
Reforming Financial Regulation—A conference summary 
by Douglas D. Evanoff, vice president and senior financial economist, and William F. Moeller, associate economist

The Chicago Fed’s 45th annual Conference on Bank Structure and Competition, which took 
place May 6–8, 2009, brought together industry personnel, regulators, and academics 
to discuss the recent financial crisis and financial regulatory reform, among other issues.
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The optimal regulatory  
solution is one that stabilizes 
the financial system without 
hindering its ability to  
operate efficiently.

Thisarticlesummarizestwokeypanels
fromlastyear’sConferenceonBank
StructureandCompetition—Reforming
FinancialRegulationandResponding
totheFinancialCrisis:LessonsLearned.1

Reforming Financial Regulation

Thethemepanelfortheconference
wasmoderatedbyDanielG.Sullivan,
FederalReserveBankofChicago.Itfea-
turedRaghuramG.Rajan,Universityof
Chicago;DianeCasey-Landry,American
BankersAssociation(ABA);Robert
Kuttner,American Prospect;HalS.Scott,
HarvardLawSchool;andThomasH.
Stanton,JohnsHopkinsUniversity.There
isalmostuniversalagreementthatthe
regulatorysystemdidnotfunctionop-
timallyduringthecrisis,Sullivannoted.
Yet,nosuchconsensusexistsonwhat
aspectsofthesystemwereflawedoron
whatneedstochange.

Rajanconcentratedonthemeansto
alleviatetheproblemsassociatedwith
financialinstitutionsdeemedtoo-systemic-
to-fail (TSTF).Hepurposelyavoided
usingthemorecommontermtoo-big-to-
fail becausesizealonedoesnotdictate
whetherafirmissystemicallyimportant;
thestructureofthefirmmustalsobe
considered.Rajanevaluatedthreemeth-
odstoaddresstheTSTFproblem:prevent
institutionsfrombecomingsystemically
important;createadditionalprivatesector
bufferstoreducethelikelihoodoffailure;
andmakeiteasierforregulatoryauthor-
itiesto“fail”(resolve)theseinstitutions.

Regulatorscouldtakearatherblunt
approach,i.e.,limitinstitutionsfrom
expandingbeyondacertainsizeand/
orlimittheirfinancialactivities.One
concernaboutthisapproach,saidRajan,
isthatregulatorswouldhavetobegiven
substantialdiscretionindetermining
theappropriatestructureoffirms.For
instance,thesizethresholdcouldvary
significantlyfordifferenttypesofinsti-
tutions.Efficiencycouldbeanothercon-
cern.Rajannotedthat“someinstitutions
getlargenotthroughunwiseacquisitions,
butthroughorganicgrowthbasedon
superiorefficiency.”Settinglimitson
productmixescouldalsobedifficult.
Forexample,itwouldbedifficulttodis-
tinguishspeculativeproprietarytrading
fromhedgingactivities.Rajanargued
thatifregulatorswereallowedsuchdis-
cretion,financialinstitutionswouldat-
tempttoevadetheregulations,leading
tolesstransparency.

Rajanalsopointedoutproblemswithsub-
jectingsystemicallyimportantinstitutions
tohigherregulatorycapitalrequirements
tocushionthemagainstlosses.If,asin
thepast,themarketrequiresfinancial
intermediariestoholdlesscapitalthan
regulatoryrequirementsdictate,thereis
anincentivetoshiftactivitiestounreg-
ulatedandpotentiallyriskieroperations,
suchasstructuredinvestmentvehicles
(SIVs)andconduits.Also,thehighercapi-
talrequirementscouldincreasethecost
ofintermediationtotherealeconomy,
resultinginadragoneconomicactivity.



See www.chicagofed.org/BankStructureConference for  
information on the 2010 Bank Structure Conference.

Asanalternative,Rajanarguedthatpolicy-
makersshouldseriouslyconsiderimple-
mentingcontingent capitalarrangements,
suchascontingentconvertibledebt2or
fail-safeinsurance.3Withconvertibledebt,
financialinstitutionswouldissuereverse 
convertible bondstoprivateinvestors.These
debtinstrumentswouldconverttoequity
whentwoconditionsaresatisfied:the
systemgoesintoacrisisasdeclaredby
asupervisoryinstitutionandthebank’s
capitalratiofallsbelowsomepredeter-
minedlevel.Whenthebondsconvert,
thecapitalpositionofthebankcould

bebolsteredandtheneedforbankruptcy
oracostlybailoutcouldbeavoided.
Theseinstrumentswouldalsoprovidean
incentiveforfirmstoraisenewequityin
ordertoavoidthedilutionofexisting
sharesfromtheforcedconversion.

Underafail-safeinsuranceplan,Rajan
said,systemicallyimportantfinancialin-
stitutionswouldbuyfullycollateralized
insurancepoliciesfromunleveredinves-
tors.Insuranceproviderscouldinclude
sovereignwealthfundsorprivateequity
funds.Aprincipalamountfromthein-
vestorwouldbeinvestedinsafeassets(e.g.,
U.S.Treasurybonds)andplacedintoa
custodialaccount.Everyquarterthesys-
temicallyimportantinstitutionwouldpay
apredeterminedinsurancepremiumthat,
togetherwiththeinterestaccumulated
ontheTreasurybonds,wouldbepaid
outtotheinvestors.Ifaggregatebank
lossesexceedapre-specifiedamount,the
institutionwouldreceiveapayoutfrom
theinvestor’sprincipaltobolsteritscapi-
talposition.Systemicallyimportantin-
stitutionswouldbebarredfromacting
asinvestorsinsuchpoliciesinorderto
limitinterconnectednessproblems.

Bailoutsmightbeavoidedifregulators
couldresolveinsolventbanksmoreeasily,
saidRajan.Regulatorsshouldcollectde-
tailedinformationoninstitutions’balance
sheetstodeterminepotentialspillover
effectsintheeventofafailure;andbanks
shouldberequiredtodevelopandmain-
tainshelf-bankruptcyplans,whichwould

outlinehowtheiroperationscouldbe
resolvedinanorderlyandtimelymanner.
Developingsuchplanswouldforcefirms
andregulatorstoidentifypotentialprob-
lemareasandcreateincentivesforbanks
tomaketheirstructureslesscomplicated
andeasiertoresolve.Rajanalsorecom-
mendedthecreationofanewresolution
authorityoverbankholdingcompanies
(BHCs)andnonbankfinancialentities.

Casey-Landryarguedthattheglobalfinan-
cialturmoilwascausedprimarilybythe
lessregulatedshadowbankingindustry—
anetworkoflenders,brokers,andopaque

financingvehiclesoutsidethetraditional
bankingsystem—andthatnewregula-
tionsshouldfocusonthatsector.While
prudentialregulationshouldapplyto
allfinancialinstitutions,shearguedthat
policymakersshouldavoidaddingaddi-
tionalregulatorylayerstothealready
regulatedbankingsector.Casey-Landry
alsonotedthatlabelinganinstitutionas
systemicallyimportantcouldcausemar-
ketdisruptionsandadverseproblems
forcommunitybanks.Regulatorsshould
beempoweredwithnewresolutionau-
thorityforBHCsandnonbankfinancial
institutions,shesaid,althoughtheABA
stronglyopposesgivingresolutionauthor-
ityfornonbankstotheFederalDeposit
InsuranceCorporation(FDIC),whose
expertiseisinresolvingbanksandthrifts.

Kuttnerarguedthattherecentfinancial
turmoilwasnotsimplyanunwarranted
panic,butacrisisofassetmisevaluation.
Hecontendedthatlossesonbadassets
shouldberealizedassoonaspossibleto
preventaperiodofindustrystagnation.
Inaddition,heclaimedthat“mostofthe
toolsexistedtopreventthis[crisis],but
theywereneuteredbyideologicalfashion
andbypoliticalcorruptionthatwasbi-
partisan.”Kuttneralsoexpressedconcern
thattheshort-termFederalReserveand
Treasurysolutionstothecrisishadactu-
allyexacerbatedtheTSTFdilemma,as
evidencedbytheconsolidationofsome
largefinancialinstitutions.Heargued
thatalllargefinancialinstitutionshad

beenimplicitlydesignatedasTSTFand
thatanynewregulatoryframeworkshould
firstaddressthissituationbecauseitcre-
atesasignificantmoralhazardproblem—
i.e.,largeinstitutionswillcontinuetotake
onexcessiverisk,confidentthatiftheirin-
vestmentsgoawrytheywillbebailedout.

Scottaddressedthreebroadpolicyareas
fordealingwithsystemicrisk:banktrans-
parency,theuseofclearinghousesand
exchanges,andtheefficientresolution
ofinsolventinstitutions.Marketdiscipline,
Scottargued,shouldforcefinancialin-
stitutionstoholdsufficientamountsof
capital,inbothgoodandbadtimes.Yet
heemphasizedthatthiscanonlybe
achievedifinvestorsandcounterparties
arefullyexposedtoriskandifthereis
broaderdisclosureoftheactivitiesand
risklevelsoffinancialinstitutions.Toen-
courageadditionaldisclosure,Scottpro-
posedthatregulatorsreleaseriskratings
(e.g.,CAMELS)andsubstantialportions
ofexaminationreports.Hesaidthatif
properlyimplemented,“calm,notvol-
atilityorpanic,willbetheresultof
broaderdisclosure.”

Inaddition,Scottrecognizedtheneedfor
clearinghousesandderivativeexchanges
toplayanimportantroleinreducing
systemicrisk.Withoutsucharole,the
failureofonefinancialinstitutioncould
causecounterpartylossesonderivatives
contracts,producingachainreactionof
additionalfailures.Aclearinghousecan
reducethisriskbybecomingthecentral
counterpartytoeachderivativescontract.
Asaresult,thefailureofoneinstitution
is“covered”byallthemembersofthe
clearinghouse,therebyreducingspill-
overrisktoindividualcounterparties.
However,Scottsaidthatsuchconcentra-
tionofriskrequiresthattheclearing-
houseputadequaterisk-management
proceduresinplace—suchascapital
adequacyrequirements,marginrequire-
ments,andabackupclearingfund.

Finally,Scottagreedwithotherpanel
membersthatanewresolutionauthority
forBHCsandnonbankfinancialinstitu-
tionscouldhelpreducesystemicrisk.
Withoutadequateresolutionauthority,
eitherinsolventbanksmustentertradi-
tionalbankruptcy—whichcanhavesevere
repercussionsforthefinancialsystem,as
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exemplifiedbythefailureofLehman
Brothers—orthegovernmentmustprop
themupwithtaxpayermoney.Hethere-
foreconcludedthatitwouldbebetter
torestructureinsolventTSTFbanks
throughreceivership.

Stantonspokeaboutfinancialregulatory
reformfromthe“publicadministration”
perspective,whichaddresseshowauthori-
tiesimplementnewpolicy.Hefirstdis-
cussedthefailureofFannieMaeand
FreddieMac—twogovernment-sponsored
enterprises(GSEs).Hearguedthatthe
failuresstemmeddirectlyfromorganiza-
tionalvulnerabilitiesoftheGSEmodel.
Themodelisinherentlyconflictedbe-
causeGSEsmustbalancefiduciaryrespon-
sibilitytoshareholdersandthepublic
interest.Hesuggestedthatforthefore-
seeablefuture,thegovernmentkeep
FannieandFreddieinreceivershipas
whollyownedgovernmentcorporations
tosupportthemortgagemarket.

Because“riskwillmigratetotheplace
wheregovernmentisleastequippedto
dealwithit,”Stantonsuggestedcreating
astaffwithinthefederalgovernment’s
OfficeofManagementandBudgetto
evaluateandenhancethecapabilitiesof
federalagenciesinprovidingefficientre-
sponsestocrises.Healsorecommended
creatinganagencythatwouldbeautho-
rizedtogatherinformationfromfinancial
regulatorsbutwouldnothavesupervisory
authority.Itwouldmonitorriskandgive
reliable,unbiasedrecommendationsto
regulatoryauthorities.Lackingsupervi-
soryauthority,thisagencywouldhave
fewerproblemsassociatedwithregulatory
capture(i.e.,whenregulatorsbecome
dominatedbytheindustriesregulated).

Responding to the Financial Crisis: 
Lessons Learned

Theotherkeypanelwasmoderatedby
DouglasD.Evanoff,FederalReserveBank
ofChicago.ItfeaturedAnilKKashyap,
UniversityofChicago;KiyohikoG.
Nishimura,BankofJapan;AndyHaldane,
BankofEngland;andVincentR.
Reinhart,AmericanEnterpriseInstitute.

Kashyapdiscussedlessonslearnedfrom
therecentdeleveragingprocess.Hear-
guedthatdeleveragingcreatedcontra-
dictionsinthecreditmarketsthatwere

aggravatedbycapitalrequirements.As
assetvaluesfellandcapitallevelsshrank,
bankswereforcedtoraisenewcapitalor
selloffriskyassetsinordertosatisfyreg-
ulatoryrequirements.Capitalwasscarce,
andasaresult,bankswereforcedtosell
assets.Thisgeneratedfurtherpricedepre-
ciation,whichaffectedthecapitallevel
ofthewholesystem,notjustthatofan
individualbank.Thiscycledroveasset
pricesdowntothepointwherenumerous
institutionsfacedinsolvency.

Consequently,Kashyapsuggestedthat
theBaselIIAccord’smethodofregu-
latingonafirm-by-firmbasisisdeficient
becauseitdoesnotcapturetheadverse
effectsfortheentiresystem.Herecom-
mendedthattheregulatoryarmshould
extendbeyondbankstoanyinstitution
thatcouldproducelarge-scaleassetsales.
Additionally,troubledinstitutionsshould
beforcedtorecapitalizeinsteadofshrink,
preventingassetfiresalesandtheasso-
ciatedadversespillovereffects.Head-
vocatedtheuseofcontingentcapital
arrangementsasameanstoimplement
therecapitalizationrequirement.

Kashyapalsodiscussedtheneedtoim-
provethefailureresolutionprocess.He
contendedbankswouldcontinuetouse
short-termfinancing,subjectingthem
todepositrunsandmakingnormalbank-
ruptcyproceduresunworkable.Thus,a
newresolutionauthorityisneeded,he
argued,andshelf-bankruptcyplanscould
enhancethatentity’seffectiveness.

NishimuracomparedJapan’slost decade
(1991–2000)withthecurrentsituation
intheU.S.,explainingthatthesources
ofbothcriseswereinthepropertymar-
kets.InJapan,itwascommercialproper-
tiesincentralbusinessdistricts;andin
theU.S.,itwassubprimeresidentialmort-
gages.Banksinbothcountriesfacedheavy
losses,resultinginanadversefeedback
loop—i.e.,theslowingfinancialmarkets
inducedgreatercautionbylenders,house-
holds,andfirms,weakeningthereal
economy,whichfedbacktoevenmore
weaknessinfinancialactivityandeven
morecaution,andsoon.Nishimura
notedthatU.S.andJapanesepolicyre-
sponseshadalsobeenquitesimilar—
includingalargefiscalstimulusandan
aggressivelyexpansivemonetarypolicy.

Despitesuchaggressivepolicies,said
Nishimura,anadversefeedbackloopis
difficulttostopbecausethevaluationpro-
cessfortroubledassetsbecomeshighly
uncertain.Buyersandsellershavediffi-
cultyproducingreasonablelossestimates,
andasaresult,themarketshiftstoa
“waitandsee”strategy.Thiserosionof
confidenceproducesanaversiontoun-
certainty,whichthenaffectsinvestment
andeconomicactivity.

Nishimurastressedtheneedtoproceed
carefullyindesigningnewregulations.
Hepointedoutthattheoriginsoffinan-
cialcrisesoftenlieinareaswhereregula-
torshavelittleinformationorauthority.
Subsequently,thefinancialsystemand
regulatorsmustpreparefortheworst-
casescenarioduringgoodtimes.

AccordingtoHaldane,regulatorsshould
haveseenthatsomethingwasamissin
financialmarketsasthecrisisapproached.
Duringthe20yearsleadinguptothecur-
rentcrisis,thefinancialindustryhadex-
periencedlargeexcessreturnscompared
withthebroadermarket—ahistorical
aberration.Hearguedthatmostofthese
excessreturnswerearesultofthefinan-
cialindustry’suseofleverage,instead
ofasuperiorreturnonassets.

Haldanecouldseeapotentialneedfordif-
ferentialregulationsbasedoninstitution
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sizebecauseithadbeenthelargefirms
thathadpushedabadsituationintoa
majorcrisis.Hearguedlargefirmswere
abletoholdlesscapital,mostlikelybe-
causethemarketassumedtheywouldbe
bailedoutinacrisis.Thisassumption
wasprobablyappropriate,sincehisdata
showedapositivelinearrelationshipbe-
tweenfirmsizeandthesizeofthefed-
eralgovernment’scapitalinjections.

Finally,Haldanenotedthat,whilethe
paymentsandsettlementsystemsfunc-
tionedwellduringthecrisis,someover-
the-counter(OTC)marketsdidnot.
Thesemarketsbecametoocomplexand
interconnectedtoeffectivelypricecoun-
terpartyrisk.Toavoidsimilarproblems
inthefuture,headvocatedtheuseof
clearinghousesinOTCmarkets,suchas
thecreditdefaultswapmarket.

Reinhartconcentratedonproblemsasso-
ciatedwithgovernmentintervention.In-
terventionscandistortprivateincentives
sothatmanagementandcounterparties
arelessdisciplined,increasingrisktothe
financialsystem.Inaddition,inconsistent
governmentinterventionpoliciescan
createuncertainty.Asaresult,privatecap-
italcouldexitthesystem,andthegov-
ernmentwouldbelefttofillthevoid.

Governmentinterventioncreatedthe
TSTFproblem,Reinhartcontended.The
morecomplexandinterconnectedan
institutionis,thegreatertheeffectits
failurewouldhaveonthesystem.The
probabilitythatthegovernmentwillbail
outaninstitutionincreaseswithitslevel

ofcomplexity.Accordingly,counterpar-
tieswillpriceintheprobabilityofgovern-
mentintervention,providingcomplex
firmswithafundingadvantage.Henoted
thatthisgovernment-induceddistortion
givesfirmsincentivestobecomemore
complex.Ironically,thegreatercomplexity
makesthefirmmoredifficulttomanage,
increasingrisktothefirm.Overall,this
makesthefinancialsystemmorevulner-
abletocrisesandincreasestheneedfor
governmentintervention.

Reinhartarguedthatanotherlayerofsu-
pervisionisnotnecessary,noristherea
needforaspecialresolutionauthority.
Instead,heproposeda“modularsolu-
tion,”whereafinancialholdingcompany
iscomposedofpartsthatcanbediscon-
nectedandreassembled.Intheeventof
acrisis,systemicallyimportantpartscan
beprotectedinbankruptcy.Themod-
ulesthatarenotsystemicallyimportant
canbelefttothemarket.Thisproposal
involvesreducingthenumberofcorpo-
ratechartersandagencies,consolidating
balancesheets,andgivingupefficiencies
relatedtoscaleandscope.Reinhartar-
guedthatthesechangeswouldfacilitate
internationalcooperation,makepre-
packagedbankruptcyaviableoption,
andimproveeconomicefficiency.

Conclusion

The2009conferencefacilitatedimpor-
tantdiscussionsaboutfinancialregulatory
reformandlessonslearnedfromthere-
centcrisis.Reflectingonthecrisis,Federal
ReserveChairmanBenS.Bernanke

statedinhiskeynoteaddress:“Itisimper-
ativethatweapplythelessonsofthisex-
periencetostrengthenourregulatory
system,bothatthelevelofitsoverallar-
chitectureandinitsdailyexecution.”In
consideringregulatoryreform,wemust
understandhowthecrisisdeveloped,what
aggravatedthesituation,andhowwellthe
politicalandregulatorysystemsfunctioned.
Also,wemustconsidertheramifications
thatreformwillhaveonthefinancialsys-
temandontherealeconomy.Theopti-
malsolutionisonethatstabilizesthe
financialsystemwithouthinderingitsabil-
itytooperateefficiently.Effortsareunder
waytocreatethatoptimalframework.
Progresstowardthatgoalwillbediscussed
atthe46thannualConferenceonBank
StructureandCompetition,tobeheld
May5–7,2010.


