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Introduction
T oday, w e  a re  s till in th e  m id st o f th e  g r e a te s t  f in a n c ia l s tre s s  o u r 

ec o n o m y  has s e e n  s in c e  th e  G re a t D epression. T he e x te n t  o f th e  

d isru p tio n s  is v ery  b ro a d —from  co m m e rc ia l p a p e r  to  c o n s u m e r and  

b u siness loans to  a s s e t-b a c k e d  s e c u r itie s , in te rb a n k  len d in g , an d  risk 

m a n a g e m e n t p ro d u c ts . M any b o rro w ers  a r e  fin d in g  it  d iffic u lt to  

o b ta in  a c c e ss  to  c r e d i t  u n d e r  te rm s  an d  co n d itio n s  th e y  w o u ld  find  in 

h e a lth ie r  tim e s.

You as b an k e rs  a r e  w e ll a w a re  t h a t  y o u r in d u stry  has b e e n  u n d e r 

s ie g e  d u rin g  th e  p a s t  y e a r  an d  a  h alf, ev e n  th o u g h  only  a  re la tiv e  

h an d fu l o f in s titu tio n s  o u t o f m any th o u sa n d s  n a tio n w id e  have 

a c tu a lly  b e e n  involved  w ith  th e  un d erly in g  p ro b lem s t h a t  la u n ch e d  

th e  crisis. B ut th e  w id e s p re a d  fra g ility  o f c r e d it  m a rk e ts  now  a ffe c ts  

us all, an d  i t  is d e e p e n in g  an d  prolonging  o u r rec essio n . So I th in k  

th a t  a ll o f us in th e  banking  in d u stry  as w ell as th e  re g u la to ry  a re n a  

h av e a  ro le  to  p lay  in re s to rin g  p u b lic  c o n fid e n c e  an d  t r u s t  in w h a t 

w e  d o —w e  m u st all w o rk  to g e th e r .

S ig n ifican t m o n e ta ry  an d  fisca l fo rc e s  a re  a lre a d y  a t  w o rk  to  

c o u n te r a c t  th e  rec essio n . A v ery  s iz a b le  fisca l s tim u lu s p ac k ag e  is 

now  in p la c e , as w e ll as a  c o m p re h e n siv e  s tra te g y  fo r  ad d re ssin g  th e  

p lig h t o f m illions o f d is tre s s e d  m o rtg a g e  h o ld e rs. T he F e d e ra l R eserve 

is ag g ressiv e ly  using all o f th e  to o ls  a t  o u r d isp o sal to  pro v id e 

liq u id ity  to  f in a n c ia l m a rk e ts  an d  to  p ro m o te  an  ec o n o m ic  reco v ery .

In my rem a rk s  to d a y , I w ill b riefly  ex p la in  my e c o n o m ic  o u tlo o k  and 

th e  F e d e ra l R e serv e’s r e c e n t  a c tio n s . T hen  I w ill m ak e a  few  

c o m m e n ts  on c h a n g e s  to  th e  f in a n c ia l re g u la to ry  sy ste m . I w ill m ake 

th e  c a s e  fo r  a  n ew  fra m e w o rk  fo r  ca te g o riz in g  fin a n c ia l in s titu tio n s  

b ased  on th e  d e g re e  o f risk th e y  p o se  to  th e  fin a n c ia l sy ste m , an d  I 

w ill ad d  m y e n d o rs e m e n t to  w h a t so m e h av e c a lle d  m a c ro p ru d e n tia l 

su p erv isio n .

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 .

I. The Situation - Where Are We?
L et m e s t a r t  w ith  w h a t I c o n s id e r  to  b e  th e  m o st im p o r ta n t a s p e c ts  

o f th e  c irc u m s ta n c e s  w e  f a c e  in th e  ec o n o m y  to d a y . S ince th e  

beg in n in g  o f th e  rec essio n  in D ecem b er 2 0 0 7 , a b o u t 4 .4  m illion 

A m erican jo b s  h av e b e e n  lo st, w ith  w e ll o v e r h alf o f th o s e  losses 

com ing in ju s t  th e  p a s t fo u r m o n th s. W e h av e  also  se e n  a  huge 

in c re a s e  in th e  jo b le ss  r a te  s in c e  th e  rec essio n  b eg a n , ju m p in g  from

4 .9  p e r c e n t  to  8.1  p e rc e n t. H ere in O hio, p ro b lem s in th e
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m a n u fa c tu rin g  s e c to r  h av e ta k e n  th e ir  to ll—o u r u n e m p lo y m e n t r a te  

now  s ta n d s  a t  9 . 4  p e rc e n t.

A cross th e  n a tio n , b u sin esses h av e b e e n  slash in g  p ro d u ctio n  and 

red u c in g  th e ir  c a p ita l  sp e n d in g  p lan s. For co n su m ers , th e  loss of 

w e a lth  fro m  th e  c o lla p s e  o f housing an d  e q u ity  p rices  has b een  

sta g g e rin g . L ast y e a r , th e  n e t  w o rth  o f U.S. h o u seh o ld s d e c lin e d  by 

m o re  th a n  11 trillio n  d o lla rs, o r by 18 p e rc e n t. To p u t t h a t  in 

p e rs p e c tiv e , t h a t  is c lo se  to  a  y e a r ’s w o rth  o f U.S. gross d o m e stic  

p ro d u c t.

In p a s t re c essio n s, w e  h av e b ee n  a b le  to  re ly  on in te rn a tio n a l 

m a rk e ts  to  cu sh io n  a  d o m e stic  slu m p , b u t t h a t ’s n o t th e  c a s e  th is 

tim e . P ro d u ctio n  an d  sp e n d in g  a c tiv ity  h av e b e e n  d ec lin in g  aro u n d  

th e  w o rld . T he In te rn a tio n a l M o n etary  Fund p ro je c ts  t h a t  th e  w orld  

ec o n o m y  w ill c o n tra c t  in 2 0 0 9  fo r  th e  f irs t  tim e  in 6 0  y ea rs .

T he housing s e c to r , w hich  led  us in to  th e  rec essio n , has n o t y e t  

re g a in e d  its  h e a lth . H ousing p rices  a re  s till d ec lin in g  in m any p a rts  of 

th e  co u n try , housing s ta r ts  h av e  fa lle n  by m o re  th a n  6 0  p e r c e n t  sin ce  

th e ir  p e a k  in 2 0 0 6 , an d  th e  n u m b e r o f unsold  h o m es is s till q u ite  

la rg e  re la tiv e  to  th e  p a c e  o f sa le s . At th e  c u r r e n t  se llin g  r a te ,  it  

w o u ld  ta k e  1 0  m o n th s ju s t  to  c le a r  th e  in v e n to ry  o f ex istin g  hom es.

T h ese  a re  all r a th e r  grim  s ta tis t ic s . W e a r e  e x p e rie n c in g  a  bro ad ly  

b ased  recessio n  th a t  is d e e p e r  an d  t h a t  has a lre a d y  la s te d  f a r  lo n g er 

th a n  is ty p ic a l. B ut w e  know  t h a t  rec essio n s  do e n d , an d  th is  o n e  

w ill, to o . I e x p e c t  e c o n o m ic  co n d itio n s  to  s ta b iliz e  by th e  e n d  o f th e  

y e a r  an d  th e n  begin to  re c o v e r  n e x t y e a r  as th e  fisca l s tim u lu s  b o osts 

sp e n d in g  an d  as w e  w o rk  o ff  ex c ess  in v e n to rie s . My f o re c a s t  fo r 

rec o v ery  also p resu m e s th e  c u r r e n t  ac tio n s  u n d e r ta k e n  by th e  F e d e ra l 

R eserv e an d  th e  g o v e rn m e n t a re  su c ce ssfu l in re s to rin g  fin an c ia l 

s ta b ility .

In d ee d , m any o f th e  F e d e ra l R e se rv e ’s r e c e n t  ac tio n s  a re  fo cu sed  

d ire c tly  on g e ttin g  th e  c r e d it  m a rk e ts  fu n ctio n in g  ag a in . W e have 

lo w ere d  o u r f e d e ra l  fu n d s r a te  ta r g e t  to  a  ran g e  o f 0  to  1 / 4  p e rc e n t. 

W e a re  also using o u r n o rm al len d in g  a u th o rity  to  e x te n d  c r e d it  in 

s ig n ific an t a m o u n ts  to  co m m e rc ia l b anks, an d  fo r  lo n g er te rm s , to  

h elp  you e x te n d  c r e d i t  to  y o u r c u s to m e rs  fo r  lo n g er p erio d s o f tim e.

In ad d itio n , w e  h av e  d e v e lo p e d  a  s e t  o f policy  to o ls  to  m o re  d ire c tly  

s u p p o rt b o rro w ers an d  in v e sto rs  in key c r e d it  m a rk e ts . O ne e x a m p le  

is a  fu n d in g  fac ility  know n as TALF, o r th e  T erm  A sset-B ack ed  

S ecu rities  Loan F acility . T h e TALF is d es ig n ed  to  bring in v e sto rs  back  

in to  th e  se c u ritiz a tio n  m a rk e ts , w hich  is a  v ita l s te p  to  e n a b le  

f in a n c ia l in s titu tio n s  to  o rig in a te  an d  se ll loans th e y  do n o t w a n t to  

hold on th e ir  b a la n c e  s h e e ts .

T he TALF is a lre a d y  su p p o rtin g  m a rk e ts  fo r  n ew ly  issu ed  co n su m er 

c r e d it  an d  fo r  s tu d e n t, a u to , an d  b u siness lo an s. In a d d itio n , th e  

F e d e ra l R eserv e e x p e c ts  to  e x p a n d  th e  ran g e  o f e lig ib le  s e c u ritie s  

w ith in  th is  fa c ility . T he TALF co u ld  b e  e x te n d e d  to  in c lu d e  o th e r  

m a rk e ts  fo r  new ly issu ed  d e b t, as w e ll as m a rk e ts  fo r  c e r ta in  

s e c u r itiz e d  loans a lre a d y  bein g  h eld  by fin a n c ia l in s titu tio n s .

Y et a n o th e r  F e d e ra l R eserv e policy  to o l is th e  d ir e c t  p u rc h a se  of 

c e r ta in  kinds o f lo n g e r- te rm  s e c u r itie s  fo r  o u r p o rtfo lio . For ex a m p le , 

w e  h av e  a n n o u n c e d  p lans to  p u rc h a se  up  to  $ 1 .2 5  trillio n  of 

m o rtg a g e -b a c k e d  s e c u r itie s  from  g o v e rn m e n t-s p o n so re d  e n te rp ris e s  

by th e  e n d  o f th e  y e a r . This pro g ram  is in te n d e d  to  im p ro v e th e  flow  

o f c r e d it  to  h o m e b u y ers an d  to  allo w  ex istin g  h o m eo w n ers  to  

re f in a n c e  a t  lo w er ra te s .

W hen w e  f irs t  an n o u n c e d  p lans to  p u rc h a se  th e s e  s e c u r itie s , in la te  

N ovem ber o f la s t y e a r , th e  c o s t  o f m o rtg a g e  loans b eg an  to  d ec lin e ,
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an d  ra te s  c o n tin u e d  to  fa ll as w e  b eg an  to  p u rc h a se  th e  s e c u ritie s . 

For e x a m p le , th e  3 0 -y e a r  fix ed , co n v e n tio n a l m o rtg a g e  loan r a te  w as 

a  l i t t le  ab o v e  6 p e r c e n t  la s t N ovem ber, an d  as o f la s t w e e k , it 

a v e ra g e d  ju s t  u n d e r  5  p e rc e n t. W e a re  also  beg in n in g  to  s e e  a 

re su rg e n c e  in re fin an c in g  a c tiv ity  in th e  re s id e n tia l m o rtg a g e  

m a rk e ts , sp u rre d  on by th e s e  lo w er ra te s . In a d d itio n , sa les  o f new  

an d  prev io u sly  o w n ed  h o m es p ick ed  up in F eb ru ary , d u e  in p a r t  to  

d e c lin e s  in h o m e p rices, an d  in p a r t  to  th e  ta x  c re d its  o ffe re d  to  

f irs t- t im e  h o m e b u y ers p ro v id ed  in th e  stim u lu s p ac k ag e . T h ese  a re  

all en c o u rag in g  signs.

W e also an n o u n c e d  o u r in te n tio n  to  begin  p u rch asin g  up to  $ 3 0 0  

billion o f lo n g e r- te rm  T re asu ry  s e c u r itie s . T h e a n n o u n c e m e n t h ad  an 

im m e d ia te  e f f e c t  on T re asu ry  y ie ld s. L ow er in te r e s t  ra te s  on th e s e  

s e c u r itie s  e n c o u ra g e  in v e sto rs  to  p u rc h a se  o th e r  kinds o f in v e s tm e n ts , 

w hich  w ill im p ro v e co n d itio n s  in th e  p r iv a te  c r e d it  m a rk e ts . W e have 

ju s t  r e c e n tly  b egun to  m ak e th e s e  p u rch a ses.

T h ese  policy  to o ls  -- len d in g  to  fin a n c ia l in s titu tio n s , providing 

liq u id ity  d ire c tly  to  key c r e d it  m a rk e ts , an d  buying lo n g e r- te rm  

s e c u r itie s  - h av e  a  co m m o n  f e a tu re . T hey  r e p r e s e n t  o u r e f fo rts  to  

lo w er in te r e s t  ra te s  an d  e a s e  c r e d it  co n d itio n s  in a  ran g e  o f m a rk e ts  

e v e n  w h en  th e  f e d e ra l  fu n d s r a te  is n e a r  ze ro .

C o llectiv ely , o u r ac tio n s  h av e  b e e n  ag g ressiv e  an d  u n p re c e d e n te d . 

Since O c to b e r 2 0 0 7 , th e  F e d e ra l R e serv e’s b a la n c e  s h e e t  has grow n 

from  $ 8 5 5  billion to  a b o u t $2  tr illio n , an d  w ith  o u r r e c e n t  

a n n o u n c e m e n ts , w e  a re  p re p a re d  to  e x p a n d  it  fu r th e r .

In a d d itio n  to  th e s e  policy  to o ls , w e  can  also  u tiliz e  o u r su p erv iso ry  

re so u rc e s  an d  a u th o rity  to  im p ro v e b an k  len d in g  an d  th e  flow  o f 

c re d it . T h e F e d e ra l R eserv e an d  o th e r  b an k  re g u la to rs  a r e  s tre s s  

te s tin g  th e  la rg e s t banks to  e n s u re  t h a t  th e y  h av e  th e  c a p ita l  th e y  

n e e d  to  o p e r a te  safe ly .

U ltim ate ly , th e  s u re s t  sign t h a t  f in a n c ia l m a rk e ts  a re  on th e  m end 

w ill b e  an  inflow  o f p riv a te  c a p ita l  in to  th e  banking  sy stem  an d  a 

b ro a d -b a s e d  rise  in b an k  len d in g . Since th e  beg in n in g  o f th e  y ea r, 

c o m m e rc ia l an d  in d u stria l lo an s, as w e ll as loans fo r  co m m e rc ia l rea l 

e s ta t e ,  h av e d e c lin e d . On th e  o th e r  h an d , co n s u m e r an d  re s id e n tia l 

m o rtg a g e  loans a re  ag ain  in c re asin g , p a rtic u la rly  fo r  refin an c in g . As 

e c o n o m ic  co n d itio n s  s ta b iliz e , m o re  h o u seh o ld s an d  b u sin esses will 

h av e th e  c o n fid e n c e  to  b o rro w , an d  m o re  b o rro w ers w ill b ec o m e 

b e t te r  c r e d it  risks. Both d e v e lo p m e n ts  w ill c o n tr ib u te  to  ec o n o m ic  

g ro w th .

II. Tiered Parity: A New Framework for 
Acknowledging and Addressing Systemic Risk
As o u r ec o n o m y  m oves to w a rd  reco v ery , I b e lie v e  i t  is c r it ic a l fo r  us 

to  s te p  b ack  an d  ta k e  a  c lo se r  look a t  how  th is  tu rm o il c a m e  a b o u t 

an d  w h a t w e  as re g u la to rs  can  do to  m in im ize th e  risk o f such  crises  

h ap p e n in g  ag a in . T h e re  has a lre a d y  b ee n  m uch p u b lic  discussion  on 

th e s e  p o in ts , an d  m o re  d iscussion  lies a h e a d . So, w h ile  w e  a re  all 

th in k in g  th is  th ro u g h , le t  m e s h a re  m y p re lim in ary  th o u g h ts  on tw o 

d ire c tio n s  fo r  c h a n g e . T he f irs t  is to  a d v o c a te  fo r  a  n ew  risk -b ased  

fra m e w o rk  fo r  c a te g o riz in g  an d  reg u la tin g  fin a n c ia l in s titu tio n s . T he 

se co n d  is to  affirm  th e  b e n e f its  o f m a c ro p ru d e n tia l su p erv is io n .

L et m e b e  c le a r  t h a t  I do n o t th in k  t h a t  w e  sh o u ld  re ly  on reg u la tio n , 

by its e lf , e i th e r  a t  th e  m icro- o r  m a c ro -le v e l, to  p re v e n t fu tu re  

crise s . M arkets c a n  p ro v id e  v ery  e f fe c tiv e  d isc ip lin e  on th e  decisio n s 

o f f in a n c ia l m a rk e t p a r tic ip a n ts . Any n ew  re g u la to ry  fra m ew o rk  

sh o u ld  b e  d es ig n ed  to  w o rk  w ith , an d  n o t su p p la n t, m a rk e t fo rc e s .

It is n a tu ra l to  e q u a te  th e  p ro b lem s in o u r f in a n c ia l sy stem  w ith  th e
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s e c u ritiz a tio n  o f su b p rim e  m o rtg a g es. But th e  s e c u r itiz e d  su b p rim e 

m a rk e t h a p p e n e d  to  b e  th e  e p ic e n te r ,  an d  w e  now  s e e  t h a t  th e  fa u lt 

lin e  rea lly  ran  fo r  a  v ery  long d is ta n c e  an d  s p a n n e d  m an y  m a rk e ts  

an d  m any kinds o f f in a n c ia l in s titu tio n s  - p a rtic u la rly  th o s e  t h a t  w e re  

th e  m o st co m p lex  an d  th e  m o st in te rc o n n e c te d .

I know  t h a t  m o st o f o u r c o u n try ’s co m m u n ity  banks h av e had  v ery  

lim ite d  p a r tic ip a tio n  an d  ex p o s u re  to  th e  so rts  o f co m p lex  fin an c ia l 

in s tru m e n ts  t h a t  c o n tr ib u te d  to  th e  c u r r e n t  crisis. T he size, 

c o m p lex ity , an d  n a tu re  o f o p e ra tio n s  o f m o st co m m u n ity  banks 

sim ply do n o t le n d  th e m se lv e s  to  th o s e  ty p e s  o f a c tiv itie s . Also, a 

s u b s ta n tia l a m o u n t o f g ro w th  in th e  fin a n c ia l s e c to r  o v e r th e  p a s t  2 0  

y e a rs  has o c c u rre d  o u ts id e  th e  m o re  highly re g u la te d  c o m m erc ia l 

banking  in d u stry . So i t  sh o u ld  c o m e  as no su rp rise  t h a t  v ery  serio u s 

p ro b lem s d e v e lo p e d  in n o n -b a n k  fin a n c ia l c o m p a n ie s—in th e  fo rm  of 

high le v e ra g e , a s s e t  an d  liab ility  m a tu rity  m ism a tc h e s , an d  risk 

m a n a g e m e n t sh o rtco m in g s. T h ese  p ro b lem s also e m e rg e d  in th e  sm all 

m in o rity  o f c o m m e rc ia l banks t h a t  w e re  am o n g  th e  m o st co m p lex .

So, w h en  I r e f le c t  on th e  ca u se s  o f o u r f in a n c ia l crisis, I c o n c lu d e  

th a t  th e  a r c h ite c tu r e  o f th e  f in an c ia l sy stem  h ad  d e v e lo p e d  in such a 

w ay t h a t  a  re la tiv e ly  sm all n u m b e r o f f in a n c ia l in s titu tio n s  o cc u p ie d  

sy stem ic a lly  c r it ic a l p o sitio n s. O nce th e s e  in s titu tio n s  g o t in to  

tro u b le , th e  p u b lic ’s loss o f c o n fid e n c e  in th e m  sp illed  o v e r and 

s p re a d  to  o th e r  co m p an ie s  in th e  sa m e  in d u stry  an d  acro ss th e  

f in a n c ia l s e c to r  th ro u g h  v ario u s linkages.

T he d e g re e  o f co m p lex ity  in o u r f in a n c ia l o rg an iz a tio n s  m ak es it 

im p e ra tiv e  fo r  us to  c r a f t  o u r re g u la to ry  an d  su p erv iso ry  a p p ro a c h  

w ith  g r e a t  c a re . C learly , th e  risks p o sed  by a  $ 2 5 0  m illion, 

n o n co m p lex  in s titu tio n  a re  d if fe r e n t fro m  th o s e  p o sed  by a  $ 5 0  

billion, m o d e ra te ly  c o m p le x  in s titu tio n . And th e  highly co m p lex , and  

o f te n  e x tre m e ly  la rg e , in s titu tio n s  t h a t  p o se s ig n ific a n t sy stem ic  risk 

a re  in a  c a te g o ry  all by th e m se lv e s .

T h e re fo re , I p ro p o se  a  fra m e w o rk  t h a t  I w ill ca ll “ t ie r e d  p a r i ty .” In 

th is  fra m ew o rk , I w o u ld  c o n s tru c t a  sm all n u m b e r o f tie rs  an d  assign 

e a c h  fin a n c ia l co m p an y  to  o n e  o f th e  tie rs  b ased  on th e  co m p lex ity  

o f its  o p e ra tio n s  an d  th e  d e g re e  o f risk i t  p o ses to  th e  fin an c ia l 

sy ste m . For e x a m p le , a  th r e e - t i e r e d  fra m e w o rk  co u ld  h av e c a te g o rie s  

la b e le d  “ n o n c o m p le x ,” “ m o d e ra te ly  c o m p le x ,” an d  “sy stem ically  

im p o r ta n t ,” w ith  co rresp o n d in g  d e g re e s  o f re g u la to ry  re q u ire m e n ts  

an d  su p e rv iso ry  o v ersig h t. W h ere an  in s titu tio n  is p la c e d  could  

d e p e n d  on th e  s itu a tio n  a t  h an d . Som e h e d g e  fu n d s, fo r  ex a m p le , 

m ig h t d e s e rv e  c lo se r  sc ru tin y  d u rin g  an a s s e t  boom  o r  c o m m o d ities  

s q u e e z e , b u t less o v ersig h t d u rin g  n o rm al tim e s .

In stitu tio n s  w ith in  e a c h  t ie r  w o u ld  re c e iv e  th e  sa m e  reg u la to ry  

t r e a tm e n t  an d  su p erv iso ry  o v ersig h t, th e re b y  en su rin g  p arity  in 

t r e a tm e n t  w ith in  e a c h  t ie r .  But th e  d iffe re n c e s  in t r e a tm e n t  b e tw e e n  

th e  tie rs  w o u ld  b e b ased  on th e  d if fe re n c e s  in co m p lex ity  and  

linkages- an d  th e re fo r e , risk to  th e  fin a n c ia l sy ste m . In th is 

fra m ew o rk , th e  sy stem ic a lly  im p o r ta n t in s titu tio n s  w o u ld  b e  s u b je c t  

to  th e  h ig h e st d e g re e  o f re g u la to ry  sc ru tin y  an d  m o re  rigorous 

re q u ire m e n ts  t h a t  r e f le c t  th e  risk th e y  p re s e n t to  th e  f in an c ia l 

sy ste m . In e f f e c t ,  w e  n e e d  to  rec o g n ize  t h a t  th e r e  a re  d if fe re n t 

playing  fie ld s fo r  co m m u n ity  banks v ersu s m o n e y -c e n te r  f in an c ia l 

c o n g lo m e ra te s , so th e  ru les  an d  re g u la tio n s  go v ern in g  th o s e  field s 

sh o u ld  v ary  acco rd in g ly .

For e x a m p le , sy stem ic a lly  im p o r ta n t c o m p a n ie s  p o se  th r e a ts  to  th e  

e n t i r e  ec o n o m y  b e c a u s e  o f th e  sp illo v er c o s ts  t h a t  can  b e  im p o sed  

on o th e rs  if th e y  fa il. G iven t h a t  risk, th e s e  co m p an ie s  sh o u ld  be 

s u b je c t  to  a  h ig h e r le v e l o f re g u la to ry  re q u ire m e n ts  an d  su p erv iso ry  

o v ersig h t. T he goals a re  n o t only to  lim it th e  a m o u n t o f risk th e s e  

co m p an ie s  co u ld  p o se on th e  f in a n c ia l sy stem  o v e ra ll, b u t also  to
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d isc o u ra g e  th e  c o m b in atio n  o f size , co m p lex ity , an d  n a tu re  of 

o p e ra tio n s  t h a t  e n a b le d  th e m  to  b e c o m e  a  sy ste m ic  t h r e a t  in th e  

f irs t  p la c e .

In th e  n ew  re g u la to ry  a r c h ite c tu r e  I am  d escrib in g , an y  in s titu tio n  

th a t  is id e n tif ie d  as sy stem ic a lly  im p o r ta n t sh o u ld  b e  s u b je c t  to  

t ig h te r  re g u la tio n , as w ell as c lo se  su p erv isio n  o f its  risk ta k in g , risk 

m a n a g e m e n t, an d  fin a n c ia l c o n d itio n . It sh o u ld  also  m e e t  high 

c a p ita l  an d  liq u id ity  s ta n d a rd s . T h e  o b je c tiv e , o f co u rse , is to  

e n h a n c e  risk m a n a g e m e n t a t  tw o  levels: fo r  th e  fin a n c ia l sy stem  as a 

w h o le , an d  a t  in d iv id u al f in a n c ia l in s titu tio n s .

We know  t h a t  risk m a n a g e m e n t fa ilu re s  w e re  o n e  o f th e  m a jo r 

c o n trib u to rs  to  th e  fin a n c ia l in s ta b ility  w e  h av e w itn e s s e d  o v er th e  

p a s t 18  m o n th s. So w e  w a n t to  fo rc e  firm s to  re d u c e  th e  risk th a t  

th e y  w ill im p o se co s ts  on th e  r e s t  o f th e  sy stem  an d  th e  ta x p a y e rs . I 

like to  th in k  o f re g u la tin g  sy stem ic a lly  im p o r ta n t in s titu tio n s  in th e  

w ay  t h a t  f ire  d e p a r tm e n ts  m inim ize th e  risk o f f ire s  s ta r t in g  an d  o f 

fire s  sp re a d in g —th e y  rely  on m e a su re s  such as f ire  co d e s , s a fe ty  

in sp e c tio n s, an d  f ire  drills. And as a  so c ie ty , w e  a c c e p t  th e  p rin cip le  

o f paying fo r  f ire  in su ran c e .

I do n o t m ean  to  im ply t h a t  re g u la tio n  sh o u ld  punish  firm s fo r  being  

e f f ic ie n t an d  in n o v a tiv e . In ste a d , i t  sh o u ld  o f fs e t  o r  rem o v e any 

a d v a n ta g e s  to  b eco m in g  sy stem ic a lly  im p o r ta n t in th e  f irs t  p la ce , 

p e rh a p s  en c o u rag in g  so m e in s titu tio n s  to  shrink, b e c o m e  less o p a q u e , 

o r  lo w er th e ir  risk p ro files.

III. Establishing Financial Stability Oversight
L et m e now  s h if t  to  th e  se c o n d  d ire c tio n  fo r  c h a n g e , m a c ro p ru d e n tia l 

su p erv is io n . T oday, su p erv isio n  is m ainly  g e a re d  to w a rd  th e  s a fe ty  

an d  so u n d n ess o f in d iv id u al banking in s titu tio n s —w h a t w e  ca ll 

“ m ic ro p ru d e n tia l” su p erv is io n . E ffectiv e  m ic ro p ru d e n tia l su p erv isio n  

rem a in s an  e s s e n tia l  c o m p o n e n t o f th e  f in a n c ia l a rc h ite c tu r e . W ithin 

th e  fra m e w o rk  I am  p ro posing, a  m ic ro p ru d e n tia l su p e rv iso r w ould  

s till b e  n e e d e d  to  s u b je c t  th e  c o n s o lid a te d  e n t i t ie s  - b an k  and  

n o n b an k  e n t i t ie s  a lik e  - to  th e  sa m e  lev el o f o v e rs ig h t w ith in  ea ch  

tie r .

But w e  n e e d  m o re. I th in k  w e  n e e d  to  build  m a c ro p ru d e n tia l 

o v e rsig h t in to  th is  n ew  su p e rv iso ry  fra m ew o rk . C hairm an B ernanke 

an d  T re asu ry  S e c re ta ry  G e ith n e r  h av e  sp o k en  to  th is  a s p e c t  o f th e  

re g u la to ry  fra m e w o rk  re c e n tly , an d  I w o u ld  like to  ad d  my own 

c o m m e n ts  to  th e  d iscussion. As I en v ision  it ,  o n e  o r  m o re  fin an c ia l 

re g u la to rs  w o u ld  h av e th e  resp o n sib ility , a c c o u n ta b ility , and 

a u th o rity  to  id e n tify  an d  m itig a te  risks p o sed  to  th e  e n t i r e  f in an c ia l 

sy ste m . This m e an s  m aking su re  t h a t  sy stem ic a lly  im p o r ta n t f in an c ia l 

in s titu tio n s  h av e p ro p e r  su p erv is io n , b u t i t  also  m e an s looking a t  

po ssib le  linkages am ong firm s an d  a t  m a rk e t p ra c tic e s  t h a t  m ig h t 

p o se  sy stem ic  risk, su ch  as th e  design  an d  d is trib u tio n  o f as se t-  

b ac k ed  s e c u r itie s  an d  th e  o rg a n iz a tio n  o f th e  c r e d it  d e fa u lt  sw ap 

m a rk e t.

M a cro p ru d e n tia l su p erv isio n  su g g ests  t h a t  w e  e x a m in e  th e  sy stem  as 

a  w h o le  an d  look fo r  s itu a tio n s  t h a t  le ad  to  f in a n c ia l in s ta b ility . For 

e x a m p le , w h en  p rices o f fin a n c ia l a s s e ts  fa ll s te e p ly , f in an c ia l 

in s titu tio n s  o f te n  n e e d  to  o b ta in  liq u id ity  an d  p re s e rv e  c a p ita l. This 

p ro m p ts th e m  to  se ll a s s e ts  th e y  hold, w hich  f u r th e r  d e p re sse s  

m a rk e t p rices an d  s e ts  in m o tio n  a  n e g a tiv e  ch ain  o f e v e n ts . In such 

an e n v iro n m e n t, in d iv id u al banks m ay a p p e a r  h e a lth y , b u t th a t  

h e a lth  can  quickly  d e te r io r a te  if th e y  a re  all a t te m p tin g  to  

s tre n g th e n  th e ir  b a la n c e  s h e e ts  a t  th e  sa m e  tim e . Sim ilarly, heavy 

re lia n c e  on a  sm all n u m b e r o f f in a n c ia l g u a ra n to rs  sh o u ld  p ro m p t a  

rev ie w  o f th e ir  a b ility  to  p erfo rm  u n d e r  s tre s s .
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E stablish ing  a  fa ilu re  reso lu tio n  p ro cess fo r  n o n b an k  fin an c ia l 

co m p an ie s  sh o u ld  go h a n d -in -h a n d  w ith  th e  e s ta b lis h m e n t of 

m a c ro p ru d e n tia l su p erv is io n . T he sy stem ic  e f fe c ts  t h a t  a r ise  fro m  th e  

fa ilu re  o f a  single firm  a re  so m e tim e s  m a d e  w o rse  b e c a u s e  th e r e  is 

no c le a rly  d e fin e d  m e th o d  fo r  g o v e rn m e n t a u th o ri tie s  to  in te rv e n e  

an d  reso lv e  th e  s itu a tio n . In th e  c a s e  o f th e  p o te n tia l  fa ilu re  o f a  

c o m m e rc ia l b ank, th e  g o v e rn m e n t, th e  g e n e ra l p u b lic , th e  b a n k ’s 

c re d ito rs , an d  p o te n tia l  in v e sto rs  c le a rly  u n d e rs ta n d  th e  ru les  o f th e  

g am e. O nce w e  m ove o u ts id e  t h a t  a re n a , w e  a re  in u n c h a rte d  

te rr ito ry . T ru e , th e r e  is alw ays th e  o p tio n  o f a  b a n k ru p tc y  filing, b u t 

b a n k ru p tc y  o f a  sy stem ic a lly  im p o r ta n t f in a n c ia l co m p an y  in a  tim e  of 

crisis co u ld  b e p ro fo u n d ly  d es tab iliz in g .

T h a t is w h e re  th e  e s ta b lis h m e n t o f b o th  m a c ro p ru d e n tia l supervision  

an d  a  m o re  ro b u st fa ilu re  reso lu tio n  p ro cess co u ld  m ak e a  re a l 

d if fe re n c e —to  h elp  e n s u re  th a t  th e  g o v e rn m e n t has th e  to o ls  and 

a u th o rity  to  reso lv e  c rise s  a t  sy stem ic a lly  im p o r ta n t no n b an k  

f in a n c ia l in s titu tio n s  in w ays sim ila r to  th o s e  th a t  c u rre n tly  e x is t fo r 

banking  o rg an iz a tio n s.

H elping th e  p u b lic  an d  in s titu tio n s  u n d e rs ta n d  th e  n ew  ru les  o f th e  

g am e an d  how  th e y  w ill b e  a p p lie d  m ay b e  a  c h a lle n g e , b u t th a t  

u n d e rs ta n d in g  is c r it ic a l to  gain th e  fu ll b e n e f its  o f th e  p ro g ram . One 

w ay  to  begin  is to  fo llo w  th e  e x a m p le  o f so m e fo re ig n  c e n tr a l  banks 

an d  f in an c ia l a u th o ritie s , by p u b lishing  f in an c ia l s ta b ili ty  re p o r ts . All 

f in a n c ia l su p erv iso rs, b u t e s p e c ia lly  th e  m a c ro p ru d e n tia l su p erv iso rs, 

sh o u ld  reg u la rly  d e s c rib e  th e ir  o b je c tiv e s , th e  risks th e y  s e e , an d  th e  

ac tio n s  th e y  a re  ta k in g  to  a d d re ss  th o s e  risks.

By doing so, su p erv iso rs  w ill also  re c e iv e  in fo rm ed  f e e d b a c k  from  

b an k e rs  an d  th e  p u b lic  reg a rd in g  th e  goals, e f fe c tiv e n e s s , and  

c o n s is te n c y  o f su p erv iso ry  a c tiv itie s . By es ta b lish in g  a  d ia lo g u e  w ith  

th e  p u b lic—in v iting  th e m  in to  th e  room , so to  sp e ak --su p e rv iso ry  

a g e n c ie s  w ill e m p o w e r all c o n c e rn e d  p a r tie s  to  m ak e m o re 

k n o w led g e ab le  d ec isio n s. E n h an ced  c o m m u n ic a tio n  has b e n e f ite d  th e  

m o n e ta ry  policy  p ro ce ss , an d  I b e lie v e  it  w ill b e n e f it  th e  su p erv iso ry  

p ro cess as w ell.

Conclusion
T he F e d e ra l R eserv e is w orking  h ard  to  reso lv e  th e  c u r r e n t  f in an c ia l 

tu rm o il, b u t i t  is n o t to o  e a rly  to  look a h e a d  a t  w ays to  fix  th e  

u n d erly in g  p ro b lem s in th e  sy ste m . I b e lie v e  th e  n ew  fra m e w o rk  I 

h av e su g g e ste d  fo r  c a te g o riz in g  fin a n c ia l in s titu tio n s  an d  ad d re ssin g  

th e  sy stem ic  risk th e y  p o se to  th e  fin a n c ia l sy stem  w ill p ro v id e  a  

solid  fo u n d a tio n . This a p p ro a c h  w ill ad d  th e  c la r ity  an d  fo cu s w e 

n e e d  to  lim it th e  a d v a n ta g e s  o f bein g  sy stem ic a lly  im p o rta n t, 

th e re b y  red u c in g  th e  t h r e a t  th e s e  in s titu tio n s  p o se  to  th e  fin a n c ia l 

sy ste m . T h e e s ta b lis h m e n t o f o n e  o r  m o re  m a c ro p ru d e n tia l 

su p erv iso rs, w ith  th e  a d e q u a te  to o ls  to  reso lv e  c rise s , w ill h elp  to  

id e n tify  an d  m itig a te  s ig n ific an t risks to  th e  f in a n c ia l sy stem .

T h ese  e le m e n ts  a re  c r it ic a l to  any  refo rm s o f o u r re g u la to ry  system  

an d  s tr u c tu re , an d  I w e lc o m e  y o u r th o u g h ts  an d  p a rtic ip a tio n  as th e  

p ro cess m oves fo rw ard .
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