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	Introduction
	We are approaching the one-year anniversary of the Dodd-Frank Act. With so much of the Act’s implementation work unfinished, it is not an anniversary that we can celebrate; rather it is an opportunity to take stock. In that vein, I congratulate the or...
	Much of the Dodd-Frank discussion revolves around the economic distortions and disruptions caused by the largest and most complex financial companies, the so-called systemically important financial institutions, or SIFIs.
	As we consider the topic of SIFIs, let me ask the following questions: How can one firm of relatively small global significance merit a government bailout? How can a single investment bank on Wall Street bring the world to the brink of financial colla...
	Because there are no satisfactory answers to these questions, I suggest that the problem with SIFIs is they are fundamentally inconsistent with capitalism. They are inherently destabilizing to global markets and detrimental to world growth. So long as...
	To more fundamentally address this issue, we must go beyond today’s Dodd-Frank. We must confine the use of the safety net to its original intent. We must reduce the artificial complexity of existing financial structures. The rewards of success must be...
	The decline in competition and accountability in banking
	The U.S. economy is the most successful in the history of the world. It achieved this success because it is based on the rules of capitalism, in which private ownership dominates markets and individuals reap the rewards of their success. However, for ...
	For most of our history, the United States held fast to these rules of capitalism. It maintained a relatively open banking and financial system with thousands of banks from small community banks to large global players that allocated credit under this...
	Today, we have a far more concentrated and less competitive banking system. There are fewer banks operating across the country, and the five largest institutions control more than half of the industry’s assets, which is equal to almost 60 percent of G...
	Here’s the irony: This marked increase in concentrated power, and therefore, more concentrated risk, reflects past efforts to assure greater economic stability. This might best be described as “good intentions/bad outcomes” syndrome. For example, the ...
	Then, over the past 30 years, this safety net has expanded far beyond its original intent. More recently, Glass-Steagall was repealed, giving high-risk firms almost unlimited access to funds generated through their new access to the safety net. Finall...
	Is it any wonder then that in the fall of 2008 we experienced the greatest financial crisis since the Great Depression? Financial institutions had again become irresponsible in their lending practices. They had increased their leverage ratios to unpre...
	Now, with their bailout costs amounting to billions of taxpayer dollars, SIFIs are larger than ever. Strikingly, they are arguing that they should not be held to stronger capital standards if the United States hopes to remain globally competitive. Tha...
	Proposal to reduce costs and risks to the safety net and financial system
	Following this financial crisis, Congress and the administration turned to the work of repair and reform. Once again, the American public got the standard remedies—more and increasingly complex regulation and supervision. The Dodd-Frank reforms have ...
	Dodd-Frank adds new layers of these same tools, but it fails to employ one remedy used in the past to assure a more stable financial system—simplification of our financial structure through Glass-Steagall-type boundaries. To this end, there are two p...
	Second, the shadow banking system should be reformed in its use of money market funds and short-term repurchase agreements—the repo market. This step will better assure that the safety net is not ultimately called upon to bail them out in crisis.
	URestricting activities of banking organizations
	Consistent with the first principle, banking organizations with access to the safety net should be generally confined to the following activities: commercial banking, underwriting securities and advisory services, and asset and wealth management servi...
	In contrast, banking organizations should be expressly prohibited from activities that include dealing and market-making, brokerage, and proprietary trading, which expose the safety net but have little in common with core banking services.0F  Within t...
	Thus, banking organizations would not be allowed to do trading, either proprietary or for customers, or make markets because such activity requires the ability to do trading. In addition, allowing customer but not proprietary trading would make it eas...
	Critics of this proposal contend that institutions grow to be large and complex because of economies of scale and scope and they need the size and related complexities to be profitable and to compete globally. They believe firms must have broad, mostl...
	These arguments are unconvincing and, in fact, mislead. First, yes, it would be unfortunate if restricting activities were to drive U.S. banks and jobs to other countries. However, we have 200 years of banking success in this country to refute that as...
	Second, there is no strong evidence of unlimited economies of scale and even less for wide economies of scope. Although both exist, they are captured at an asset size far less than that of SIFIs today.
	Third, large corporations would have ample convenient access to commercial and traditional investment banking services inside commercial banking. They would have to go to securities dealers to purchase swaps and other derivatives for hedging purposes,...
	Finally, it also seems improbable to me that any country should be willing or able to expand its safety net or to expose its taxpayers to the undefined risks of protecting ever-larger and more complex banking organizations. Instead, what countries sho...
	UReforming the shadow banking systemU
	A legitimate concern of limiting the safety net is that this could worsen the risk of financial instability by pushing activities to the unregulated shadow banking system. Clearly, focusing solely on the regulated banking industry and ignoring the unr...
	Much of the instability in the shadow banking system stems from its use of short-term funding for longer-term investment. The solution to this instability problem is not to provide a safety net for the shadow banks and regulate them more but, instead,...
	First, investors in money market mutual and other investment funds that are allowed to maintain a fixed net asset value of $1 have an incentive to run if they think their fund will “break the buck.” Thus, if the fixed $1 net asset value is eliminated ...
	Second, the potential disruptions to funding stemming from the repo financing of shadow banks should be ended. One of the sources of instability during the crisis was repo runs, particularly on repo borrowers using subprime mortgage-related assets as ...
	These practices would be greatly reduced by rolling back the bankruptcy law for repo collateral to the pre-2005 rules. Prior to then, if a repo borrower defaulted, mortgage-related collateral could not be immediately taken and sold by the creditors. R...
	These changes to the rules for money market funds and repo instruments would increase the stability of the shadow banking system because term lending outside the safety net would be less dependent on “demandable” funding and more reliant on term fundi...
	A final note: Implications for monetary policy
	Finally, as a member of the Federal Open Market Committee, I realize that we must consider the potential effects of these proposals on the conduct of monetary policy. The impact could be significant because, as currently practiced, monetary policy ope...
	Currently, there are only 20 primary dealers. They are the largest financial firms operating in the United States, and most are affiliated with commercial banks. It is with this relationship that the changes I propose could affect the conduct of monet...
	The answer is “no.” It is not necessary that primary dealers be affiliated with banks. It is only necessary that they be institutions that deal in U.S. Treasuries and participate in auctions of U.S. government debt. Prior to the 1990s merger boom amon...
	I would add that although commercial banks could not be primary dealers, they could remain a key part of the monetary policy mechanism. Recently, the Federal Reserve gained experience in using the Term Auction Facility (TAF). The TAF might very succes...
	As you may recall, during the financial crisis, the TAF was an important component of monetary policy. For example, the TAF was introduced in December 2007 with an initial auction of $20 billion. The facility was then ramped up to almost $500 billion...
	By broadening the Federal Reserve’s monetary tools to include the TAF to provide term funds through the banking system in parallel with the primary dealers, we could greatly expand the number of counterparties used in the conduct of monetary policy. T...
	Conclusion
	The financial system has become far less competitive and far more volatile with the onset of systemically important institutions. Though large firms remain a critical part of our economic system in the United States, they should not become so dominant...
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