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The Credit Crisis and the Role of 
the Federal Reserve

Introduction
T he la s t tim e  I sp o k e  a t  th is  fo ru m  w as b ack  in th e  sp rin g  o f 2 0 0 4 , 

ju s t  a b o u t a  y e a r  a f te r  I w as n a m e d  p re s id e n t an d  CEO o f th e  F ed era l 

R e serv e  B ank o f C le v e la n d . A t t h a t  tim e , I s h a re d  so m e o f m y view s 

on th e  s ta te  o f th e  reg io n al ec o n o m y  du rin g  a  p erio d  o f re la tiv e  

p ro sp e rity  a t  th e  n a tio n a l le v e l. S ince th e n , w e  h av e  s e e n  d ra m a tic  

ch a n g es  in o u r c r e d it  m a rk e ts  t h a t  h av e a f f e c te d  n o t ju s t  o u r 

reg io n al an d  n a tio n a l ec o n o m y , b u t ec o n o m ie s  acro ss th e  w orld . 

In d ee d , th e s e  a r e  h is to ric  an d  u n p re c e d e n te d  tim es.

T he F e d e ra l R eserv e has c e r ta in ly  b e e n  g e ttin g  its  s h a re  o f press 

co v e ra g e . W e h av e  also  s e e n  n u m ero u s s to rie s  a b o u t “ W all S t r e e t” 

v ersu s “Main S t r e e t ,” as if th e r e  w e re  a  g ia n t w all d ividing th e  tw o.

In re a lity , th e  tw o  w o rk  to g e th e r — th e s e  a r e  th e  n u ts  an d  b o lts  of 

f in a n c e  an d  c o m m e rc e  t h a t  to u c h  o u r e v e ry d a y  lives.

In my rem a rk s  to d a y , I w ill ta lk  a b o u t W all S tre e t  an d  Main S tre e t .  I 

w ill d e s c rib e  th e  tu rm o il in f in a n c ia l m a rk e ts , as w ell as th e  F ed era l 

R e serv e’s ac tio n s  to  a d d re ss  th e  s itu a tio n . I w ill m ak e so m e 

co m m e n ts  a b o u t th e  eco n o m y . And th e n  I w ill a d d re ss  th e  q u e s tio n  I 

g e t  ask ed  m o st o ften : “ W hen w ill f in a n c ia l m a rk e ts  re tu rn  to  n o rm al?

Of c o u rse , th e  v iew s I e x p re ss  to d a y  a re  m y ow n an d  do n o t 

n e c essarily  r e f le c t  th e  v iew s o f my co lle a g u e s  in th e  F e d e ra l R eserve 

S ystem .

History
L et m e begin  by w alking  you th ro u g h  a  b it  o f h isto ry  b eh in d  Wall 

S tre e t  an d  Main S tre e t .  I w o u ld  like to  ta k e  you all th e  w ay  b ack  to  

th e  e a rly  y e a rs  o f th e  tw e n tie th  c e n tu ry , b e fo re  th e  F e d e ra l R eserve 

c a m e  in to  e x is te n c e 1.

T he s to ry  s ta r ts  in 1 9 0 6  - a  tim e  w h en  th e  U.S. ec o n o m y  h ad  b een  

ex p a n d in g  fo r  m o st o f th e  prev io u s 5 0  y e a rs . B ut t h a t  boom  e n d e d  

follow ing th e  m assive e a r th q u a k e  in San F ran cisco , an d  o v e r th e  

co u rse  o f th e  f irs t  q u a r te r  o f 1 9 0 7 , th e  Dow Jo n e s In d u stria l A verage 

fe ll n ea rly  2 5  p e rc e n t.

In O c to b e r o f 1 9 0 7 , th e  tu rm o il g rew . A n u m b e r o f le ad in g  tru s t  

co m p an ie s  h ad  s u p p o rte d  an  a t te m p t  by s p e c u la to rs  to  m a n ip u la te  

th e  s to c k  p rice  o f a  c o p p e r  m ining co m p an y . D ep o sito rs b eg an  to  

s u s p e c t th a t  so m e tr u s t  co m p an ie s  w e re  in so lv en t, an d  th e y  fe a re d  

th a t  th e ir  savings w e re  a t  risk. O nce th e  t r u s t  c o m p a n ie s  lo st th e  

p u b lic ’s c o n fid e n c e , d e p o s ito rs  d e m a n d e d  to  w ith d ra w  th e ir  funds 

im m e d ia te ly  b e fo re  th e y  lo st ev e ry th in g .
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P anic quickly  b ro k e  o u t. A b ro k e ra g e  firm  d e c la re d  b a n k ru p tc y , an d  a 

n u m b e r o f e s ta b lis h e d  banks w e re  in tu rm o il. [Sound fa m ilia r? ] But 

10 0  y e a rs  ag o , th e r e  w as no o ffic ia l m ech an ism  to  a b so rb  th e  shocks 

to  th e  sy s te m —th e r e  w as no F e d e ra l R eserve.

Riding to  th e  re s c u e  w as so m e o n e  w ho is s till le g e n d a ry  in f in an c ia l 

c ircles: J .P . M organ. He fu n c tio n e d  as a  d e  fa c to  c e n tr a l  b a n k e r  fo r 

th e  U.S. ec o n o m y  - an d  h e p lay ed  a  v ita l ro le  in en d in g  th e  p anic. 

W ith N ew  York City te e te r in g  on th e  v e rg e  o f b an k ru p tc y , an d  th e  

o rig in al t r u s t  co m p an ie s fac in g  a  run on th e ir  d e p o s its , h e  b ro u g h t 

to g e th e r  th e  p re s id e n ts  o f d o zen s o f t r u s t  c o m p a n ie s  a t  his hom e 

lib rary . He to ld  th e m  to  c o b b le  to g e th e r  a  loan to ta lin g  $ 2 5  m illion, 

o r  e ls e , an d  I q u o te , “ th e  w alls o f th e ir  ow n e d ific e s  m ig h t co m e 

c ru m b lin g  a b o u t th e ir  e a r s .” He le f t  th e m  to  w o rk  o u t th e  d e ta ils , 

an d  lo ck ed  th e  d o o r fro m  th e  o u ts id e , so th e y  c o u ld n ’t  le a v e  u n til 

th e y  had  an a g re e m e n t.

His ta c tic s  w o rk e d . T he fin a n c ie rs  p u t a s id e  w h a t th e y  p e rc e iv e d  as 

th e ir  in d iv id u al in te re s ts  an d  jo in e d  to g e th e r  to  su p p o rt th e  e n t ir e  

f in a n c ia l sy ste m . Thus b eg an  th e  re s to ra tio n  o f c o n fid e n c e , and  

m a rk e t reco v ery . But th e  e p iso d e  h ig h lig h ted  o u r n a tio n ’s 

d e p e n d e n c e  on th e  w illingness o f p r iv a te  in te re s ts  to  sa fe g u a rd  o u r 

f in a n c ia l m a rk e ts . And m any v ie w e d  th is  s ta te  o f a ffa irs  as placing  

Main S tre e t  a t  th e  m ercy  o f W all S tre e t .

O ur n a tio n  w as re a d y  to  c r e a te  a  n ew  in s titu tio n  to  u n d erp in  its 

f in a n c ia l in fra s tru c tu re , an d  P re s id e n t W oodrow  W ilson sig n ed  in to  

law  th e  F e d e ra l R eserv e A ct in D ec em b e r 1 9 1 3 .

Background on the Federal Reserve
T he p ro file  o f th e  U.S. ec o n o m y  has c h a n g e d  d ra m a tic a lly  s in c e  1 9 13 , 

an d  so has A m eric a’s f in a n c ia l s e c to r . T he F e d e ra l R eserv e has 

e v o lv ed  as w ell o v e r th e  p a s t  9 5  y e a rs , a lth o u g h  o n e  key f e a tu r e  of 

th e  orig in al leg isla tio n  has s to o d  th e  t e s t  o f tim e: a  d e c e n tra liz e d  

s tr u c tu re  a im e d  a t  en su rin g  th a t  th e  F e d e ra l R eserv e is a c c o u n ta b le  

to  th e  w h o le  co u n try , an d  n o t ju s t  th e  f in a n c ia l c e n te rs .

T h a t is w hy th e r e  is a  B oard o f G overnors in W ashington as w ell as 12 

F e d e ra l R eserv e banks, w hich  a re  fo c u se d  on en su rin g  t h a t  th e  

e c o n o m ic  n ee d s  an d  in te re s ts  o f e v e ry  region  - in clu d in g  th is  o n e  - 

a re  w ell re p r e s e n te d  in th e  p o licy -m ak in g  p ro ce ss . F iguratively  

sp eak in g , I am  y o u r s e a t  a t  th e  ta b le . T h e e x is te n c e  o f R eserve 

Banks, b ran c h  o ffic es , an d  th e ir  d ire c to rs  g u a ra n te e s  a  tru ly  

n a tio n w id e  Main S tre e t  p e rs p e c tiv e  t h a t  in flu e n ces  th e  fo rm u la tio n  of 

F e d e ra l R eserv e policy.

For c lo se  to  a  c e n tu ry , t h a t  s tr u c tu re  has p ro v id ed  a  fra m e w o rk  fo r 

th e  F e d e ra l R eserv e to  p u rsu e  its m a n d a te  o f k eep in g  p rices s ta b le  

an d  m axim izing ec o n o m ic  g ro w th . T he F e d e ra l R eserv e has fa c e d  its 

s h a re  o f c h a lle n g e s  s in c e  its  fo u n d in g , b u t w e  a re  in th e  m id st o f o n e  

o f o u r b ig g est c h a lle n g e s  e v e r . T o d ay ’s fin a n c ia l s itu a tio n  is h isto ric , 

an d  m any o f o u r ac tio n s  a re  w ith o u t p re c e d e n t.

Explaining the Turmoil
As w e  all know , g lo b al f in a n c ia l m a rk e ts  h av e  b e e n  s u b je c te d  to  

e x tre m e  s tre s s  fo r  a  l i t t le  m o re  th a n  a  y e a r  now 2 . W e a re  se e in g  th is 

s tre s s  in th e  e q u ity  m a rk e ts , w h e re  th e  Dow Jo n es In d u stria l A verage 

has h ad  d ra m a tic  d aily  sw ings. W e a re  also  se e in g  c r e d i t  m a rk e ts  

se iz e  up. Som e b o rro w ers  sim ply  c a n n o t g e t  loans.

So how  did th is  a ll h a p p e n ? It is c e r ta in ly  a  c o m p le x  sto ry , an d  w e 

d o n ’t  h av e  en o u g h  tim e  to d a y  to  e x p lo re  e v e ry  c h a p te r .  But I w ill 

c o m m e n t on th r e e  in p a r tic u la r. F irst, th e  e n t ir e  housing in d u stry  

b o o m ed  as a  re s u lt o f lax  u n d e rw ritin g  s ta n d a rd s , so arin g  housing
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p rice s , an d  an en d le ss  su p p ly  o f in v e sto rs  looking fo r  a t tr a c t iv e  

re tu rn s . W hen rising d e lin q u e n c y  ra te s  m a d e  i t  c le a r  t h a t  h u n d red s  of 

billions o f d o lla rs o f m o rtg a g e  loans w e re  b ased  on dubious 

assu m p tio n s , le n d e rs  sh u t o ff  th e  su p p ly  o f n ew  m o ney, p e o p le  tr ie d  

to  se ll o ff th e  q u e s tio n a b le  in v e s tm e n ts  t h a t  th e y  w e re  holding, and 

housing p rices p lu n g ed .

S econd, te ch n o lo g y  an d  fin a n c ia l e n g in e e rin g  h ad  re v o lu tio n iz e d  th e  

m a rk e tp la c e . Loans t h a t  w e re  o n c e  h eld  on th e  books o f w ell- 

c a p ita liz e d  banks w e re  now  p o o led  to g e th e r , an d  p o rtio n s o f th e  

pools w e re  so ld  o ff to  in v e sto rs  as in d iv id u al s e c u r itie s . In ca se s  

w h e re  c r e d it  q u a lity  w as low , th e  sp o n so r o f th e  s e c u r itie s  could  

a c h ie v e  a  high ra tin g  fo r  th e m  from  a  ra tin g  ag e n cy  by p u rch asin g  a 

c r e d it  g u a ra n te e . W hen housing p rices  fe ll, th e  v a lu e s  o f th e s e  

co m p lex  s e c u r itie s  fe ll as w ell, in so m e ca se s  q u ite  s te e p ly .

In h in d sig h t, e v e ry o n e  re lie d  to o  heav ily  on m o d els t h a t  w e re  b ased  

on h is to ric a l assu m p tio n s. C o m p licatin g  m a tte rs  f u r th e r , loans 

b ac k ed  by d if fe re n t kinds o f in c o m e s tre a m s , such  as s tu d e n t  loans, 

c r e d it  c a rd  lo an s, an d  a u to m o b ile  lo an s, w e re  also  p o o led  to g e th e r  

an d  s e c u r itiz e d . W hen th e  housing b u st s e t  in, in v e sto rs  lo st 

c o n fid e n c e  in all kinds o f f in a n c ia l a s s e ts  an d  h e a d e d  fo r  th e  ex its .

Finally, m any le n d e rs  w e re  highly le v e ra g e d , m e an in g  t h a t  th e y  w e re  

fin an cin g  th e ir  a c tiv ity  w ith  v ery  l i t t le  o f th e ir  ow n c a p ita l  a t  risk. 

In ste a d , th e y  w e re  rely ing  on b o rro w ed  m oney. Not surp risin g ly , th e  

c re d ito rs  w ho w e re  a t  risk w a n te d  th e ir  m o n ey  b ack , an d  to  pay 

th e m  th e  le n d e rs  h ad  to  se ll th e ir  a s s e ts  a t  d is tre s s e d  p rices, 

m ean in g  th a t  th e y  had  to  ta k e  la rg e  lo sses. W ith l i t t le  c a p ita l  to  

p r o te c t  th e m  a g a in s t th e s e  lo sses, p e o p le  b eg an  to  q u e s tio n  th e  

so lv en cy  o f n ea rly  all firm s involved  in th e s e  m a rk e ts .

A r e c e n t  a r tic le  in T he W all S tre e t  Jo u rn a l n icely  il lu s tra te d  how  th is 

f e a r  m a n ife s ts  its e lf . H e re ’s w h a t th e  a u th o r  w ro te:

Imagine th a t you are  playing poker with 10 people and th at 
you learn th a t a  m inority of them  is broke and would not pay  
you if they lose. You don't know, however, who the ones are  
who won’t pay. In this environm ent, the risk of losing would 
be too high even if you know th a t m ost of the players are  
perfectly  sound financially and would pay up if they lose.

In this environm ent, any rational card p layer would stop  
making b ets until the true solvency position of each player is 
revealed and the bankrupt ones are expelled from  the game. 

Having insolvent players sitting  a t  the table spoils the gam e3. 
L ikew ise, in to d a y ’s g lo b al f in a n c ia l sy ste m , th e  co m m e rc ia l banks, 

in v e s tm e n t b anks, s e c u r itie s  d e a le rs , c r e d it  ra tin g  a g e n c ie s , in su ran c e  

c o m p a n ie s , an d  m u tu a l fu n d s all d e a l c lo sely  w ith  o n e  a n o th e r . So it 

isn ’t  su rp risin g  t h a t  th e  th r e a t  t h a t  any  o n e  o f th e m  m ig h t be 

in so lv en t je o p a rd iz e s  c o n fid e n c e  in th e  e n t i r e  sy stem .

R e m e m b er t h a t  th e  fo u n d a tio n  o f e v e ry  fin a n c ia l sy stem  is 

c o n fid e n c e . In o rd e r  fo r  m o n ey  to  c irc u la te  th ro u g h  an eco n o m y , in 

th e  form  o f c re d it , th e r e  m u st b e  c o n fid e n c e  th a t  fu n d s t h a t  a re  

lo a n ed  w ill b e  paid  b ack. Sim ilarly, th e r e  m u st b e  c o n fid e n c e  th a t  

th e  in f ra s tru c tu re  su p p o rtin g  th e  f in a n c ia l sy stem  w ill s u p p o rt th e  

sy stem  in tim e s  o f tu rm o il. R em ove th is c o n fid e n c e  an d  y o u ’re  le f t  

w ith  f in a n c ia l m a rk e ts  in a  s ta t e  o f p araly sis.

Responding to the Recent Volatility
J u s t  as J .P . M organ to o k  bold  a c tio n  in 1 9 0 7  to  h elp  re s to re  fin an c ia l 

s ta b ility  an d  c o n fid e n c e , so has th e  F e d e ra l R eserv e a  c e n tu ry  la te r . 

O ver th e  p a s t y e a r , th e  F e d e ra l R eserv e has b e e n  p laying a  p iv o ta l 

ro le  in h elp in g  to  r e s to re  s ta b ility  to  th e  fin a n c ia l sy stem  w h ile  w e
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n a v ig a te  th ro u g h  th e  m any e c o n o m ic  c ro s s -c u rre n ts . In d ee d , o u r ro le 

as p ro v id er o f liq u id ity  an d  le n d e r  o f la s t re s o r t  has n e v e r b e e n  m ore 

im p o rta n t.

W e h av e ta k e n  ac tio n s  on a  n u m b e r o f d if fe re n t fro n ts . I’ll m e n tio n  a 

few .

F irst, in re sp o n se  to  th e  e a rly  tu rb u le n c e  in th e  su m m e r o f 2 0 0 7 , w e 

b eg an  red u cin g  o u r f e d e ra l  fu n d s r a te  ta r g e t .  O ur e f fo rts  h av e b een  

ag g re ssiv e—w e h av e  lo w ere d  th a t  r a te  by 4 2 5  basis p o in ts  as th e  

e c o n o m ic  o u tlo o k  has p ro g ressiv e ly  w e a k e n e d .

But w e  h av e  d o n e  m o re  th a n  c u t  in te r e s t  r a te s .  To a d d re ss  liq uidity  

issues in th e  c o m m e rc ia l ban k in g  s e c to r , th e  F e d e ra l R eserv e has 

u sed  its  tra d itio n a l len d in g  a u th o rity  in c re a tiv e  w ays. W e h ave 

e x te n d e d  c r e d it  to  banks in s ig n ific an t am o u n ts  an d  fo r  lo n g er 

p erio d s th a n  is ty p ic a l. C u rren tly  w e  h av e  roughly  $ 5 0 0  billion 

o u ts ta n d in g  in th e s e  lo an s, v ersu s  a b o u t $ 3 0 0  m illion a  y e a r  ago.

N orm ally, w e  len d  only  to  co m m e rc ia l banks. As th e  fin a n c ia l tu rm o il 

s p re a d , i t  b e c a m e  c le a r  t h a t  w e  w o u ld  h av e to  b ro a d e n  o u r sc o p e . In 

th e  sp rin g  o f th is  y e a r , w e  b eg an  to  u se  o u r e m e rg e n c y  p o w ers to  

d e a l w ith  p ro b lem s a t  sy stem ic a lly  im p o r ta n t n o n -b a n k s such  as Bear 

S tea rn s  an d  AIG. In a d d itio n , th e  F e d e ra l R eserv e has b e e n  len d in g  to  

a  gro u p  o f p rim ary  s e c u r itie s  d e a le rs  w ho a re  c ritic a lly  im p o r ta n t to  

th e  fu n ctio n in g  o f c r e d it  m a rk e ts .

U n fo rtu n a te ly , th e  f in an c ia l tu rm o il has n o t b e e n  lim ite d  to  th e  

U nited  S ta te s . It has b e c o m e  a  g lo b al p ro b lem , an d  th e  d e m a n d  fo r 

d o lla r  liq u id ity  e x te n d s  w e ll b ey o n d  o u r b o rd e rs . C o n seq u en tly , th e  

F e d e ra l R eserv e has b e e n  providing s u b s ta n tia l a m o u n ts  o f d o lla r 

liq u id ity  to  o th e r  c e n tr a l  banks.

W e a re  also paying c lo se  a t te n t io n  to  th e  p e rfo rm a n c e  o f so m e 

p a r tic u la r  f in a n c ia l in s tru m e n ts , such  as co m m e rc ia l p a p e r , w h ich  a re  

c r it ic a l to  fin an cin g  d aily  b u sin ess fu n ctio n s  such  as m e e tin g  payroll. 

W e h av e ta k e n  a  n u m b e r o f ac tio n s  to  su p p o rt tra d in g  in th e s e  

in s tru m e n ts .

T h ese  v ario u s a c tiv itie s  i l lu s tra te  how  fo rc e fu lly  w e  a re  using o u r 

a u th o rity  to  h elp  f in a n c ia l m a rk e ts  reg a in  th e ir  h e a lth . In to ta l ,  o u r 

v ario u s len d in g  fa c ilitie s  h av e  p ro v id ed  m o re  th a n  a  trillio n  d o lla rs  of 

a d d e d  liq u id ity  to  th e  f in a n c ia l sy stem .

W hile th e  F e d e ra l R eserv e has u n d e r ta k e n  h isto ric  and  

u n p re c e d e n te d  a c tio n s , th e  s e v e rity  o f th e  s itu a tio n  has re q u ire d  th e  

e x e c u tiv e  an d  le g is la tiv e  b ra n c h e s  o f g o v e rn m e n t to  also  s te p  in.

As you a re  a w a re , th e  T re asu ry  has a l lo c a te d  $ 7 0 0  billion to  its  

T ro u b led  A sset R elief P ro g ram , also  know n as TARP. W hile th e r e  have 

b e e n  w e ll-p u b lic iz e d  ch a n g es  to  th e  d ire c tio n  o f th is  p rogram  in ju s t  

th e  p a s t fe w  days, th e  m ission o f th e  TARP rem a in s c le a r —to  g e t  

p r iv a te  c r e d it  flow ing  ag ain .

I can  u n d e rs ta n d  w hy so m e p e o p le  fin d  i t  d iffic u lt to  k ee p  tra c k  of 

th e  m any in itia tiv e s  I h av e b e e n  d escrib in g , an d  ev e n  w hy so m e 

c ritic s  d e s c rib e  th e m  as a  “ b a ilo u t” o f W all S tre e t  firm s. In m y view , 

th e  c r itic s  a re  m issing th e  p o in t. W ith o u t th e  n o rm al fu n ctio n in g  o f 

c r e d it  m a rk e ts , Main S tre e t  c a n n o t fu n c tio n  e i th e r .

T he b ro a d e r  p o in t, a b o u t th e  ran g e  o f ac tio n s  ta k e n  by fe d e ra l  

a u th o ritie s , is t h a t  ac tio n s  to o k  p la c e  only  w h en  i t  b e c a m e  c le a r  

th e r e  w e re  g rav e  th r e a ts  to  th e  o v e ra ll s ta b ili ty  o f th e  fin an c ia l 

sy stem  an d  to  th e  o u tlo o k  fo r  e c o n o m ic  g row th.

T he ac tio n s  o f th e  F e d e ra l R eserv e, th e  U.S. T re asu ry , in te rn a tio n a l 

c e n tr a l  banks, an d  o th e r  g o v e rn m e n t e n t i t ie s  h av e to g e th e r  h e lp e d
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to  m itig a te  m uch o f th e  p o te n tia l  d a m a g e  to  th e  g lo b al eco n o m y .

Still, th e  tu rm o il has ta k e n  its  to ll, an d  to d a y  th e  ec o n o m ic  o u tlo o k  is 

d e c id e d ly  n e g a tiv e .

At th e  F e d e ra l R eserv e Bank o f C lev elan d , w e  look a t  a  lo t of 

e c o n o m ic  d a ta  an d  a t  th e  re su lts  o f co m p lex  fo re c a s tin g  m o d els. We 

also  ta lk  w ith  a  lo t o f p e o p le . In r e c e n t  w ee k s  w e  h av e s te p p e d  up 

o u r c o n ta c ts  w ith  b u sin ess, b anking, an d  civ ic le a d e rs . W e a re  

h ea rin g  th a t  th e  c r e d i t  cru n c h  is a ffe c tin g  m any se c to rs  o f th e  

reg io n al an d  n a tio n a l ec o n o m y . W e a re  also  se e in g  a  r ip p le  e f f e c t  

p lay  o u t acro ss th e  re a l eco n o m y .

Recession and Recovery
C o llectiv ely , th e  in fo rm atio n  I h av e b e e n  looking a t  te lls  m e t h a t  th e  

ec o n o m y  is now  in a  rec essio n , a lth o u g h  th e  N atio n al B ureau o f 

E conom ic R esearch , th e  r e f e r e e  in such  m a tte rs , has y e t  to  ca ll o n e . 

N atio n ally , e m p lo y m e n t has b e e n  d ec lin in g  all y e a r , an d  in la s t 

w e e k ’s e m p lo y m e n t re p o r t  w e  sa w  th e  c h a ra c te r is tic  m o n th ly  

em p lo y m e n t losses t h a t  a re  a s s o c ia te d  w ith  a  rec essio n .

M an u factu rin g  o u tp u t  has b e e n  fo llow ing  a  s im ilar c o u rse . And you 

w o n ’t  b e  su rp rise d  to  le a rn  th a t  re ta ile rs  a re  p o stin g  d ism al sa les  

fig u re s--so m e  o f th e  lo w e s t se e n  in d e c a d e s . In f a c t ,  ju s t  th is 

m orning, th e  C o m m erce  D e p a rtm e n t re p o r te d  th e  w o rs t r e ta il  sa les 

f ig u res in 4 0  y e a rs .

I h ad  b e e n  e x p e c tin g  th e  p a c e  o f ec o n o m ic  a c tiv ity  to  slo w  dow n for 

m o re  th a n  a  y e a r  now , a lth o u g h  I h ad  n o t b e e n  e x p e c tin g  a  rec essio n . 

Econom ic fo re c a s tin g  is n e v e r an  e x a c t  s c ie n c e , an d  th e s e  

e x c e p tio n a lly  v o la tile  c r e d it  m a rk e t co n d itio n s  m ak e fo re c a s ts  a ll th e  

m o re  u n c e r ta in . T h e w o rsen in g  o f f in a n c ia l m a rk e t co n d itio n s  during 

th e  y e a r , an d  e s p e c ia lly  s in c e  S e p te m b e r, has p ro fo u n d ly  a f f e c te d  my 

o u tlo o k  fo r  th e  ec o n o m y . T he fin a n c ia l s tre s s  is raising th e  c o s t o f 

c re d it , re s tr ic tin g  th e  a v a ila b ility  o f c re d it , an d  in d ucing  c a u tio u s  

b eh a v io r by b o rro w ers an d  le n d e rs . All o f th is  is red u c in g  sp e n d in g  by 

b o th  b u sin esses  an d  co n su m ers . S ta te  an d  lo cal g o v e rn m e n t f in an c es  

a re  bein g  a f f e c te d  as w ell.

At th e  m o m e n t, th e  signs p o in t to  a  recessio n  b ey o n d  j u s t  a  “ g ard en  

v a r ie ty ” d o w n tu rn . T he len g th  an d  s e v e rity  o f th e  rec essio n  will 

d e p e n d  on how  quickly  c r e d i t  m a rk e ts  re tu rn  to  n o rm al. And th e r e  is 

e v id e n c e  in so m e fin a n c ia l m a rk e ts , such  as in te r -b a n k  len d in g  an d  

c o m m e rc ia l p a p e r , t h a t  p ro g ress is b ein g  m a d e . But how  w ill w e 

know  w h en  th e  f in a n c ia l m a rk e ts  a re  b ack  on solid  g ro u n d ? H ere  a re  

so m e signs o f “ n o rm a l” th a t  I am  looking for:

F irst, banks h av e to  begin  len d in g  to  o n e  a n o th e r  an d  c r e d it  m a rk e ts  

h av e to  o p e r a te  w ith o u t e x tra o rd in a ry  in v o lv e m e n t fro m  th e  F ed era l 

R eserv e an d  th e  T re asu ry . W hile th e  F e d e ra l R e se rv e ’s in v o lv em en t 

has b e e n  c o n s is te n t w ith  o u r ro le  as th e  le n d e r  o f la s t re s o r t, th e  

p riv a te  s e c to r ’s a b ility  to  s ta n d  on its  ow n tw o  f e e t  w ill b e  p iv o ta l to  

an  e v e n tu a l rec o v ery  o f f in a n c ia l m a rk e ts .

S econd, h o m e p rices m u st s ta b iliz e . T he d o w n tu rn  in th e  housing 

m a rk e t, o f c o u rse , w as th e  c a ta ly s t  in driving th e  v o la tility  in th e  

b ro a d e r  ec o n o m y  an d  in fre e z in g  up th e  c r e d it  m a rk e ts . I am  looking 

fo r  housing p rice s  to  re a c h  a  b o tto m , an d  I d o n ’t  th in k  w e  a re  q u ite  

th e r e  y e t .

T hird , to d a y ’s e x tre m e ly  low  tra d in g  v o lu m es in th e  p riv a te  m a rk e ts  

fo r  m o rtg a g e s, s tu d e n t  lo an s, an d  a u to  loans m u st pick  up. I b e lie v e  

th is  p ro cess w ill a c c e le r a te  as c o n fid e n c e  in th e  p ricing  o f th e s e  

a s s e ts  is slow ly re s to re d .

Finally, ju s t  fro m  m y p erso n a l p e rs p e c tiv e , I’ll c o n s id e r  us to  b e  back  

to  n o rm al w h en  th e  F e d e ra l R eserv e re tu rn s  to  th e  b ack  p ag es o f th e
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p a p e r ’s b u siness s e c tio n .

But w e  a r e  n o t th e r e  q u ite  y e t .  And ev e n  w h en  m a rk e ts  re tu rn  to  

w h a t is ty p ically  th o u g h t o f as “ n o rm a l,” ch a n g es  w ill s till b e  n e e d e d  

fo r  th e  long te rm . W e n e e d  to  fo cu s on th e  fa c to rs  I c i te d  as cau ses 

o f th e  tu rm o il—lax u n d erw ritin g  s ta n d a rd s , co m p lex  fin an c ia l 

p ro d u c ts , an d  ex c essiv e  le v e ra g e . T h e n e x t C ongress an d  th e  

incom ing A d m in istra tio n  a re  su re  to  s e e k  s tr ic te r  re g u la tio n  an d  m o re 

g o v e rn m e n t o v ersig h t. T h e p riv a te  s e c to r  is a lre a d y  tak in g  a c tio n  on 

its  ow n. F in an cial in s titu tio n s  h av e  s ta r te d  to  re in  in risky p ra c tic e s , 

an d  m any o f th e  p ro b le m a tic  f in an c ia l p ro d u c ts  o f th e  p a s t h av e 

d is a p p e a re d . T he F e d e ra l R eserv e has tig h te n e d  up re g u la tio n s  th a t  

ap p ly  to  m o rtg a g e  loan p ro d u c ts  an d  u n d erw ritin g  s ta n d a rd s . 

G o v ern m e n t an d  p riv a te  a c tio n s , I’m co n v in ce d , w ill m ak e stro n g  

e f fo rts  a t  having o u r f in an c ia l m a rk e ts  b e c o m e  m o re  tr a n s p a r e n t  an d  

less co m p lex .

As w e  w o rk  to w a rd  t h a t  f u tu re , l e t ’s n o t fo rg e t  w h a t re so u rc e s  w e 

h av e to  w o rk  w ith . And w h en  I ta lk  a b o u t re so u rc e s , I am  n o t 

re fe rrin g  to  all o f th e  fu n d s a d v a n c e d  by th e  F ed era l R eserv e an d  th e  

T reasu ry . I am  re fe rrin g  to  th e  tr u e  re so u rc e s  o f o u r co untry: o u r 

p e o p le , o u r bu sin ess e n te rp r is e s , an d  o u r in g en u ity . T h ese  a re  th e  

re so u rc e s  w e  can  all h av e  c o n fid e n c e  in. M oney pro v id es a  m ean s of 

e x c h a n g e , b u t i t  is n o t th e  tr u e  so u rc e  o f o u r w e a lth . As w e  stru g g le  

to  re p a ir  o u r f in a n c ia l sy ste m , w e  sh o u ld  n o t lose c o n fid e n c e  in th e  

fo rc e s  th a t  h av e  w o rk e d  to  o u r a d v a n ta g e  th ro u g h o u t o u r h istory . 

T hey  a re  in ta c t ,  an d  th e y  w ill e n d u re .

O ne o f o u r fo u n d in g  f a th e rs , Ja m e s  M adison, u n d e rs to o d  th is . In a 

s p e e c h  h e  gave to  th e  V irginia C o n vention  in 1 7 8 8 , h e  sa id , “T he 

c irc u la tio n  o f c o n fid e n c e  is b e t t e r  th a n  th e  c irc u la tio n  o f m o n e y .”

J u s t  as c o n fid e n c e  w as p a ra m o u n t th e n , so i t  is to d a y  as w ell. W e all 

know  t h a t  o u r ec o n o m y  is ta k in g  so m e v ery  h ard  knocks, b u t in f a c t  it 

is o u r u n d erly in g  reso u rc e fu ln e ss  as a  n a tio n  t h a t  gives m e g re a t 

c o n fid e n c e  in o u r a b ility  to  b o u n ce  b ack . And t h a t ’s w o rth  

re m e m b e rin g  w h e th e r  you a re  on W all S tre e t , Main S tre e t ,  o r  rig h t 

h e re  on E ast N inth S tre e t .

[1 ] T he follow ing is p rim arily  d raw n  from  R o b e rt B runer an d  Sean 

C arr, The Panic of 1907: Lessons Learned from  the M arket’s Perfect 
Storm, 2 0 0 7 .

[2 ] Using A ugust 9 , 2 0 0 7  as a  s ta r t  d a te  o f th e  e x tre m e  v o la tility .

[3 ] Wall S treet Journal, O ct. 9 , 2 0 0 8  — 
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