e r n m e n t 's m a s s i v e  c r e d i t  d e m a n d s . T h e  F e d e r a l  g o v e r n m e n t  

s h o u l d  b e  m o v i n g  t o w a r d  a  s u r p l u s  i n i t s  a c c o u n t s  a s  t h e  r e c o v e r y  

p r o c e e d s  i n o r d e r  t o  m a k e  r o o m  f o r  i n c r e a s e d  p r i v a t e  c r e d i t  

d e m a n d s  i n t h e  f i n a n c i a l  m a r k e t s . B u t  i n s t e a d / i t  w i l l  b e

P O S T I N G  A SERI E S  OF R E C O R D  D E FICITS. THE P R O J E C T E D  U N I F I E D  

B U D G E T  D E F I C I T S  ARE ENORMOUS: AN E S T I M A T E D  $210 B I L L I O N  IN 

F I S C A L  1983 AND $180 B I L L I O N  IN F I SCAL 1984. THE 1983 D E F I C I T  

C O U L D  A M O U N T  TO AS MUCH AS 85 P E R C E N T  OF A V A I L A B L E  NET S A V I N G S  

F R O M  THE PRI V A T E  SECTOR AND THE S U R P L U S E S  OF STATE AND L O C A L  

G O V E R N M E N T S /  A N D  THUS L E A V E  L I T T L E  R O O M  FOR THE F I N A N C I N G  OF NET 

P R I V A T E  INVESTMENT.

In OTHER W O RDS/ THE B O R R O W I N G  NEEDS OF THE F E D E R A L  

G O V E R N M E N T  T H R E A T E N  TO C R O W D  OUT THOSE OF THE P R I V A T E  E CONOMY.

B e c a u s e  it is n o t  s u b j e c t  t o  t h e  c o n s t r a i n t s  o f  a  p r o f i t / l o s s

S T A T E M E N T /  THE F E D E R A L  G O V E R N M E N T  W I L L  A L W A Y S  GET W H A T E V E R  IT 

N E E D S  S I M P L Y  BY O U T B I D D I N G  P R I V A T E  B O R R O W E R S  FOR THE A V A I L A B L E  

S U P P L Y  OF FUNDS. VIITH A D E M A N D  FOR C R E D I T  THAT EXC E E D S  THE 

A V A I L A B L E  SUPPLY/ I N T E R E S T  RATES W ILL BE BID UP AS THE M A R K E T ' S  

W A Y  OF A L L O C A T I N G  CREDIT.

D e f i c i t s  a n d  t h e  F o r e i g n  E x c h a n g e

To DATE/ WE HAVE SEEN M O S T  OF THE C R O W D I N G  OUT IN THE 

A P P R E C I A T I O N  OF THE U.S. D O L L A R  AND THE W O R S E N I N G  OF THE U.S. 

TRADE BALANCE. Sl N C E  1980/ WE HAVE W I T N E S S E D  A D R A M A T I C  U P S U R G E  

IN THE S T R E N G T H  OF THE U.S. D O L L A R  IN C O M P A R I S O N  W I T H  F O R E I G N
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C U R R E N C I E S . THE D O L L A R ' S  A V E R A G E  V A L U E  A G A I N S T  MA J O R  C U R R E N C I E S

a p p r e c i a t e d  27 p e r c e n t  b e t w e e n 1980 a n d m i d -Ju l y 1983/ a n d  has

SINCE MOVED EVEN HIGHER. THE REAL VALUE OF THE DOLLAR, I.E./ THE 

EXCHANGE RATE ADJUSTED FOR PRICE TRENDS IN THE U.S. AND ABROAD/ 

HAS BEEN EQUALLY STRONG —  MARKING A 26 PERCENT GAIN SINCE 1980.

T he U.S. d o l l a r 's r e c e n t  s t r e n g t h  r e f l e c t s  the f a c t t h a t

INVESTMENTS IN DOLLARS ARE VERY ATTRACTIVE COMPARED TO 

INVESTMENTS IN OTHER CURRENCIES. THE MAIN REASON FOR THIS IS THAT 

REAL INTEREST RATES PREVAILING IN THE U.S. ARE VERY HIGH COMPARED 

TO THOSE ABROAD. In ADDITION/ THE DOLLAR IS INCREASINGLY BEING 

VIEWED AS A "SAFE HAVEN" INVESTMENT CURRENCY FOR FOREIGNERS 

FACING DOMESTIC TURMOIL OR INCREASING GOVERNMENT ENCROACHMENT 

OVER THEIR PRIVATE SECTOR.

The SHARP DROP IN NOMINAL INTEREST RATES IN THE U.S. IN THE 

LATTER PART OF 1982 COINCIDED WITH SUBSTANTIAL DECLINES IN 

FOREIGN NOMINAL INTEREST RATES. BUT THIS DROP IN NOMINAL RATES 

MAINLY REFLECTED A SHARP DROP IN THE MARKET'S ANTICIPATION OF 

FUTURE INFLATION; REAL INTEREST RATES REMAINED RELATIVELY 

UNCHANGED. In PARTICULAR/ THE REAL INTEREST DIFFERENTIAL BETWEEN 

U.S. RATES AND THOSE ABROAD DECLINED ONLY MODESTLY. In RECENT 

WEEKS/ THE REAL INTEREST DIFFERENTIAL BETWEEN THE U.S. DOLLAR AND 

OTHER CURRENCIES HAS EVEN INCREASED AS NOMINAL INTEREST RATES IN 

THE U.S. HAVE EDGED UP.

T he d o l l a r 's s t r e n g t h , t h e n / is due l a r g e l y  to the f i n a n c i n g

R E Q U I R E M E N T S  OF THE F E D E R A L  G O V E R N M E N T  WH I C H  HAVE B R O U G H T  HIGH 

REAL RATES AND S I Z E A B L E  F O R E I G N  I N V E S T M E N T  IN U.S. S E C U R I T I E S .
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In t h e  m o s t  r e c e n t  t h r e e  q u a r t e r s  f o r  w h i c h  i n f o r m a t i o n  i s

AVAILABLE, FOREIGN INVESTMENT IN TREASURY DEBT WAS $19 BILLION,

T h e s e  f o r e i g n  i n v e s t m e n t  f u n d s  h a v e  b e e n  w e l c o m e d  b y  m a n y  a s  a

DESIRABLE SUPPLEMENT TO U ,S , SAVINGS, HELPING TO FINANCE U.S. 

BUDGET DEFICITS AND TO KEEP A LID ON FURTHER U.S. INTEREST RATE 

INCREASES.

But IN A BROADER SENSE, THE APPROPRIATENESS OF A WEALTHY 

INDUSTRALI ZED NATION USING A DISPROPORTIONATE SHARE OF THE 

WORLD'S SAVINGS TO FINANCE ITS OWN GOVERNMENT'S EXPENDITURES IS 

QUESTIONABLE, TO SAY THE LEAST. UNFORTUNATELY, WE WON'T BE ABLE 

TO REVERSE THIS TREND UNLESS THE MASSIVE BUDGET DEFICITS LOOMING 

OVER THE NEXT SEVERAL YEARS CAN BE SHARPLY REDUCED. ALREADY WE 

HAVE SEEN SOME OF THE ADVERSE IMPACTS OF A STRONG U.S. DOLLAR.

IT HAS APPRECIABLY REDUCED THE COMPETITIVENESS OF U.S. EXPORTS IN 

WORLD MARKETS AND MADE IT EASIER FOR FOREIGN PRODUCERS TO SELL IN

t h e U n i t e d  St a t e s . So me e s t i m a t e s  a t t r i b u t e  u p to t w o -f i f t h s  of 

THE DECLINE IN REAL GNP DURING THE 1981"82 RECESSION TO THE 

WEAKNESS IN THE NET EXPORT SECTOR. MOREOVER, A $46 BILLION TRADE 

DEFICIT (AT AN ANNUAL RATE) WAS INCURRED DURING THE FIRST SIX 

MONTHS OF THIS YEAR, AND EVEN LARGER DEFICITS ARE PROJECTED FOR 

THE COMING MONTHS. SOME FORECASTS PUT THE 1983 DEFICIT FIGURE AT 

MORE THAN $65 BILLION, AN UNPRECEDENTED AMOUNT.

The UNFAVORABLE EMPLOYMENT AND OUTPUT EFFECTS RESULTING FROM 

REAL DOLLAR APPRECIATION HAVE ALSO LED TO A RISING TIDE OF 

PROTECTIONIST SENTIMENT IN THE U.S. THAT THREATENS TO CAUSE 

MULTI-LATERAL TRADE RESTRICTIONS AND A REDUCTION IN WORLD TRADE.
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S E V E R A L  F O R E I G N  G O V E R N M E N T S  HAVE A D D E D  THEIR V O I C E S  IN P R O T E S T , 

P O I N T I N G  TO HIGHER IMPORT BILLS THAT M UST BE PAID FOR GOODS 

P R I C E D  IN D O L L A R S  —  MOST N O T A B L Y /  OIL.

T h e  HIGH U.S. D O L L A R  h a s  a l s o  A F F E C T E D  THE A B I L I T Y  o f  SOME 

F O R E I G N  C O U N T R I E S  ( M O S T  N O T A B L Y /  G E R M A N Y /  FRA N C E /  A N D  JAPAN) TO 

C O N T R O L  THEIR D O M E S T I C  M O N E T A R Y  POLICY. A U T H O R I T I E S  IN T H ESE 

C O U N T R I E S  M I G H T  W A N T  TO C O N S I D E R  M O N E T A R Y  EASE A N D  LO W E R  I N TEREST  

R A T E S  AS ONE WA Y  TO C O U N T E R  D O M E S T I C  R E C E S S I O N S .  BUT T H E Y  ALSO 

W A N T  TO P R E S E R V E  THE E X T E R N A L  V A L U E  OF TH E I R  C U R R E N C Y .  B E C A U S E  

M O N E T A R Y  EASE PUTS D O W N W A R D  P R E S S U R E  ON C U R R E N C Y  V ALUES/ T HESE 

C E N T R A L  BA N K S  ARE C O N F R O N T E D  W I T H  A D I F F I C U L T  TRA D E - O F F .

C o u r s e  o f  R e c o v e r y  a n d  U.S. M o n e t a r y  P o l i c y

T h e  p r e s e n t  s i t u a t i o n  i s u n l i k e  a n y  o t h e r  i n t h e  l a s t  t w e n t y  

y e a r s . T h i s  a p p e a r s  t o  b e  t h e  f i r s t  t i m e  i n r e c e n t  m e m o r y  i n

W H I C H  F I S C A L  P O L I C Y  HAS C A U S E D  A MAJOR INCREASE IN REAL INT E R E S T  

RATES. The S T R E N G T H  OF THE U.S. D O L L A R  IS BUT THE M OST P R O M I N E N T  

SIGN OF THE C R O W D I N G  OUT THAT HAS RES U L T E D .  O T H E R  S I G N S  CA N  BE 

F O U N D  IN THE U N U S U A L  S E C T O R A L  P A T T E R N  OF THIS R E C O V E R Y  C O M P A R E D  

TO P R E V I O U S  ONES. In P A R T I C U L A R /  C R E D I T - S E N S I T I V E  S E C T O R S  W I L L  

NOT R E C O V E R  AS Q U I C K L Y  OR AS V I G O R O U S L Y .  As I M E N T I O N E D  EARLIER/ 

B U S I N E S S  I N V E S T M E N T  A N D  NET EX P O R T S  ARE P R O J E C T E D  TO BE MUCH 

W E A K E R  THAN IN P R E V I O U S  R E C O V E R I E S  —  L A R G E L Y  B E C A U S E  OF THE HIGH 

INTER E S T  RATES DUE/ IN LA R G E  PART/ TO G O V E R N M E N T  S T R U C T U R A L  

D EF I C I T S .  THUS/ W H I L E  WE MAY HAVE A R O B U S T  RE C O V E R Y /  IT C A N N O T  

BE D E S C R I B E D  AS A S A T I S F A C T O R Y  ONE F ROM THE S T A N D P O I N T  OF THE 

L O N G - T E R M  H E A L T H  OF OUR ECONOMY.
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In t h i s  s i t u a t i o n , t h e  F e d e r a l  R e s e r v e  h a s  b e e n  h a n d e d  t h e  

u n e n v i a b l e  t a s k  o f  s q u a r i n g  t h e  c i r c l e . M a n y  C o n g r e s s m e n  h a v e  

d e m a n d e d  t h a t  t h e  F e d  s i m p l y  i g n o r e  m o n e y - g r o w t h  c o n s i d e r a t i o n s  

-- a l t h o u g h  t h a t  c o u l d  m e a n  a  l a t e r  u p s u r g e  i n  i n f l a t i o n  -- AND

DO W H A T E V E R  IS N E E D E D  TO BR I N G  INTEREST RA T E S  DOWN TO L O W E R  

L E V E L S  I M M EDIATELY. In C O N T R A S T ,  M O N E T A R I S T  E C O N O M I S T S  A N D  MA N Y  

IN THE F I N A N C I A L  M A R K E T S  HAVE D E M A N D E D  THAT THE C E N T R A L  BANK 

C O N T R O L  M O N E Y  MORE C L O S E L Y  —  A L T H O U G H  THAT M I G H T  M EAN A W E A K  OR 

MO R E  S L U G G I S H  RECOVERY.

F e d e r a l  R e s e r v e  C h a i r m a n  V o l c k e r  r e s p o n d e d  t o  b o t h  t h e s e

C H A R G E S  IN HIS S E M I - A N N U A L  R E P O R T S  TO C O N G R E S S  IN F E B R U A R Y  A N D

July. He s aid that the Fe d  " r e c o g n i z e d  the d e s i r a b i l i t y  of

A C H I E V I N G  AN D  M A I N T A I N I N G  A LO W E R  LE V E L  OF INTER E S T  R A T E S  TO 

E N C O U R A G E  G R O W T H , "  BUT FELT THAT "THIS C O U L D  O N L Y  BE R E A L I S T I C  IN 

A C O N T E X T  OF B U I L D I N G  ON THE P R O G R E S S  A L R E A D Y  MADE A G A I N S T  

I N F L A T I O N . "  H e A D D E D  THAT AN Y  E F F O R T  TO FORCE INTER E S T  R ATES  

D O W N  T H R O U G H  E X C E S S I V E  L I Q U I D I T Y  C R E A T I O N  C O U L D  NOT BE S U C C E S S F U L  

FOR L O N G  B E C A U S E  A G G R E S S I V E  EF F O R T S  TO EASE M O N E T A R Y  P O L I C Y  W O U L D  

G E N E R A T E  NEW FEARS OF FUTURE INFLATION.

I W O U L D  AD D  THAT THERE WERE GOOD R E A S O N S  FOR THE N A R R O W ,

MI M O N E Y  S U P P L Y  —  C U R R E N C Y  PLUS C H E C K - TYPE D E P O S I T S  “  TO G R O W  

ABOVE T A R G E T  L A S T  Y EAR AND EA R L Y  THIS YEAR. THE Fed P E R M I T T E D  

A B O V E - T A R G E T  G R O W T H  B E C A U S E  OF ITS C O N V I C T I O N  THAT, IN P R A C T I C A L  

TERMS, P O L I C Y  O T H E R W I S E  W O U L D  HAVE BEEN A P P R E C I A B L Y  MORE 

R E S T R I C T I V E  T HAN I N T E N D E D  W H E N  THE T A R G E T S  WERE SET IN E A R L Y

1982.
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T h e  d r o p  i n  i n f l a t i o n  l e d  t o  a n  i n c r e a s e  i n t h e  p u b l i c 's

D E S I R E  TO H OLD L A R G E R  M O N E Y  B A L A N C E S ,  W l T H  THE SAME A M O U N T  OF 

M O N E Y  D O I N G  L ESS W ORK THAN BEFORE, THE F E D E R A L  R E S E R V E  HAD TO 

S U P P L Y  MORE THAN IT O R I G I N A L L Y  I N T E N D E D  IN O R D E R  TO A V O I D  B E I N G  

M ORE R E S T R I C T I V E  THAN WA S  D E S I R A B L E  OR N E C ESSARY.

S u m m a r y

To SUM UP, WE CAN BE T H A N K F U L  FOR H A V I N G  B R O K E N  B OTH THE 

U P W A R D  SPIRAL OF INFLA T O N  AND THE D O W N W A R D  S P IRAL OF R E C E S S I O N  IN 

THE PAST YEAR. B U T  IT IS D I F F I C U L T  FOR ME TO SEE HOW A S T R O N G  

AN D  B A L A N C E D  R E C O V E R Y  IN THE U.S. E C O N O M Y  W I L L  BE P O S S I B L E  

W I T H O U T  FUR T H E R  D E C L I N E S  IN REAL INTEREST RATES. THE B O T T O M  LI N E  

S I M P L Y  IS THAT THE F E D E R A L  R E S E R V E ' S  P O L I C Y  OF P R O V I D I N G  E N O U G H  

M O N E Y  TO S U S T A I N  A N O N - 1 N F L A T  IONARY R E C O V E R Y  CAN C O N T R I B U T E  TO 

S O L V I N G  THE PROBL E M ,  BUT IT C A N N O T  DO THE JOB ALONE.

II. BANKING INDUSTRY OUTLOOK

Up t o  t h i s  POINT, I HAVE BEEN t a l k i n g  a b o u t  THE M A C R O E C O N O M Y  

AND E M P H A S I Z I N G  ITS I N T E R N A T I O N A L  ASPECT. I W O U L D  L I K E  N O W  TO 

TURN TO THE O U T L O O K  FOR AN I N D U S T R Y  WE ARE I N T I M A T E L Y  I N V O L V E D  

WITH. I W O U L D  L I K E  TO SHARE SOME IDEAS A B O U T  THE P R O S P E C T S  FOR 

C O N T I N U E D  D E R E G U L A T I O N  AND I N S T I T U T I O N A L  C H A N G E  IN THE B A N K I N G  

INDUSTRY. JUST AS THE E C O N O M I C  D E V E L O P M E N T S  OF THE P A S T  D E C A D E  

HAVE C A L L E D  FOR NEW A P P R O A C H E S  TO M O N E T A R Y  AND FISCAL P O L I C I E S ,  

T H E Y  HAVE ALSO C A L L E D  FOR NE W  A P P R O A C H E S  TO R E G U L A T I N G  THE 

P R O V I S I O N  OF F I N A N C I A L  SERVICES.
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I AM SURE THAT YOU ARE A L R E A D Y  F A M I L I A R  W I T H  THE M OST R E C E N T  

F I N A N C I A L  R E F O R M  L E G I S L A T I O N  IN THE U.S. —  THE M O N E T A R Y  C O N T R O L

A c t  of 1980 and the Garn-St. G e r m a i n  Ac t  of last Octob e r .  The 

MCA R E P R E S E N T E D  a s i g n i f i c a n t  S TEP IN D I S M A N T L I N G  THE M A S S I V E  

L E G I S L A T I O N  AND R E G U L A T O R Y  F R A M E W O R K  THAT HAS E N V E L O P E D  U.S. 

B A N K I N G /  AND SOME W O U L D  ARGUE, L I M I T E D  ITS A B I L I T Y  TO A D A P T  TO A 

R A P I D L Y  C H A N G I N G  E C O N O M I C  E N V I R O N M E N T .  THE G A R N - S T . G E R M A I N  ACT, 

ON THE OT H E R  HAND/ A D D R E S S E D  THE C O M P E T I T I V E  D I S A D V A N T A G E  OF 

D E P O S I T O R Y  I N S T I T U T I O N S  IN R E L A T I O N  TO U N R E G U L A T E D  F I N A N C I A L  

I N T E R M E D I A R I E S  SUCH AS M O N E Y  M A R K E T  FUNDS A N D  THE P R O B L E M  OF 

F A I L I N G  BA N K S  AND THRIFTS.

C L E A R L Y /  THE G R O W T H  OF M O N E Y  M A R K E T  FUNDS AND THE 

E N C R O A C H M E N T  OF B R O K E R A G E  H O U S E S  AN D  R E T A I L  FI R M S  INTO A C T I V I T I E S  

SUCH AS P R O V I D I N G  L I Q U I D  FORMS OF S A V I N G S  I N S T R U M E N T S  HAVE R A I S E D  

S E R I O U S  Q U E S T I O N S  AB O U T  THE R E L E V A N C E  OF E X I S T I N G  P R O D U C T - L I N E  

AND I N S T I T U T I O N A L  D I S T I N C T I O N S  IMPOSED BY R E G U L A T I O N S .  THE R A P I D  

E X P A N S I O N  OF I N T E R S T A T E  A C T I V I T I E S  T H R O U G H  BANK A N D  T H R I F T  

H O L D I N G  C O M P A N I E S /  THE B A N K - L I K E  S E R V I C E S  P R O V I D E D  BY B R O K E R A G E  

HOU S E S /  I N S URANCE C O M P A N I E S /  R E T A I L  O U T L E T S /  A N D  S O - C A L L E D  

" N O N B A N K  B A N K S "  ARE L E A D I N G  M A N Y  TO R E C O N S I D E R  THE G E O G R A P H I C  

L I M I T A T I O N S  ON B A N K I N G .  As A RESULT/ BOTH P O L I C Y M A K E R S  AND 

R E G U L A T O R S  ARE R E V I E W I N G  THE A P P R O P R I A T E N E S S  OF THE E X I S T I N G  

S Y S T E M  OF W H A T  E S S E N T I A L L Y  HAS BEEN P I E C E M E A L  R E G U L A T I O N  A N D  

D E R E G U L A T I O N .

S o m e  e v e n  c o n t e m p l a t e  a  m a j o r  r e s t r u c t u r i n g  o f  r e g u l a t o r y

AN D  S U P E R V I S O R Y  A U T H O R I T Y  AT THIS TIME. H O W E V E R /  WE ARE AT A
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C R O S S R O A D S  W H E R E  THE P R I V A T E  F I N A N C I A L  S Y S T E M  IS C H A N G I N G  V E R Y  

R A P I D L Y ,  AND D E R E G U L A T I O N  IN SOME I M PORTANT A R E A S  IS S TILL 

M A P P I N G  OUT Y E T - U N K N O W N  C O URSES.

T h e r e  a r e  a  h o s t  o f  f u n d a m e n t a l  p u b l i c  p o l i c y  i s s u e s

I N V O L V E D  IF WE ARE TO S I G N I F I C A N T L Y  E L I M I N A T E  THE D I S T I N C T I O N S  

B E T W E E N  BANKS AND OT H E R  TYPES OF I N S T I T UTIONS. T H E S E  INCLUDE NOT 

JUST " C O M P E T I T I O N "  PER SE, BUT P O T E N T I A L  C O N F L I C T S  OF INTEREST/ 

C O N C E N T R A T I O N  OF E C O N O M I C  R E S O U R C E S /  A N D  THE P O T E N T I A L  I N C R E A S E D  

EX P O S U R E  TO RISK AND F I N A N C I A L  I N S T A B I L I T Y  OF THOSE I N S T I T U T I O N S  

( N A M E L Y /  BANKS) T H A T  O C C U P Y  A U N I Q U E  AND P I V O T A L  P O S I T I O N  IN OUR 

ECONOMY. C O N S E Q U E N T L Y /  IN MY OPINI O N /  IT W O U L D  BE BEST TO A L L O W  

THE EFF E C T S  OF THE D E R E G U L A T I O N  WE HAVE HAD TO U N F O L D  MORE F U LLY 

B E F O R E  U N D E R T A K I N G  A M A J O R  R E S T R U C T U R I N G  OF OUR R E G U L A T O R Y  AND 

S U P E R V I S O R Y  I N S T I T U T I O N S .

A n y  C O N S I D E R A T I O N  OF U L T I M A T E  R E F O R M  A LSO R A I S E S  THE ISSUE 

OF THE A P P R O P R I A T E  ROLE OF THE F E D E R A L  R E S E R V E  S Y S T E M  IN 

S U P E R V I S I O N  AND R E G U L A T I O N .  B E C A U S E  OF ITS R E L A T I O N  TO M O N E T A R Y  

POLICY/ ANY R E S T R U C T U R I N G  OF R E G U L A T O R Y  A U T H O R I T Y  IDEALLY W O U L D  

R E T A I N  S U F F I C I E N T  A U T H O R I T Y  IN THE F E D E R A L  R E S E R V E  TO C O N D U C T  

M O N E T A R Y  P O L I C Y  AN D  TO P R O M O T E  F I N A N C I A L  S T A B I L I T Y .  C H A N G E S  IN 

R E G U L A T O R Y  A U T H O R I T Y  ( THE S E T T I N G  OF FORMAL RU L E S  AND P O L I C I E S )  

P R O B A B L Y  W O U L D  BE BEST S T R U C T U R E D  A L O N G  F U N C T I O N A L  OR P R O D U C T  

L I NES/ W H E R E A S  S U P E R V I S I O N  ( T H E  E N F O R C E M E N T  OF THOSE R U L E S  AND 

P O L I C I E S )  IS M OST E F F E C T I V E  W H E N  IT HAS A S E L E C T I V E /

I N S T I T U T I O N A L  FOCUS. T H I S  MI G H T  IMPLY A B R O A D E R  ROLE FOR THE

F e d e r a l  R e s e r v e  i n r e g u l a t i o n / b u t  a  n a r r o w e r  r o l e  i n
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s u p e r v i s i o n . T h e  F e d e r a l  R e s e r v e  c o u l d , f o r  e x a m p l e , f o c u s  o n l y

ON I N S T I T U T I O N S  THAT P LAY KEY RO L E S  IN THE F I N A N C I A L  MARKETS.

T h e s e  i n s t i t u t i o n s  c o u l d  b e  i d e n t i f i e d  b y  t h e i r  h o l d i n g  c o m p a n y

A F F I L I A T I O N ,  OR BY THE E X T E N T  OF THEIR I N T E R S T A T E  B A N K I N G  

A C T I V I T Y ,  OR S I M P L Y  BY THEIR SIZE AS M E A S U R E D  BY A G G R E G A T E  

ASSETS.

E m e r g i n g  t r e n d s  in the 1980s

C h a n g i n g  t e c h n o l o g y  i s a l s o  a  m a j o r  f o r c e  p r o m o t i n g

D E R E G U L A T I O N  TODAY. A U T O M A T  IC~TELLER M A C H I N E S  AN D  P O I N T - O F - S A L E  

T E R M I N A L S  A L R E A D Y  ARE E C O N O M I C A L L Y  V IABLE, AND ARE P R O V I N G  

I N C R E A S I N G L Y  P O P U L A R  W I T H  C O N S U M E R S .  SUCH T E C H N O L O G Y  T O G E T H E R  

W I T H  C O N S I D E R A T I O N S  OF C O M P E T I T I V E  E Q U I T Y  I N E V I T A B L Y  W I L L  EXERT 

I N C R E A S I N G  P R E S S U R E  FOR D E R E G U L A T I N G  BANKS' A C T I V I T I E S .

IN THIS C O N N E C T I O N ,  THE T R E A S U R Y  R E C E N T L Y  S U B M I T T E D  A

r e v i s e d  " F i n a n c i a l  In s t i t u t i o n s  D e r e g u l a t i o n  A c t " t h a t  w o u l d

P E R M I T  BANK AND T H R I F T  H O L D I N G  C O M P A N I E S  TO ENGAGE, T H R O U G H  

S U B S I D I A R I E S ,  IN A V A R I E T Y  OF F I N A N C I A L  A C T I V I T I E S  D E E M E D  B Y  THE

F e d  t o  b e  c l o s e l y  r e l a t e d  t o  b a n k i n g . T h e s e  i n c l u d e  t h e

U N D E R W R I T I N G  AND SALE OF I N SURANCE A N D  M U N I C I P A L  R E V E N U E  BONDS, 

L I M I T E D  D E V E L O P M E N T  AND SALE OF REAL ESTATE, AN D  THE O F F E R I N G  OF 

M O N E Y  M A R K E T  FUNDS. OT H E R  P R O V I S I O N S  INCLUDE A R E ~ D E F I N I T I O N  OF A 

" B A N K "  FOR THE P U R P O S E S  OF THE BANK H O L D I N G  C O M P A N Y  A C T . TH I S  

NEW D E F I N I T I O N  W O U L D  INCLUDE A N Y  " I N S U R E D  B A N K "  OR I N S T I T U T I O N  

E L I G I B L E  TO B E C O M E  AN INSURED BANK, AS W ELL AS ANY I N S T I T U T I O N  

THAT O F F E R S  T R A N S A C T I O N S  A C C O U N T S  A N D  W H I C H  M A K E S  C O M M E R C I A L  

LOANS.
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THE T E C H N O L O G I C A L  T R E N D S  TO W H I C H  I HAVE A L L U D E D  W I L L  O C C U R  

W H E T H E R  OR NOT B A N K I N G  R E G U L A T I O N S  ARE R E L A X E D /  A N D  T H E Y  W I L L  

C O N T I N U A L L Y  C H A L L E N G E  US TO R E“DEFI N E  B A N K S  AS WE NOW K NOW THEM.

In such an e n v i r o n m e n t ,  our B A N K I N G  S Y S T E M  w i l l  be most 

C O M P E T I T I V E  AND E F F I C I E N T  IF D E R E G U L A T I O N  C O N T I N U E S .  THE 1980s, 

T H E R E F O R E ,  MAY BE S AID TO MARK A N E W  ERA FOR BANKI N G ,  ONE IN 

W H I C H  THE " Q U I E T  L I F E "  A S S O C I A T E D  W I T H  R E G U L A T O R Y  P R O T E C T I O N  AND 

I S O L A T I O N  HAS ENDED.
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