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iln recent weeks, economic-for&casters in the United Staieé have'beeni dcbatiﬁg Wheth‘ér an
| appérenl tu'rni’ng point in the current business cycle augurs a fnod;':st or a more robust r¢;6§¢ry in
) thélmonths ahead. Much less attent‘ion rhas bc‘en paid to a far rhon%e significant event: thc,
| imprcésive ébility of the American economy.to withstand a éé?éré"decl_iﬂe in equity asset val'ﬁes,
a sha;rp retrenchment in caéital sﬁendihg,)and an unbrcccdc’ntéd blow from terrorists to ‘the |
-fo‘un.dations of 6ur market systems. |
As [ outlined in congrcs‘sionalv testimony last month,.ifthe‘, indic;atio‘ns that the contraction
: "vphase:':'of this business cycle has drau;n to 5 closé are ultimalely coﬁﬁrmed, we \Qill have -
exPcéienced a significantly .mildcr dbwnmm than the long history of busﬁnegs cycles would have
Ted us té expect. Remérkably, tﬁe tmbalances that triggéréd the d;wn;um and that _;oqld have |
prolbhgéd this _difﬁcult period did rllo;lrfe‘st"ér_ : .
. - The obvious questions are, what haé changed in our‘ecdnofny in recent decades io
'jproduf‘c‘e ..su‘ch resiliencc,‘and will t_.hé‘se changes pefsist irito the fulure" |
Doubtlcss; thé s.ubsréntial improvement in the‘ aﬁcess of business decisionmakers to
real-time 'ihfo-rmalio‘ri:has played a i(ey role, ‘.Thirt‘y'y‘ears ago, the timeliness of available
infofrha_tion Qaricd across corr'ipan,ies‘aﬁc;'vl ind.u.lxstn'vgs, oft;-r; ?esultin}é in difTerences in .[hc‘ speed
and rﬁagnitudc of their rcépongcs 1o changing business ;onditions.f,
o In those eérlicr'years, imb'alances’ were ina‘dveﬁéﬁtly al]ow;éd to bLﬁld to such an extenl .
fhat.th,eir inéQitablé correction‘engendercd proﬁouncﬁ»ed‘ cconémic é;lrf;’ss. The ;ﬁroces.x of _
c:‘orr‘e‘ctibng lﬁose imbalances and the accompanying economic and financial di's'rup[iOn.s;_, 106 oﬁen

led to'deep and prolonged recessions.
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Tc;day, businesses have‘lgrg_e: quant‘izt-ivc.s of dal-a'availéble \_(_i.xv‘tually in real time. As a
"’clcvmsei:qu'cnce, aﬂthough t_hqir abiliiy to anticipate.changés_ tn demapd séc;ms l'mic improved, they,
nonét%htﬁlcss. édd:ess aﬁd resolve cc;nomic imballances vfzu; more: réﬁidly lfxan in the past. >_ ‘

The appérent inérea.scd ﬁexibiii.ty of the Anieﬁﬁ:an’ ccononjy‘a(guably also reflects the
extent of dcregulﬁtiﬁn over _thé past quéner-éemu’w. | Ccrtai..hly,vif ,th>e_ energy sector wefevétill in
-\ithc fighl» regu]al;)ry féfters qfﬁhe 1970s, égr ﬂe‘xilb‘ilvi‘IyA to.;lay.w.oulid be markcdly less. That l‘he' .

‘ |;clati\;ely ‘réccntly devefopcd markets for namr"avl gas and elcfctrié ﬁpwer en_dﬁred the Et‘u—o‘n .
colfz;;;se wilhout significant dyibs‘rupt‘iqn‘\;/as ehéguraging. Althoﬁg}i the Lerforjst attacks hit air
vtravé‘l; especially hard, dercgulati‘on‘c‘o‘f !ﬁat indusury“h'as defribnslrai;ly increa.ééd thé quantity and
iﬂexib;ilitjy, if not the 'p‘roﬁtabilityv,\ ofair l;a‘vel_over the past fwenly years. Trucking and rail

. defegplan'on héve added ﬂexi‘b»ivlity to thg movement o‘fgoods ?quss our nation,

| 1 need hardly rcmindAlhis' atlxd‘icnce that one especially potcimv_vforcéb foténh;ncing overall
éc‘ono.mic flexibility and (esilience arguabiy‘.has been tBe' c(omb‘ina'jtion of deregulation and
innovation in the ﬁnan;:iél Se;:lér. New ﬁnah;:ial ‘prodbu;ts havé cn%able;i nisk to be dispersed more
c"‘",ﬂ'eujve'ly to those wi‘lling, and pre‘sumably‘ able, 1o bear it Shbcl%é to the ovcrall.écpnomic
éyslerﬁ are a'cco-xjdingly less ;h'k_ely; to create cascading credit féiluré.-

. Lcndgrs have h;id LHe op_pbr‘u‘mivty to be considerably more jdivcrst.iﬁed, and borro“wcrs‘
ﬂﬁ&ﬁetome far lcs;s depvendeﬁl’ orj épcciﬁié invsli‘tulvio‘;-lls for ﬂ.‘rvnds.’ A majbr contribul.’or tdt‘hc .

:_disper{si(m dfrisk has been the w‘id'c-‘m;l:‘ging de\’fcl'o[}men'lv 5(ma“¥rkjcts in securitized commereial

" and r,éésic_iéntial m%&ngagcs, bia'n‘l; loans, Q‘nd Q‘I;C(iii‘lv ‘card r«cceivables,} These markets have tailored
[:hE risks associaled wivth‘ holding such ;ls.ééls to fit lhé»p‘reﬁ:rencves of 1 wider universe of

investors.
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o Especially importan; h;s been thé ﬂexibility and si;ze éf the secandary mortgage markét. o
| éiné@: ear[y 2000, this market has facilitalédl‘th‘e_large debbﬁ_riianccd extraction o.f‘horne equity.z
.rtivhal, ‘in‘tum; has been so Qriticﬁl a suﬁpon for cbnsi'xme‘r ovu.tl;g%‘ys m the United Slaléé thfoughoul
‘it-ih'e recent period of"'cyclical stress. Undoubt-aﬁly_,'t'hismalfkeli’s flexibility has beern enhancéd by

o l%h'cjextensiVe. use of interest rate sWaps ana .o:ptic‘):ns tohedge rjnaiunfty mismatches and
’;i:repayment risk. |
| Financial deﬁvaiifcs, ﬁorev..ger‘:erally, haQé grown atkai phenofnenél.p;cc o_{'er th; past.
iﬁﬁeen years, Conécptual advances iﬂ pﬁcing oﬁtiohs’ and_'oth:er. complex ﬁnancié[ p'roducts, |
: élong with improverﬁcnts in cofnpute; and Lélecomrhunicatior:lé technologies, have sigrliﬂcant!y" :
li)\#ered the costs and e_kpﬁnded th‘e o‘pportun‘it:i‘esA for hédginggrivsks;‘novt readily de"ﬂ'ec_:tcd.in earlicf o
‘ dcclades.r Thevperfocrmancc of these increasingly complex ﬁna{ncial instmmcxlls, especiélly over
[:he pa.;:t couple of stressful years, hz}s been n‘oltewéﬁhy‘.z ,T‘hvese;f»‘ financial praducts have
‘c‘fo‘ntﬁbutcd importantly to the de‘ve!opmcr.u‘of'a fér more flexible and éfﬁcicn( ﬁnanc”ia!. R
:-s;yslem‘--vboth domestically And infémaiiqéaily—-lhan wa h?d'jl.;sl twenty or mi‘ny ycars ago.
Greater resilicnéc has been evident in many.segm‘er.llsv‘éf the financial maxfi;(cts." .O.ne',
‘p!rofninent exAm‘ple.is the‘l-‘clecgom “scc'tor. Worldwide _bqrrow;r.ig by ielccom firms ainoumed to o
rore than a trillion dollars during the years 1998 1o 2001 The financing of the massive
7 eixpansi_on of ﬁberhplic; ﬁetv#o'rkéé E'mvd”f.\'ea‘vy i‘nv,eétme‘n;s “in_ 36 mobile phéne hcensvesbvy
‘ﬁu_robenh firms strva'med‘débl markets.
'-Al. the time, the financing of these investments, 10 a la(ge extent, was seen as pr\‘xd‘e‘n.t
b‘écause the lclé@b‘n1'hc>nowérs had \'/ery’high_mar‘kel Qaluatior?'l'l.hatb coul'c.l‘ facilitate, i(needed, av v '

stock issuance take-out of bank and other debt. In the event. (i'uf’coiu‘rsc; prices of telecom stocks

i
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colléﬁsed, and many firms went bankrupt In décades past, this si?uation would have been a
‘ 'récip‘f‘: fo'rvscvére f'manﬁa] distress. However, a significant moudt of ex.posure to telecdfn' debt
Jhad :béeen laid off Ih_ro.ugh. .credit ﬁsk, miti gat}ion‘ instmméﬁts,'such ;s credit default swaps,
iﬁollatif:ralizcd debt t.)bli.‘gations‘,..and crcdit;linkcd ho(c$., This appe%zrs 10 have reduced telecom -
goanf,vszoncgn;ra[ions and f_hé stress-on banks a‘ndv 6tkh_c,‘r ﬁhaﬁcial institutions. | .
In addition, such instruments, more. générally,'appear to haive effectivc]y spread |osses
From‘reccnt defaulls by Enron, Global Crossir;g, Rai]lrgﬁk, éna S“%issair in recent months. In
' [?atiiéplal;, the sti‘_ll:re'lalively. sr‘nalil,' but rapidly gfowing,’_crcdii.derfivativcs market has to date
fhnélion,ed well, with“p_zi‘ycy.mts proéécding s'mpqthly for Lhé _‘r'nost, par‘t O_bviously, thi; market is
sﬁtil.l.' toio new to have been tested in a widcﬂsprcadc‘red‘it‘down‘-c.:ycle;. But so far, so good.
| Tﬁg markets for mofe- traditional dcrivatifves,: s_‘uo':h‘as .imeréist rate swaps and foreign
: éxchange fofwards and sQapé, grew rapidly over thé:pést seﬁcrél y}eafs. According to the latest
labu!a:tion of the Bank fo;:lnterﬁational Séttl'em;:nts,h(he"aggrégalc }worldwide-r.lot.ional Valﬁe of
.1h‘e-§v'§er‘.tl1e~co‘1i‘nl¢r de.‘r’ivva‘tivcs'_markel grew to an awesome $1 ()Q ;;hi!ioh by (hev end of Junc
i()Ol, lhough iit has apﬂpzir.cﬁtljslowed _some‘\.-vhat_ siﬁcé.thén. Gros§ credit“éxp.osurex was am};{ |
tgxﬁé 'c?s_l_imatéd at $1 ‘t‘ril‘li'on, after taking .ac'c'o'unl_ qt’le-gal'l‘y ;e‘n-_fowrcc‘ablé.nctting agreements.
| F’utém?ial credit losses on these instrumems Qere furthér rﬁitigated _ﬁhx;ough the gro@ing 'usé of
‘ co{lgléra] agreements. Such agreements provided sﬁbs‘;aniiai ;Srolcgtidn o E.nron"s‘_ ~
c_oﬁnicrparﬁes, for ¢xarﬁplc. |
o Beyond the maj»o‘r advances ir;vasscl'sccuritizaliﬂo{ﬁ} and lhc c%x'pzmded dcveltopmAe.n;i of
denvdtwe fnstrun;-_e.r]t‘»'s,- w.c‘ha‘ve wiﬁ;éssed a I}a;gr‘:_r‘,mh:wb;:j( of anhcr;calded advancﬁs‘ in ﬁndnce

facilitated by our enhanced computer and telecommunications capabilities. [n recent years, for

!
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~ example, the switch to electronic trading vfpr‘ interbank spot fbreign exchange transactiorié has |
| m&kedly reduced the t;ading volumes r”equi‘rcd to mainta.in an ¢ft;'ecti‘ve} market. Various types of
electronic communication and tpading sxst¢ms have been dcveloéed for OTC derivatives. To be
| sur'e,; OTC derivatives dealers havé beeﬁ slow to _lake advantage of these systemns, but sooner or
later;market fo‘rces are likely btc; compel them to do so.
| # * ‘ o
In summary, because of increaséd access to real—timf; infoijmation and; morc arg‘u‘ably, |
»ext{ar&xsive dercguialion and innovation in financial and product mérkets, economic imbalances are
T_Imorei; likely to be readily icdnlainéd. As a conseqruen;é, cyclical episodes overall should bé' less
severe than they otherwise would be.‘
| If this is indeed the situ-atioﬁ--aﬁd it must be considered sPeculatch until more evidence
is g;thcred-‘-thc implied r.édﬁclipn in ‘ccbon(lnm_‘ic' volatility, other things Be'ing equal, would lower
:risk and equity premiums. Oth_ef thilr‘xgs, hOW‘e‘:ver,‘may nﬁt be wh.ol.ly equal. The very
‘ techrjologies thal. appear to be the rrvxain‘cau>sé of‘o.ur api:)arcm incféaséd ﬂexib'ilizy and resilicnce
'mayv{also bg imparting di ffe'rcn;‘f.orr'r.xis“d['.Qulnerability ikhat’cou-ld ién'tehs?fy or be intéhs‘iﬁ;d }:,y,_a
.bﬂsiness c:y.cle.. » " | -‘ |
From one .pchpec[iVe,‘lhev¢Qér—incre£&_ﬂﬁg préporlién ofof;r GDP that rcpfesanfs '
vonceptual, as distinct from physvica}} value added may actually th;ive leséened cyciical vo]a‘allilit_v:‘
In paﬁiwlar, the faél that conccP'ts cannot be held as inventories rﬁeéns a greater ;hare ol GDP s
not S‘l;ll‘)jCCl to .a_. lype o(‘dynamic that émpliﬁes cyclica[} swings,
' But an econormy in which conc’epvts form an impoﬁanl s’,vharie ofvalualidn has its 0\;!1

vulnerabilities. - As the recent events surrounding Enron have highlighted. a firm is inherently
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‘xﬁ-agi'l.‘gz if vits Qalug added emanates more from coricé}pt’i;'i»l than i’fror;n physical assets. A bhyéical '
z@séct:.,.;!wﬁetﬁer‘an office 'building or a.n automotivle_{a.ssiemBly.pIéﬁt,? has the capability .,c.)f B |
' pfodiu:cing QOOds even ivf 'lﬁe repﬁu‘la[ion of its mgnagefé f_alié undera cloud. The rapi&ity of ..
Enfon}’s decline is. én'efféc;iv: illluslr_alio‘n of the vulﬁé@bi]ﬂy éf aé_ ﬁrm whose ‘mgr}n‘:e; valuc,.re:sts:'
lé.rgély on dapi’[aliie‘d‘» reputation, v'l'hgphysi‘cal‘as’-éets' 5{ suchaﬁrm éﬁmpose é»ém.a]‘l'. prvo.poniién ,
of its ésSet ‘lJaSe.. ngt and rep’rutation can vani'sh.owb:mi‘ght. AA facitorny‘in.‘ such a..co‘nt;cx't' ﬁa.nnot. -
‘. The imvp:lications of such a lqss c;_f "::o'r‘xvﬁd»enc‘e’ :for 4the n}'ac‘fcéec.onomy de‘p.cnd impoﬁantly '
.o;ﬁ hbw ﬁ'eély the c.c;n’ceptual'capit’al of the fading-‘ﬂrm ‘can‘.bé"repléced by a »ccnampe.tilor ora new :
f::ntrar‘x't into thé industry. Even if en‘try is rela.'tiv,elyl" fré‘:C;,i,macrseéo;ﬁomic riskg can emereg'éb if |
K érobféms at éné-ﬁfm tend t§ ‘mal'<c investors and épqntej‘rpg;tiés unl;?ér.tai'n ab9u£ 5fhér ﬁﬁns that
they is%ec as pobtenlial:ly similarly §ituéted. The difﬁvcul‘ig;'.,of v.alu:i‘ngf ﬁrfns thya,t";leavl_ pri'r‘na:‘ri.l_y‘ w:th
concepls and the growi‘ng‘sige‘aﬁd irﬁpoﬂancé of lhes;_e:' ﬁrmsmay make our e}éqndmfy more |
sﬁscéﬁtible 10 ﬁﬂig.type. o(; contagion.
, Ariot};er'.’ more gonvemidnal deter,m'iﬂnént‘ of;s.tabiiity' wnl b‘ez _thé ¢c0n6my’$dégfe¢ of "
leverage--the xtent to which debt cather than equity is f.inar.n'cﬁ-i:p‘g‘th;‘e level of capital. The propcr o
degrec éf,lcvcrage in a firm. of‘én an econiomy as a thl@ is a;n "iﬁlh‘iﬁrently elusive ﬂgli‘ré that
- a'd;'lmo_;;t' ‘ce>rtainl>; c_héhg_eé from lirrﬁ; 1o t’injae.» Cflézirly‘; ﬁrmsﬁnd so‘r%u;".lléverag.;,anivantagec's'l‘ls o
o elnhaan'ing_.relm"ns on .t;quity::,an.d thu; mg)deraie .lé'v.erabgéiundoubtbec.ily ’.anos.ls»_ thé capital stock
'aﬁd.thé level of output. *A sc)plhisljcglc;d financial syslemwnh n‘; Sivuvhsb"[‘anﬁal ar;ﬁy-?)(' vinSl"rumcms :
- ‘to unbﬁnd:l’eir:nsks; will vlcxid mward a hvi“gher-degrég .‘of'ieveﬁgé:a( anyglven I¢V¢l of pergcivcd:' _
'ur'ldcrl;iihg économic‘ ris"_k”‘. But l!i:e gréa;ef thedegree of.lg?ér%g‘z? man ¢.c_.ohomy", the g_reattcr‘\'isw ‘
v\v.llncrabi.lhy to ‘un.e'xp.éc‘l_ed s..hbortvfa[}“s in ‘de@and’ and to otbhe;r_in_’iéczrl;l"culmions;

i
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Although the fears rég&i’di‘hg business leverage ha;ae been i[con fined mostly 1o _speciﬁc
scclio“rs in recent yéars, concems évcr potcnti‘él‘ systemiic_bpirobler‘ns tesulting from the vagt

"_vcxpa;;'léion of derivatives have rcc‘mcrg‘ed with lhe‘difﬁcultics of En;on. Tb be sure, firms like -

| Enr‘o.é_n, and Long-Term Capital M‘ana‘,geme-nt befmre‘it, :'-\rerc méjor; playci's in the d‘en'vvatiVC,;

‘ —)mar:‘k‘;cts. But thcir prob!éfns w'eré'read’ily" traceable to an'old-féshilor’xed’exr:ess of debt, howevef .
acqui;rcd, as well as 10 opaque accbuntihg of that léveraée and lai; ':coﬁnterpar{y s.cruliny:. -Sw'apﬁ
and oither deﬁvativcs have been ;cma;l;ably free of default ihron.igﬁout their short history,
‘Ljncllyldin g over the past eivg.hléen ménths.' , |

: : i

~ Of course, latent problems may exist in any market that expands as rapidly as these

markets have. Regulators and supervisors are particularly sensitive 1o this possibility.

~ Derivatives have provided greater flexibility to our financial system. But their very complexity

v

coulc;fl :Icave counterparties vulnerable ib'signiﬁcﬁnt risk that they do not curr'cntl’y recoghize, and
hencie-thes‘,e nstruments potentially expoéc t‘he.o,verevxll syStcm if miiistakes are large.
_ In that regard, concerns ha;/é.bccn }éi‘s:ed;about potcniial co%umcr‘paﬁ'y risks in fhc lafge

| i\nlerés! ra‘tc hedging ef fon‘s of goVemfnent-spansored‘e;ntevfprises ,(GSES) in éuppon °'I" ,hei?
secondary mongage market 0per§'ti§hs. ‘Pi‘e‘sumz'tﬂbly‘,vvcduh‘lefphnjés can manage this risk
e‘f[ec‘:(iiverly through the use chrcdit Iirﬁils, ﬁelting,faﬁd cotlafcrall agreemeﬁts. The broader risks ..
:'for ﬁh‘f‘lncial markets and lﬁé economy result frbym .thé .[a'ergtellptibn.oii' goyémménl support for
lhesbe:éorpormigns and the resultinfg ‘imp'li;il subsidiza'(ioﬁ ofGSE.s:“ Subsidies, byrmlem_ Jismn
the norfjnai balance o f. m'a.rkéls.‘ In this o’:'asc, lhé [;‘érception of gov_em-xhem supporn may induce

: lhe c.o:t:‘jn;erpa_lfties §f GSEsto af)ply less Vig‘oro.uvsly some.of the _rislécbcontrols that they apply 0. .

manage their over-the-counter derivatives cxposures. More generally; we need 1o be careful not

9
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to é‘lllow subsidies to uqduly disturb a“‘r}.;éfﬁci‘ent ﬁnénéiﬁ! stmcture that has so clcar;y cbmri_buled
to inércased ccdndmic stability. |
- Dramatic chahge§ in our financial structure have 'reqvuir‘éd% gmjfvemr'hent'sbto cnsﬁ‘re that
‘ lhei} Eregulatory regimes are apprdpriate to thé cﬁrtept-co.nﬁg{uration‘ ;>'f markets and institutiohs. _.
| In lhe judgment of the Federal ReS_ervg, v‘[he Coihmédi;y Futu’rés I{dc;demizatidh ‘Act‘of 2000
slm;k the ri.gh‘t balance in regUialing deriva[ivés iﬁ the Urbl‘iited Stzites, as did .
Grafr@m-Leach-Blilcy m finance gené;ally. |
»O"ur intemational banki’ngv a.nd ﬁn:mc:alsystem 'is’regl._llate;_'l;pﬁma.rily by céuntcrpaﬁics - - '
Whos:g due dilivgenc‘c 1s fundamental \lq the conlairihie;ﬁl of nsk including systemic risk.
vf“:o\iei“nment re’gulaiérs caﬁ exercng only broad ovémighl. : W_e at éhe Federal Reserve, for
example, can neve{bn'ng‘lo bear the detailed'n‘iarket :and coumerpgany surveiilancerthat
. priv;\;itzc-séctor players exercise. :W‘e rely on you tolb'c. in ¢ffc§t, [he front-line regul»‘ators.r
Increased govemmevﬁt‘fegula,tion can cause errsalisxié cx'p;étatipxxs regarding the extent
to »wh“ich risk can be reduced by regulato“rs.‘ ‘Such actions c‘an"crevallle_' moral hazard and may prove
' éounl@r’productive. ,Wc trust that (hé Basel| '[[‘Cap“i.tal Actord; 'wihcfn ﬁnal, v)ill be sensitive (o
}_hesg ?concerns'.. | o |
| n: P
~, The surge in ﬁsk hedging in receﬁl years is‘d'symﬁ‘ldm‘of a much broadcr issue of chgng‘é
n, boﬂl] domcsﬁcahd inlemaﬁonzil ﬁ’nance that is a mani Fest»a’iion o»f changes in the real economy.
As lhé pacé of technological chahg: alters tﬁe CC)hdﬁCL’Q.IrbL‘ISiI“lCSS llin \way.s“vl.e will never fully
zintic}i;‘?ate. we musi foster the ability of our chvcr—gz'Xpandi‘l;‘g interna@ti,on.al‘ banking and financial
Syslcirr"x to mec; the chéliengé of that change.
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gl
: :_‘ ~ The flexibility of our industfy and work fo;rce to réinvént ﬁhémselves when th¢ need arises
forms thé ba;sié for increasing standa;'ds oflﬁ/ing. This "éreativéldestmction,"_in tﬁm,'rcqﬁirésban
' ef‘fevc::tive-.and ﬂexi.ble ﬁnancial Syélem, The world's bankers are 1n an cxceli;nt positio."n 1o

- develop and nurture such a system. .
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