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I am pleased to be in Denver and | appreciate the opportunity to talk with you
about current economic and financial market developments. As you know, the past eight
months have been a very difficult period for the U.S. economy. A sharp slowdown in
growth has put the economy at the brink of a recession while, at the same time, rising
commodity prices have caused inflation pressures to rise considerably. And, to make
matters worse, these events have occurred against the backdrop of a collapse in housing
markets that has shaken financial markets around the world.

The Federal Reserve has responded to these developments aggressively. It has
taken unprecedented actions to provide increased liquidity to banks and other financial
market participants to maintain the functioning of financial markets. And, it has eased
monetary policy considerably to try to ensure that the disruptions in financial markets do
not spread to the broader economy.

Despite current difficulties, in my view there is room for optimism about the near-
term outlook for the U.S. economy. Financial markets appear to have stabilized somewhat,
and the economy should pick up in the second half of the year as fiscal and monetary
stimulus take hold. The damage to financial markets is severe, however, and it is likely to
be some time before they are able to function normally. Indeed, | believe that major
changes in industry practices and a significant rethinking of financial regulation will be
required if we are to avoid similar problems in the future.

Economic Outlook

To begin, then, over the past two quarters, economic growth has slowed
considerably. Real GDP growth was only 0.6 percent in the fourth quarter of last year, and

the first estimate of first-quarter growth, released last week, was again only .6 percent.



As the economy has slowed, we have seen a decline in employment and an
increase in the unemployment rate. During the first quarter, nonfarm payroll employment
fell by almost 240,000, with most of the job losses in construction and manufacturing.
And, over the past year, the national unemployment rate has risen from 4.4 percent to 5.0
percent.

Most of the current economic weakness can be attributed to two factors: the
ongoing slump in residential construction activity and the effects of higher energy prices on
consumer and business spending. Over the past two years, housing activity has plummeted
as rising defaults on subprime and other adjustable-rate loans have led to a severe decline
in sales of new and existing homes. With rising inventories of unsold homes, new housing
construction has collapsed in many parts of the country, and house prices have declined for
the first time in many years. The slump in new home construction has had a large effect on
GDP growth, lowering growth by an average of 1 percent over the past two years.

In addition, rising energy prices have sapped consumer and business spending.
Because so much of our oil is imported, an increase in oil prices effectively acts as a tax on
consumer and business spending. Economists estimate that a sustained increase of $10 per
barrel in oil prices leads to a decline in GDP growth of .2 to .5 percentage points per year
for two years. Since oil prices have risen from $55 per barrel in January 2007 to more than
$115 per barrel recently, their economic impact has likely been to take at least another full
percentage point off of GDP growth.

Earlier, | mentioned the potential impact of the recent financial market disruptions
on growth. Indeed, concern with the effects of these disruptions and, in particular, the

possibility they could lead to a severe credit contraction was the principal motivation for



the aggressive easing of monetary policy by the Federal Reserve over the past several
months. As you know, since September, the federal funds rate target has been reduced
from 5Y%4 percent to 2 percent. Although credit conditions have tightened considerably in
recent months and some markets for asset-backed securities have shut down, we have not
seen as large a credit crunch as some anticipated. Indeed, outside of some mortgage
markets, consumers and businesses with strong credit histories have continued to have
access to credit on reasonable terms. Consequently, in my opinion, financial markets
disruptions, while noteworthy, are not the major story behind the recent weakness in
economic activity. Energy price increases and housing dominate this slowdown.

Another troublesome fact is that accompanying the recent slowing of growth has
been renewed inflationary pressures. Prices for energy, food and other commodities have
soared over the past year. Overall CPI inflation has risen 4 percent from March 2007 to
March 2008 and core CPI, which excludes volatile food and energy prices, increased 2.4
percent over the same period. It may seem somewhat strange for inflation to be at these
levels even as the economy is slowing, but the inflationary pressures are not primarily due
to domestic factors. In fact, we are seeing significant increases in world commodity prices
and prices for imported goods, including goods imported from China. Part of these
increases is due to strong economic conditions abroad, but part is likely due to the sizeable
decline in the U.S. dollar over the past several years.

Some would dismiss these rising inflationary pressures as temporary. | believe
they are more serious. Energy prices have been trending up for the past five years, and
there are good reasons for thinking that higher food and commodity prices are not being

entirely driven by temporary supply and demand imbalances. However, the bigger concern



Is that these increases are beginning to generate an inflation psychology to an extent that |
have not seen since the 1970s and early 1980s. Measures of inflation expectations in
surveys and financial markets are moving higher, and businesses are increasingly passing
on higher input and commodity prices to consumers and business customers. In this
environment, in my opinion, there is a significant risk that higher inflation will become
embedded in the economy and require significant monetary policy tightening to reduce it.

Turning to the outlook, as | mentioned earlier, there are reasons that suggest the
economic slowdown will be short-lived. Part of the pickup in growth will likely come
from the tax cuts that are going into effect currently, part from the monetary policy
stimulus provided by low interest rates and part from a boost to exports from the lower
dollar. Forecasters also see moderation in energy and food costs later this year, which
would provide a boost to growth but also lead to lower inflation pressures.

As | indicated earlier, we are also seeing signs of stabilization in financial
markets, with improved liquidity and more transactions. Still, many markets are not
functioning normally, and it will take additional time for the damage to be assessed and
repaired.

As to monetary policy, the current accommodative stance should be sufficient to
cushion the economy from a deeper slowdown and the risks that financial disruptions
could spill over to the broader economy. As the economy recovers and credit conditions
improve, however, it will be necessary for the Federal Reserve to remove the policy
accommodation in a timely manner. How fast this occurs will depend on whether

inflation pressures moderate or intensify in the period ahead.



The Financial Crisis and the Federal Reserve’s Response

Let me turn now to a more detailed discussion of the disruptions in financial
markets that have occurred over the past several months and the Federal Reserve’s
response to these events. It is a simple fact of history that, over a business cycle, markets
tend toward excess optimism in which risk is seriously underestimated. In some cases,
public policy is required to “bail out” undeserving parties so as to minimize the broader
impact on the economy. It is also a fact that no matter the source of the financial
problem, no matter the size of the institution or the region in which the problem emerges,
the Federal Reserve will be part of any solution that is developed. This was the case in
the *70s, *80s and *90s during the foreign debt, farm, real estate and energy crises and is
the case today. As a necessary principal party in prudential supervision and as the lender
of last resort, the Federal Reserve is best positioned for this task.

Most in this room are by now well aware of the role that subprime lending played
in the creation of the housing bubble and its collapse. However, the problems in the
financial system are much broader and deeper than subprime lending. Over the past
several years, we have seen the emergence of easy credit availability, new complex
financial instruments and reduced credit standards by many financial institutions. This
left the U.S. financial system dangerously exposed to an economic or financial shock that
could cause widespread defaults and erosion of asset values. Rising subprime
delinquencies provided the spark that started the financial conflagration, but there was a
lot of dry tinder to spread the fire and an absence of firewalls and a sprinkler system to

contain the blaze.



In recent years, subprime mortgages, like other mortgages, have been packaged
into mortgage-backed securities, and these securities then served as collateral for more
complex asset-backed securities. When subprime delinquencies rose unexpectedly last
summer, investors in many types of asset-backed securities fled these markets, causing
severe valuation declines and losses to the holders of these securities. Although banks
did not make many of the original subprime loans, they held many of the affected
securities and made loans to other institutions that created and held these securities.
What resulted was a tremendous liquidity squeeze for the banking system and financial
markets as well as large losses as the value of mortgage and other asset-backed securities
declined. These strains were felt not only in the United States but also in Europe,
Canada, and some other countries where banks and other financial institutions had also
invested in U.S. mortgage and asset-backed securities.

To meet panic demands for liquidity, the Federal Reserve and central banks in a
number of other countries have taken extraordinary steps to maintain the functioning of
the financial system. In the United States the Federal Reserve has made funds available
to banks and other depository institutions through its discount window and has lowered
the cost of these funds. It has created a new discount window program, the Term Auction
Facility, to provide additional funds to depository institutions at a market-determined
rate.

The Federal Reserve also has taken a series of unprecedented actions to provide
support to financial markets more generally. For example, it has broadened the range of
collateral in its open market operations and security lending program. More recently, it

has created a new discount window facility for the banks and investment banks that



operate as primary dealers. These institutions play a key role in the Treasury securities
market, and their health is important for the Federal Reserve’s ability to conduct
monetary policy through open market operations and for Treasury debt management
operations. And, the Federal Reserve recently chose to provide direct support to Bear
Stearns, a primary dealer, to facilitate its purchase.

As | indicated earlier, financial markets have stabilized recently, in part because
of the Federal Reserve’s timely actions. However, many of these actions were short-term
in nature, and it is important that more permanent approaches be developed so that a
similar crisis does not happen again. In my remaining time, | will discuss the longer-term
approaches necessary to restoring and maintaining financial stability.

Steps Toward Financial and Requlatory Reform

The current financial crisis has revealed weaknesses both in the private
mechanisms that financial markets employ to provide internal discipline and in our
system of financial regulation and oversight. From the standpoint of private market
discipline, this crisis has provided the first major test of securitization, complex financial
instruments, risk modeling, and our new and broader market structure. Recent events
indicate dismal test results: Many financial institutions and investors did not adequately
judge, price or control the risks they assumed and did not prepare well for changing
financial conditions. All of this occurred despite the wide array of new financial
instruments for hedging risks and the substantial advances many market participants
claimed to have made in their risk management processes.

From a regulatory perspective, existing policies and supervisory oversight came

up short in several areas, most notably in identifying and addressing the exposures



institutions had in certain off-balance-sheet activities and in their mortgage lending and
securitization activities. These exposures, along with shortcomings in bank risk
management systems, led to inadequate capital and liquidity levels and to inaccurate
disclosures of risk positions to investors. Other complaints about the regulatory
framework have included its failure to prevent fraudulent and abusive practices in some
areas of the subprime market.

One other important regulatory concern is that many of the steps public
authorities have taken over the last year to stabilize the financial system seem likely to
weaken market discipline and extend moral hazard problems to a much wider financial
marketplace. A key example of this, the recent sale of Bear Stearns, seems to indicate
that in a crisis situation, public authorities will not be in a position to let market discipline
play out when larger financial institutions encounter problems. Bear Stearns’ collapse
indicates that such phrases as “systemically important” and “too-big-to-fail” can even be
applied to investment banks below the top tier.

The danger from a public policy perspective is that a much broader group of
managers and creditors may now believe and act as if they have an added layer of
protection from the risks they pursue. Beyond “too-big-to-fail” concerns, other market
discipline and moral hazard problems may be inherent in some of the recent and more
expansive proposals to support housing markets and in the actions the Federal Reserve
had to take to provide liquidity to the market and expand discount window access.

All of these questions about our financial system are eliciting many suggestions
for reform. Some have suggested that we should turn back the clock when it comes to

our efforts to deregulate financial markets, and others are suggesting significant changes
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in the regulatory structure. However, | believe a more fundamental issue is at the heart of
our problems and should remain the focus of our efforts: How can we strike an
appropriate balance between risk and return in our financial marketplace, while
developing the public policy steps necessary to support this framework and promote
financial stability?

In a longer-run context, we have two basic means by which to strengthen and
reform our financial system: promote more effective market discipline and implement an
improved and more countercyclical regulatory framework.

Steps toward more effective market discipline

For our financial markets to work well, market participants must serve as a strong
disciplinary force in rewarding successful ventures and curtailing funding for nonviable
projects and investments. However, as shown by the current crisis, market discipline
failed to prevent an overexpansion in the markets for mortgage finance and allowed a
significant mispricing of the underlying risks.

Some of the factors that contributed to this market breakdown include the
emergence of extremely complex and hard-to-understand financial instruments,
shortcomings in regulatory oversight and poor disclosures, financial conflicts of interest,
and shortcomings in corporate governance. For instance, evaluating the more complex
mortgage-backed securities and collateralized debt obligations taxed the abilities of most
investors. These investors were then left to rely on the credit assessments of loan
originators, rating agencies, traders, and the managers of hedge funds and other investor
vehicles, most of whom had competing financial incentives. Of course, the perennial

factor in boom-and-bust cycles — greed-induced myopia — also played a central role as
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many market participants assumed that we could not have a nationwide decline in
housing prices and that a continuous flow of funds would be available.

What steps should market participants take to restore their disciplinary role in the
financial system and prevent the depth of problems we have recently experienced? In the
near term, investors can be expected to show a preference for simpler and more readily
understood financial instruments, while showing a reluctance to put their money in the
types of markets and investment vehicles that have caused much of the recent turmoil.
They can also be expected to exert more “due diligence” and to favor the originators,
rating agencies and fund managers that demonstrate a reputation for providing sound
credit analysis and accurate disclosures. These are certainly some of the most apparent
“lessons to be learned,” and it will take some time for our financial markets to regain the
confidence of investors and meet this revised set of expectations.

Experience tells us, however, that as time passes and memories fade, market
participants will always be tempted to relax their ongoing disciplinary role, particularly
as any corrective steps begin to appear outmoded in a more prosperous time and as new
and seemingly more profitable opportunities and investment vehicles are developed. For
market discipline to be most effective over an entire cycle, it will thus be important for
investors and institutions to work to establish a more resilient financial framework.

Some key areas for market participants to work on are: improving financial
disclosure practices and developing risk management processes and models that reflect a
full range of economic experiences. Other needed reforms include establishing stronger

corporate governance steps — including a better set of incentives for financial agents to
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reduce the conflicts of interest they now face — and fostering better control of liquidity
risk, clearing and settlement risks, and counterparty risk.
A stronger, more countercyclical regulatory framework

Weaknesses in our regulatory system revealed by the current financial crisis also
require careful thought and action. This crisis, in fact, is raising questions about such
traditional supervisory issues as bank liquidity analysis, capital standards, risk
management practices and off-balance-sheet exposures. Because many financial
activities are gravitating beyond the banking system and into less-regulated capital
markets, questions about the scope of regulation and how it can best support market
discipline must be addressed.

One area where a number of large banking organizations and securities firms have
fallen short is in the amount of capital they were holding against their risk exposures. It
is clear that many organizations underestimated such risks and, accordingly, the amount
of capital they would need. This was particularly true for a number of new off-balance-
sheet activities of larger banking organizations. With the transition to Basel Il
international capital standards for large banks and the reliance this system will place on
bank internal risk models, it is particularly important that we make sure this approach
addresses the type of problems recently encountered.

In this regard, | have a number of concerns and believe we need to be cautious as
we implement the new standards. First, banks have had a fairly short history with their
risk models and much of the data going into these models reflects only the period of
prosperity before recent events. In fact, tests run on these models over the past few years

have suggested that most large banks could safely reduce the amount of capital they hold



13

— a premise which has now been shown to be overly optimistic. In addition, recent
capital problems for larger banking associations were tied, in part, to their off-balance-
sheet operations, and it is not clear whether Basel 11 will address these practices, as well
as future banking innovations, any better than Basel I.

A final concern is that Basel Il has the potential to be procyclical as bankers
update their risk models to reflect new events. Consequently, if we want banks to have
the capital to withstand future crises, | believe it is important for our capital standards to
incorporate a longer-term view of risk and for banks to maintain a base of capital or a
leverage ratio sufficient to support all their operations. A countercyclical, rules-based
approach to control leverage is needed. It must be simple and observable and, thereby,
enforceable.

Liquidity has been another problem for many institutions, particularly with
breakdowns in the commercial paper and other funding markets, difficulties in valuing
asset-backed securities and other investment vehicles, maturity mismatch problems, and
questions about the financial condition of some institutions. As | mentioned previously,
the Federal Reserve has taken a number of new approaches through the discount window
to address these liquidity issues. We will certainly reevaluate these steps in the near
future and decide what worked and whether such innovations as the liquidity facility
should be continued.

We will also have to take a careful look at the moral hazard issues that might have
been created by the expansion in discount window access and consider what we can do to
change such perceptions. Other suggestions for reforming the discount window have also

been made, such as converting some of the lending to a “line of credit” format, under
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which institutions could pay a fee for standby access to the window. It is also of critical
importance for banking and other financial supervisors to review and strengthen their
policies on liquidity; otherwise we will face many of the same problems in the future.

Because many of our current financial problems can be tied to asset-backed
securities, beginning with the subprime market, we should ask ourselves what can be
done to strengthen the regulatory framework surrounding securitization and to address
the asymmetric information problems in this market. This is a particularly important
guestion given the benefits that securitization can bring to our credit markets in terms of
attracting new funding sources and distributing risk across a broader marketplace.

Among the ideas now being suggested are: (1) tighter registration requirements
for loan originators; (2) improved disclosures by originators and securitizers on the
underlying loans; (3) new limits on the types of asset-backed securities regulated
institutions can hold; (4) greater liability, risk exposure or equity positions for originators
and securitizers; and (5) new regulations for the agencies rating these securities.

Other regulatory steps may be necessary. For example, some have questioned
whether the regulatory framework has kept up with the movement of securities firms into
a broader range of activities. Where such firms once concentrated on brokerage and
underwriting activities, the recent market collapse has shown that the most significant
risks securities firms face are now in other areas. In regard to subprime lending
regulation, the Federal Reserve has proposed a number of regulatory changes under
Regulation Z and the Home Ownership and Equity Protection Act to provide greater
protection to consumers and to eliminate certain deceptive or abusive practices on higher-

priced mortgage loans. These amendments would also extend other protections to all
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mortgage loans, including additional disclosures when lenders advertise loan rates and
features.

A final and very important regulatory issue is what we do with firms that might be
considered “too-big-to-fail.” With a growing number of large firms linked to each other
through clearing and settlement systems, capital markets activities, and counterparty
risks, it is becoming more difficult to avoid supporting such entities during crisis periods.
In fact, we are rapidly creating an environment in which the investors, creditors and
managers at such institutions take it for granted that they will have this added measure of
protection when taking risk.

There are no easy answers in dealing with this “too-big-to-fail” issue, but we need
to take some strong steps if we are to restore the proper balance between financial risk
and return and make market discipline effective. But we must be certain that whenever a
bailout cannot be avoided, it should follow also that public authorities assume senior
positions with respect to stockholders and other creditors at these “too-big-to-fail”
institutions.

The Federal Reserve, as the nation's central bank, has responsibility and
accountability for overall financial stability. It has been given the tools of authority in
monetary policy, and regulatory and payments system oversight in a decentralized
structure insulated from politics to achieve its mission. Doing what must be done to
facilitate financial stability has always been the independent Federal Reserve System's
role. It will be difficult. One has to look no further than recent news media headlines
about the strong opposition to the proposed regulatory changes in the mortgage industry

that | just mentioned to know this is true. But this environment is not much different
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today than at the Federal Reserve's founding. Thus, as we take on these new challenges,
I'll leave you with this quote from 1930 to illustrate my point. It is from Paul Warburg,
who was appointed a member of the first Federal Reserve Board by President Woodrow
Wilson.

"In a country whose idol is prosperity, any attempt to tamper with conditions in
which easy profits are made and people are happy, is strongly resented. Itisa
desperately unpopular undertaking to dare to sound a discordant note of warning in an
atmosphere of cheer, even though one might be able to forecast with certainty that the
ice, on which the mad dance was going on, was bound to break. Even if one succeeded
in driving the frolicking crowd ashore before the ice cracked, there would have been
protests that the cover was strong enough and that no disaster would have occurred if
only the situation had been left alone."*

There are many challenges ahead, many choices to make. Some I suspect will be

desperately unpopular.

! paul M. Warburg, The Federal Reserve System, Its Origin and Growth, Reflections and Recollections,
published April 1930, by the Macmillan Company



