
VSOTD.COM

428 VITAL SPEECHES OF THE DAY

Thoughts on Financial Stability and Central Banking

nature. He committed genocide and filled mass graves with 
300,000 souls. He slaughtered entire villages of Shia and 
Kurds. And he carried out a nationwide policy of ethnic 
cleansing to make Iraq’s Sunni minority dominant through-
out the country. To be certain, he repressed a good number 
of Sunnis, too. So when we look at Iraq today, we must take 
care to separate the culture of its people from the near-term 
legacy of a tyrant. And we must support the millions of Iraqi 
patriots who are striving nobly to redeem their country. 

This is an incredibly difficult endeavor, but the Iraqis are 
moving forward. In just three years, the people of Iraq have 
regained sovereignty and voted in free elections. They’ve written 
and ratified a constitution, then voted again, and their elected 
leaders are now working to form a national government. This 
steady progress has occurred in the face of truly horrific vio-
lence. Terrorist attacks, like the one that destroyed the Golden 
Mosque in Samarra, seek to inflame Iraq’s divisions and tear 
the country apart. But in response to that, some Iraqis have 
given into the temptation to take justice into their own hands, 
to engage in reprisal killings. 

Yet, at the same time, we are witnessing something else, 
something very hopeful. After the Samarra mosque bombing, 
Iraq’s new democratic institutions helped to contain popular 
passions. Iraq’s leaders joined together to stay the hand of 
vengeance and violence in their communities. In these actions 
and events, we see the early contours of a democratic culture, 
forged in cooperation and strengthened by compromise. 

The majority of Iraqis are formulating their own democratic 
answer to the question that first inspired the Enlightenment 
four centuries ago: How can different individuals and com-
munities live together in peace, avoiding both the state of 
nature and the tyranny of the state? With time, with painstak-
ing effort, and with our steadfast support, Iraqis will build up 
their fragile democratic culture, and eventually, many decades 
from now, people will take it for granted; that that democratic 
culture was always to be, just as we in America and Britain 
now take for granted our democratic culture. 

In a tale of two cities, that the Secretary and I have now vis-
ited, Birmingham and Blackburn, Britain and the United States 
have seen how the impossible dreams of yesterday can become 
the inevitable facts of today. Who would have imagined, fifty 
years ago, that Birmingham would have been a thriving and 
desegregated capital of the New South? Or that Blackburn today 
would be revitalizing and modernizing and growing into a hub 
of enterprise for Northwest England and beyond? 

Someday, people in Baghdad and Beirut and Cairo and, yes, 
in Tehran will say the same thing about their great cities. They 
will wonder how anyone could ever have doubted the future 
of liberal democracy in their countries. But most of all, they 
will remember fondly those fellow democracies, like Britain 
and the United States, and dozens of others, who stood with 
them in their time of need—believing that advancing the 
cause of freedom is the greatest hope for peace in our time. 

Thank you very much. 
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I am very pleased to open this conference on Modern 
Financial Institutions, Financial Markets and Systemic 

Risk. Let me begin by thanking the Federal Reserve Bank of 
Atlanta for hosting this conference and for organizing, along 
with the International Association of Financial Engineers, an 
impressive program that is filled with high-quality papers on 
topics of keen interest to central bankers. Before proceed-
ing, I must indicate that the views I am about to express are 
my own and do not necessarily reflect the views of other 
members of the Board of Governors or the Federal Reserve 
more generally.

Few subjects are more important for central bankers than 
the efficiency and stability of our financial system. The term 
“financial instability” is often poorly defined. Some argue that 
financial instability occurs when imperfections or externali-
ties in the financial system are substantial enough to create 
significant risks for real aggregate economic performance. 

Others argue that financial stability is potentially absent, or 
that financial instability is on the horizon, when they perceive 
that some important set of financial asset prices seem to have 
diverged sharply from fundamentals. Finally, many observers 
have used the term “financial instability” to describe their 
perception that market functioning seems to have been sig-
nificantly distorted or impaired. Regardless of the definitions 
used for financial instability, they lead us to a strong interest 
in ensuring that our financial infrastructure is robust and that 
our supervisory operations are sound and up-to-date. 

Ironically, our interest in financial stability seem to have in-
creased in recent years even as real (that is, inflation-adjusted) 
variability in economic aggregates seems to have decreased. 
Since 1985, the volatility of real growth in gross domestic 
product (GDP) has been only about half of what it was dur-
ing the preceding twenty-five years. In addition, as shown 
in a number of papers, the volatility of many components of 
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GDP and of other measures of aggregate economic activity 
also declined sharply between these periods.

The source of the moderation in the real economy is 
unclear. Changes in data construction do not seem to be 
responsible. Fiscal policy has not become appreciably more 
countercyclical, and the shift of the economy toward produc-
ing more services appears to have played only a small role. 
The leading explanations of the moderation are that (1) eco-
nomic shocks have been milder; (2) inventory management 
has improved; (3) financial innovations such as improved 
risk assessment and risk-based pricing have made credit more 
widely available, even during economic downturns; and (4) 
monetary policy has been better. 

The first explanation—milder economic shocks—has 
seemed less persuasive following the events of the late 1990s 
and early 2000s. From the Asian financial crisis to the Sep-
tember 11 attacks to the corporate governance scandals to the 
surge in oil prices, powerful economic shocks have marked 
the past few years. Yet, the economy has performed rather 
well, on balance, over this period. 

As for the second explanation—better inventory manage-
ment—changes in inventory dynamics have indeed contrib-
uted significantly to the reduced volatility of GDP growth. 
Those changes are consistent with anecdotal evidence and 
case studies about the use of information technology and 
better inventory management practices to catch incipient 
inventory overhangs before they become a problem.

Regarding the third explanation—better availability of 
credit—Karen Dynan, Doug Elmendorf and Dan Sichel, of the 
Board’s staff, present evidence in a recent paper that financial 
innovation has been partly responsible for the reduced vari-
ability of real activity of the past two decades or so. According 
to their work, the greater availability and use of credit over 
time may have reduced economic volatility by reducing the 
sensitivity of household spending to downturns in income 
and cash flows and to fluctuations in interest rates, with the 
result that consumer spending and home purchases have 
become less sensitive to contemporaneous income. 

Let me focus for a moment on the fourth explanation, that 
monetary policy has been better. I think it has indeed been 
better. We are better at understanding how the economy 
operates (and therefore, at evaluating the appropriate stance 
of monetary policy) and we are more determined to pursue 
the goal of price stability. But secondarily, I think the greater 
dominance of market-based finance, combined with a greater 
transparency by the Federal Reserve, has made both the 
mechanism of monetary policy and the intentions of the 
central bank more understandable to market participants. 

The mechanism of monetary policy is clearer with greater 
market-based finance relative to bank-dominated finance be-
cause the direct effects of policy on corporate and household 
balance sheets are more easily observed by both policymakers 
and market participants. In contrast, bank-dominated finance 
involves more complicated interactions between depositor 
behavior, loan underwriting standards, and interest rates. 

The greater transparency of central banks also seems to 
have led to improved economic performance. Market expecta-
tions are more likely to remain anchored in the face of vari-
ous shocks when investors can see more clearly that central 
bankers are committed to long-run objectives such as price 
stability and sustainable economic growth. This commitment 
feeds into the planning and execution of investments by firms 
and households, which are more likely to undertake such 
investments given greater certainty about the commitment of 
the central bank. Moreover, with this greater certainty, prices 
and pricing decisions more clearly communicate the desires 
of households and firms. 

Some evidence for this view is found in the decline of 
inflation volatility relative to real interest rate volatility. Both 
inflation volatility and bond term premiums have declined 
significantly in recent years. Research at the Federal Reserve 
Board by Don Kim and Jonathan Wright, as well as work by 
others outside the Federal Reserve, have suggested that infla-
tion expectations that are more firmly anchored, combined 
with the reduction in the volatility of real activity, seem to be a 
significant part of the explanation for the decline in term pre-
miums. I would argue that the greater transparency of central 
banks has played a role in communicating and emphasizing 
to the markets our commitment to price stability.

Thus, the moderation in aggregate economic volatility 
seems somewhat understandable. But why, then, the seem-
ingly greater concern these days about financial market in-
stability? This anxiety appears to be driven by three factors: 
First, some asset prices, such as housing prices, seem to be 
high by historical standards. Given the substantial decline of 
stock prices beginning in 2000, many observers worry that 
greater boom or bust cycles in some asset prices could be 
the “flip-side” of the moderation of real economic volatility 
during recent decades.

Asset prices are the key channel through which monetary 
policy is transmitted to the real economy. Moreover, because 
asset prices embody the expectations of forward-looking 
investors, they might contain information of value for the 
policy-setting process. But from the Federal Reserve’s per-
spective, asset prices must ultimately be seen through the 
lens of long-term growth and price stability. If inflation seems 
contained and the prospects for economic growth are good, 
then it’s unclear why the policymaker should set aside these 
direct signals in preference for signals from asset prices that 
may or may not be out of line with their historical relation-
ships to fundamentals—the very fundamentals, I should add, 
that we look at directly in judging the health of the economy. 
Indeed, even in retrospect, our knowledge of what drove the 
price-earnings ratios for U.S. equities so high in the late 1990s 
and our ability to estimate what a more “appropriate” level for 
the price-earnings ratio might have been are very incomplete 
and, frankly, probably will not improve substantially.

Additionally, in the current conjuncture, some have ex-
pressed a concern that an unwinding of global imbalances, 
should it occur, might be disorderly and associated with 
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financial instability. Others question whether the simultane-
ous removal of monetary accommodation by central banks 
in several major economies could possibly trigger a period of 
financial instability emanating from the inevitable rebalanc-
ing of portfolios. Should events such as these occur, central 
bank communication and understanding market participants’ 
reactions will certainly be important considerations for main-
taining financial stability.

A third source of anxiety concerning financial market in-
stability arises because some of the more recent crises have 
been financial in nature. Although their effects on the real 
economy in the United States have been relatively limited, the 
economies of other nations have been significantly affected, 
and there is concern that a financial crisis might, at some 
point, have more severe consequences for the real economy 
in the United States. When we review these recent cases of fi-
nancial market turmoil, it appears that each is a unique event. 
But some common lessons can be learned, and I will outline 
them after I briefly review two of these crises that have been 
important in the United States during the past decade.

The market turmoil in the fall of 1998 was touched off by 
the Russian debt default in August and then exacerbated by the 
well-publicized travails of Long-Term Capital Management. 
During this time, nearly all financial indicators portrayed a 
dour picture of economic prospects—risk spreads widened 
sharply, stock prices fell, and banks reported tightening the 
terms and lending standards on business loans. In addition, 
market reports indicated that the capital markets were seizing 
up as dealers and other market-makers recoiled from risk tak-
ing. In response, the Federal Open Market Committee (FOMC) 
lowered its target for the federal funds rate 75 basis points in 
three equal steps and maintained the lower rate through June 
of the subsequent year. This response mainly reflected FOMC 
concerns that these financial instabilities had either signaled 
or created significant downside risks to the economic outlook, 
particularly for business investment. The FOMC’s significant 
aversion to the possible negative outcomes associated with 
these risks was part of a risk-management perspective—that 
is, that the economic recovery from a financial shock could be 
more difficult to manage than the financial shock itself.

As for events after 1998, it is more difficult to identify a 
“pure” financial crisis. The devastating terrorist attacks in 2001 
caused tragic loss of life and major damage to the physical 
infrastructure of a number of key firms central to trading and 
market-making activities. Although there were many impor-
tant differences, this crisis mimicked a financial meltdown in 
the sense that important financial markets could not operate 
because of the cessation of activities by some firms. 

The Federal Reserve responded in a manner that was ap-
propriate to the nature of the crisis. We issued a statement 
that we were up and running and ready, if needed, to extend 
loans from the discount window. Depository institutions took 
up the offer; their borrowing surged to more than $45 billion 
but dropped quickly after a few days. We also worked jointly 
with foreign central banks to provide funds to promote the 

smoother operation of foreign exchange transactions and 
established swap lines that channeled funds to institutions 
that needed dollars. In addition, the Federal Reserve took a 
variety of other actions, including waiving daylight overdraft 
fees, extending the operating hours for Fedwire, and easing 
the limits on securities lending to reduce the pressure on 
firms requiring securities that were made scarce because of 
settlement difficulties. All these measures were taken quickly, 
maintained temporarily, and wound down in an orderly man-
ner as the need for them receded.

After the initial rush of activity, we focused on the non-
financial economy. Evidence of a weakening economy had 
already emerged before the terrorist attacks; the decline in 
stock prices, the widening of risk spreads, and the impairment 
of market functioning created by the attacks caused many 
policymakers to worry that this weakening would accelerate. 
Again reflecting the risk-management perspective I described 
earlier, the FOMC lowered its target for the federal funds 
rate 50 basis points before the reopening of the markets on 
Monday, September 17, 2001. In explaining its action, the 
FOMC pointed to a less sanguine economic outlook and to 
significant downside risks associated with that outlook.

Besides the crisis of 1998 and the September 11 terrorist 
attacks, other episodes of financial turmoil were important, 
but these episodes did not raise the same level of concern that 
the negative shock might be transmitted to the nonfinancial 
economy in a rapid and disorderly fashion. For example, the 
significant decline of stock prices starting in 2000 was not 
accompanied by a major market malfunctioning, and the 
resulting loss of equity wealth did not seem likely to have 
negative ramifications for the real economy that were so 
immediate and severe as to be considered a crisis. Similarly, 
the major accounting and corporate scandals of 2002 led to 
a significant widening of risk premiums and much anxiety 
about the veracity of many corporations’ financial state-
ments. But for the most part, the markets again functioned 
smoothly and risks seemed to be priced normally. Finally, the 
more pronounced interest rate volatility during the summer 
of 2003, which appears to have been significantly amplified 
by mortgage hedging, created some short-lived market dif-
ficulties. But again, this volatility seemed unlikely to have 
significant effects on the real economy.

Despite the rarity of internally generated financial crisis, 
some argue that ongoing trends in the United States should 
be examined closely for their potential effects on financial 
stability. Four trends are often mentioned. 

The first is increased concentration in the financial services 
industry. In particular, consolidation has resulted in a smaller 
number of firms doing a larger share of the bank lending 
throughout the world. For example, the origination and ser-
vicing of consumer loans have become more concentrated. 
For the most part, these rising levels of concentration appear 
to be motivated by cost savings that are often attributed to 
economies of scale, or by expectations of greater revenue sta-
bility derived from either greater diversification of products or 
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greater geographic diversification. While the risks to financial 
stability that arise from the creation of a small number of large 
and complex firms are obvious, there may be benefits as well. 
Greater concentration in financial services has the potential 
to have some positive impact on financial stability because 
lower costs can allow firms to build the capital reserves that 
help insulate them from shocks, and greater diversification 
can reduce firm risk. Moreover, the market and financial 
supervisors are requiring the adoption of more sophisticated 
and comprehensive techniques for the management of risks 
associated with larger and more complex firms. However, 
the benefits of lower costs, greater diversification, and better 
risk management at large, complex firms depend on many 
particulars, including robust infrastructure and a reduction in 
the opaqueness that results from increased firm complexity. 
In this regard, infrastructure is one area in which the increase 
in concentration has received attention. The creation of New-
Bank, which I describe later, is a recent private-sector response 
to the concentration of clearing and settlement activities in the 
market for government securities.

The second trend is that the pricing and management 
of credit continues to become more market oriented. This 
development should increase financial stability, because 
market pricing and the management of credit risk via market-
able securities would be expected to promote a more robust 
system for risk management. In this scenario, a broad-based 
and diversified group of rational market participants would 
determine the success or failure of financial products through 
an evolutionary process, allowing the available set of financial 
assets to gradually become more useful and comprehensive. 
However, some hold to a more pessimistic scenario that 
envisions smaller groups of market participants, with short 
time horizons and an excessive interest in mark-to-market 
profitability, which create more volatility because of their 
high sensitivity to the latest rumors and news. I tend to adopt 
the more optimistic view, but in any case the central bank 
will need to maintain its focus on markets as more credit is 
intermediated through them.

The third trend is similar to the second. The ongoing in-
crease in the scope and availability of financial instruments 
is probably providing many firms and households with im-
proved methods of risk diversification and hedging and with 
greater access to credit. As I noted earlier, such financial in-
novations have likely been partly responsible for the lowered 
variability in many real economic aggregates over the past two 
decades. That said, the increasing complexity of these instru-
ments raises a host of policy questions regarding, to name 
just a few items, financial education for households, and, for 
financial institutions, operational procedures, valuation prac-
tices, accounting treatments, disclosure policies, and capital 
provisions. Moreover, these financial innovations often rely on 
the ready availability of market liquidity, an assumption that 
likely will not hold during a financial crisis. Therefore, one 
hopes that all market participants who are involved in these 
complex instruments have liquidity plans in place.

The final trend is the ongoing and increasing globalization 
of markets. Make no mistake; I think such a trend is to be 
welcomed because it brings about the usual gains from trade. 
But we must be mindful that borrowers are raising funds in 
multiple financial centers in multiple currencies across diverse 
legal and political systems; that investors are taking on greater 
international exposure; and that arbitrageurs are establishing 
leveraged positions across currencies and international markets. 
These actions increase cross-border interdependence and thus 
in some circumstances might propagate financial problems 
more quickly and widely.

Given these trends, what roles should a central bank play 
with regard to financial stability? I would suggest three. First 
and foremost, the central bank’s role is to maintain a focus 
on the possible effects of financial instability for its two core 
objectives, namely price stability and long-run real growth. 
Any actions to promote financial stability need to be seen 
through this lens. We must always ask: Do our potential ac-
tions credibly mitigate a risk of inflation or a threat to the real 
economy? Such a standard helps reduce the danger that we 
might pursue financial stability to the point of changing the 
behavior of market participants in counterproductive ways, 
such as increasing moral hazard, which would, in turn, create 
problems for the real economy. This objective also suggests 
that the central bank needs to continually monitor financial 
developments, including those regarding financial accounting 
and reporting standards, to be able to appropriately assess the 
effect of these developments on the real economy. 

Secondly, I would argue that the examples of the recent 
past, combined with our understanding of how markets 
function, suggest that much of the central bank’s work lies in 
bank supervision, including promoting better risk manage-
ment and the avoidance of operational risks on the part of 
other financial institutions, and emphasizing the importance 
of backup and contingency arrangements. That is, the central 
bank can assist in getting market participants to consider and 
focus on the management of risk in general and of the risk of 
low probability, but high cost, outcomes in particular.

Along these lines, we have encouraged banks to adopt 
the most modern risk-management techniques, and we have 
encouraged all financial institutions to ensure the robustness 
of their systems. We have also strived to bring our capital 
regulations up-to-date and make them more risk sensitive 
through the Basel II process and the effort to revise Basel 
I; both of these efforts are intended to modernize capital 
regimes as part of our ongoing effort to improve safety and 
soundness and, ultimately, financial stability. And following 
our own advice, the Federal Reserve has implemented ad-
ditional layers of backup and contingency arrangements for 
our key payment system operations.

Most recently, the Federal Reserve Board endorsed the 
creation of a dormant bank, referred to as NewBank, which 
would be available for activation to clear and settle U.S. gov-
ernment securities. Such activation would occur if a credit 
or legal problem caused the market to lose confidence in an 



VSOTD.COM

432 VITAL SPEECHES OF THE DAY

existing clearing bank and no well-qualified bank stepped 
forward to purchase that bank’s clearing business. Similarly, 
the Federal Reserve System, operating through the Federal 
Reserve Bank of New York, has met with major dealers to 
improve the practices of the credit derivatives industry in 
various ways, including implementing procedures to improve 
the settlement process for credit default swaps, establishing 
targets for the reduction of confirmation backlogs, and insist-
ing that dealers obtain the consent of the original counterparty 
before accepting an assignment of a contract. 

The final role I would suggest for a central bank is to re-
search the implications of longer-term financial trends for the 
economy more generally. As I mentioned above, the consoli-
dation of financial services, increasing market intermediation 
of credit, the greater complexity of financial instruments, and 
increasing globalization of financial institutions and markets 
all might raise concerns about our financial system. Although 
my assessment, and that of many other observers, is that 
these forces and developments support financial stability, 
they merit ongoing study.

In a more proactive vein, once the central bank identifies a 
longer-run concern, it can try to raise the awareness of other 
policymakers regarding the potential problems. Recently, for 
example, the government-sponsored enterprises, which lack 
the normal market discipline to check the growth of their 
portfolios, have been a concern that the Federal Reserve 
Board has been highlighting before the Congress. As another 

example of being proactive, I would suggest that the efforts 
to increase the transparency of central bank actions that I 
discussed at the beginning of my talk have, in some part, been 
motivated by a desire to enhance financial stability. 

One lesson that stands out from our experience gained 
during the past decade is that only looking backward is not 
useful. Prudent central bankers must be forward-looking, 
searching for developments that might become significant 
problems under some circumstances. What would be useful 
from a risk-management perspective is more information along 
the lines of what we have for inflation—market instruments 
that allow us to measure, to some extent, market participants’ 
expectations. The absence of such direct measures of financial 
stability, however, suggests that we should continue to pres-
ent our views of potential financial risks and their associated 
propagation mechanisms, both to other public-sector col-
leagues and to private-sector analysts and observers. Participa-
tion in official organizations such as the President’s Working 
Group, the Financial Stability Forum, and the Committee on 
the Global Financial System, which are little known to the 
general public but are well regarded by the official commu-
nity, offers the Federal Reserve such engagement. Moreover, 
we should develop theoretical and empirical models to help 
us understand potential risks. That is why conferences such 
as this one, which bring together researchers, policymakers, 
and practitioners to discuss issues related to financial stability, 
are so important. 

Sustainability and the Changing Notion of Fairness

I am delighted to have the opportunity to discuss sustain-
ability from an economist’s perspective. It is certainly not 

intuitively obvious what economists might have to say on 
the subject. I hope that you find my observations this eve-
ning to be of some value in framing the discussions you will 
have tomorrow. I will begin by making four points and then 
develop each in turn.

3 First is the market.
We think of the market as a mechanism that operates on 

objective signals like price and, rates of return. These are the 
metrics that I study as an economist, and that you in business 
also use to make key decisions. But it is easy to forget that the 
market is conditioned by values. These values that shape the 
market also shape the regulatory structure that surrounds the 
market. For example, the different regulatory structures in 
Europe, versus the US come from different value structures 

compared to those found in the United States. 
Secondly, I would argue that one of the great tensions in 

the value structure surrounding market activities is the ten-
sion between efficiency and equity. This is an old tension. As 
but, as you chart the evolution of the market decisions over 
time and among countries, it is profoundly evident in terms 
of how the public and the public’s representatives make deci-
sions about the market. 

My third, and possibly most important point this evening, 
is that the value structure surrounding markets is changing 
because the global neighbourhood in which market activities 
take place is changing. At The Conference Board, we have 
recently hired a director of global demographics because we 
believe demographics are such an important force shaping 
of the environment in which business operates. 

Demographic change in the change in demographics of 
the global neighbourhood will change the value structures 
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