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What a ride! Housing and mortgages went from binge to withdrawal in just 
12 months. Importantly, the housing boom contributed to a mortgage boom, 
especially in new exotic loan products such as adjustable-rate mortgages, 

interest-only mortgages, and payment-options mortgages, all of  which helped to fuel 
economic growth. With the housing boom at an end, economic growth and job growth 
have both slowed, ultimately leaving more and more families unable to make their debt 
payments. Foreclosures have grown, resulting in tighter credit standards and contribut-
ing to further economic slowdown as borrowers, once awash in easy credit, find it hard-
er to finance a new home, their education, or a business venture, among other things. 

To address boom-and-bust financial cycles, which hold a serious threat to our economic 
health, we recommend a regulatory tool, considered but never adopted by policymakers, 
known as asset-based reserve requiremets. ABRRs were first proposed in the 1970s by 
proponents of  allocating credit to underserved borrowers, and the proposal was revived 
in the early 1990s to encourage access to credit for a wider set of  socially desirable ends. 
More recently, ABRRs have been proposed as a way of  diminishing speculative bubbles 
(see “Genesis of  Asset-based Reserve Requirements,” page 9). We explore how this regu-
latory policy tool might have affected the recent mortgage boom and mitigated some 
of  the adverse consequences of  recent events. The tool may seem radical to some but 
deserves, in our view, serious consideration against the backdrop of  apparently increas-
ing systemic financial market risks. Specifically, ABRRs would require all lending institu-
tions that originate new loans to place with the Federal Reserve a specified percentage 
of  loans as low- or no-interest-bearing reserves. The share of  loans to be held with the 
Federal Reserve would be larger for riskier loans and could be adjusted according to eco-
nomic needs. For instance, when the economy slows down, regulators could reduce the 
share of  a loan required to be held in reserves to increase the amount of  credit available. 

The use of  ABRRs, if  they had been in place, would have allowed the Federal Reserve to 
better manage economic fluctuations. It may have been able to slow the sudden prolifera-
tion of  risky mortgages and thus protected the economy from the fallout of  rapidly rising 
economic distress and the threat of  severe credit tightening, which could hurt economic 
growth and job creation. Alternatively, ABRRs would also allow the Fed to react swiftly to 
a financial bust by lowering reserves to counter tightening lending standards.

Introduction



w w w . a m e r i c a n p r o g r e s s . o r g O C T O B E R  2 0 0 7

�

Several aspects of  today’s financial mar-
kets and concomitant regulatory regimes 
support the introduction of  ABRRs. 
Specifically: 

The Federal Reserve needs new 
tools to fulfill its regulatory and 
monetary duties. Some of  the exist-
ing tools, such as reserve requirements 
on deposits, have become blunt since 
they apply to an ever-shrinking share of  
the financial system.1 Hence, we recom-
mend replacing existing deposit reserve 
requirements for depository institutions 
with ABRRs for all lending institu-
tions. This would level the playing field 
among lenders. In addition, it would 
give the Federal Reserve a tool to di-
rectly influence financial market cycles 
without relying solely on interest rates. 

ABRRs would complement exist-
ing capital requirements. Under 
the aegis of  the Bank for International 
Settlements’ so-called Basel I and 
Basel II accords, the world’s financial 
institutions are required to maintain 
adequate capital on their own books 
depending on their assets’ riskiness. 
Capital requirements help to grow the 
credit supply when times are good and 
tighten it when times are bad, in line 
with fluctuations in the risk of  a bank’s 
underlying assets. As a complement to 
capital requirements, ABRRs would 
therefore give the Fed the ability to 
regulate the money supply in a coun-
tercyclical fashion by, for example, set-
ting lower reserve requirements when 
times are tough and hence allowing 
lenders to expand credit more than 
otherwise would be the case. 

There are established proce-
dures to assess risk. The imple-
mentation of  capital reserve require-
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ments has necessitated procedures to 
measure risk at the world’s major fi-
nancial institutions. If  the same mech-
anisms to evaluate risk for the purpos-
es of  calculating capital requirements 
are used to value risk for the basis of  
assessing ABRRs, banks would have to 
implement only one valuation method 
and the Federal Reserve’s regulatory 
work would be facilitated. 

The Federal Reserve can process 
reserve requirements in a com-
plex, fast-paced world. The Fed 
has established mechanisms for deposit 
reserve requirements in a world char-
acterized by increasing complexity and 
speed. For the calculation of  deposit 
reserve requirements, for instance, de-
posits are averaged over several weeks 
as the basis for reserves so that reserves 
do not have to be calculated daily. Put 
differently, as long as lenders lend 
some money during a specified period, 
say two weeks, they will be required to 
hold ABRRs at the Fed. 

Policymakers need to consid-
er complementary policies to 
equalize credit access. There 
needs to be a balance between restrict-
ing risky lending to stabilize financial 
markets and the economy and grant-
ing underserved borrowers sufficient 
access to credit. Specifically, if  finan-
cial institutions respond to the incen-
tives embedded in ABRRs, then access 
to some costly and risky forms of  cred-
it could decline. The hope would be 
that at least for some borrowers access 
to lower-cost and lower-risk credit may 
increase under this proposal. Policy-
makers, though, may have to consider 
additional measures to increase access 
to stable, low-risk, and low-cost forms 
of  credit for borrowers, who may see 
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their access to credit decline if  ABRRs 
were enacted. This is of  critical impor-
tance to those borrowers who typically 
have less access than their counter-
parts to affordable and stable credit, 
such as minorities, low-income fami-
lies, and small businesses.2 

Given the sweep of  financial liberaliza-
tion in the United States over the past 
three decades—and the accompanying 
rise in volatility across a number of  asset 

marketplaces—the time for ABRRs may 
have arrived, although the proposal has 
been around some time (see box, page 9). 
We raise the issue once again because we 
want to give this proposal more visibility 
and spark a discussion over whether the 
country needs new regulatory tools to 
handle more complex and larger finan-
cial markets—and, if  so, what those new 
tools should look like, using ABRRs as a 
possible example.3 
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The Economy in the Debt Boom and Bust Cycle

After years of  easy credit and an unprecedented housing boom, the U.S. housing mar-
ket went through some painful withdrawals. From March 2001 through December 
2005, for example, new homes sales grew at an annual rate of  5.8 percent. In sharp 
contrast, over the course of  2006 the sale of  new homes fell by 17.8 percent and by an-
other 10.0 percent in the first five months of  2007.4

Consequently, residential real estate turned from boom to bane for the economy in a mat-
ter of  just a few quarters. From March 2001—when the current business cycle started—
through the end of  2005, 13.7 percent of  economic growth resulted from the activity in 
residential real estate, a larger share than for any business cycle since World War II. Yet 
from the end of  2005 through March 2007, the decline in the housing sector reduced the 
growth rate by almost one-third—by 29.8 percent.5 Economic growth in the first quar-
ter of  2007 fell to its lowest level in almost seven years, to 0.6 percent, in the wake of  six 
quarters of  declining inflation-adjusted activity in the residential real estate sector.6 

This rollercoaster ride was also reflected in the labor market. From March 2001 through 
the end of  2006, residential construction added 13,500 new jobs each month. During 
the boom years of  2004 and 2005, residential construction employment expanded at a 
rate of  20,600 per month. In contrast, from the end of  2005 through March 2007, resi-
dential construction employment declined on average by 5,200 jobs per month.7 

What kept the housing boom rolling was a mortgage boom. By the end of  2006, mort-
gages equaled a record 100.0 percent of  disposable income. The increase in mortgage 
debt to disposable income was six times faster in this business cycle, from March 2001 
to March 2007, than it was in the 1990s.8 

The effect of  record-high debt was further exacerbated by the proliferation of  more 
exotic mortgages, such as adjustable-rate mortgages, payment-options ARMs, and in-
terest-only ARMs. All of  these mortgages eased the monthly payment burden initially 
but often required higher payments down the road. Consequently, debt payments could 
increase, even if  the debt growth slowed. 

Not surprisingly, the mortgage boom turned into a foreclosure crisis as the economy 
and the labor market slowed. In the first quarter of  2007, 0.58 percent of  all mort-

Managing Financial 
Risks as Markets Move
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gages entered foreclosures.9 This marked 
the first time since the Mortgage Bank-
ers Association collected these data in 
1979 that the foreclosure rate rose for 
four quarters in a row, reflecting the 
sharpest annual increase to the highest 
level on record. 

Rising household economic distress, how-
ever, holds the threat that what once was 
an almost uninhibited flow of  easy credit 
could turn into excessive tightening of  
credit standards. Fewer families looking to 
buy a home or small business owners look-
ing to invest will get access to the financing 
they need.10 Less investment in homes and 
businesses will likely dampen employment 
creation and economic growth. 

Give Lenders an Incentive  
to Better Manage Risk

To better manage the potential of  finan-
cial market boom-and-bust cycles that 
can put the economy on an undesir-
able rollercoaster ride, we recommend 
a regulatory tool, considered but never 
adopted by policymakers, known as as-
set-based reserve requiremets. ABRRs 
were first proposed in a different context 
in the 1970s, revived in the early 1990s as 
a means of  directing to credit for various 
socially desirable ends, and their ap-
plication was extended in the the 2000s 
as a means of  diminishing speculative 
bubbles (see “Genesis of  Asset-based 
Reserve Requirements,” page 9). Under 
this proposal, all lenders—deposit-tak-
ing and non-deposit-taking institutions 
alike—would be required to set aside 
low- or no-interest-bearing reserves at 
the Federal Reserve on all of  their loan 
products, with differing levels of  reserve 
requirements based on risk and deter-
mined by the Fed.11 The greater the risk 

of  the asset is, the larger the asset-based 
reserve requirement would be.12 

Deposit-taking institutions such as com-
mercial banks and savings banks and non-
deposit-taking institutions such as mort-
gage banks, brokers, and industrial loan 
banks would all have to maintain ABRRs 
on all of  their loan products—from mort-
gages and small business loans to corpo-
rate credit facilities as well as other assets 
such as auto loans, credit cards, and 
margin loans for stock purchases. The 
Federal Reserve would set the reserve lev-
els for these different classes of  assets, en-
abling the central bank to raise or lower 
reserve requirements on different assets at 
different times depending on certain risk 
parameters.

ABRRs would be maintained by the 
central bank to influence financial institu-
tions’ risk exposure to different asset mar-
kets depending on market conditions and 
these markets’ influence on the broader 
economy. This flexibility would comple-
ment existing capital requirements under 
the aegis of  the Bank for International 
Settlements’ so-called Basel I and Basel 
II accords that ensure financial institu-
tions maintain enough capital to remain 
solvent (see sidebar, page 7). 

An ABRR regime recognizes the impor-
tance of  a flourishing secondary market 
in different assets. Secondary markets 
allow reputable financial institutions the 
ability to offer first-time home buyers a 
mortgage because the lender knows it can 
offset some of  the risk of  lending by sell-
ing the mortgage in the secondary market. 
Demand in the secondary market is high 
among institutional investors for home 
mortgages, or auto loans or credit card 
receivables (to name just a few) that are 
repackaged into tradable securities. 
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Under this ABRR proposal, once a loan 
is sold into the secondary marketplace 
the originator of  the loan would no lon-
ger have to hold reserves at the central 
bank for that asset. Any new lending by 
all financial institutions that sell their loan 
assets into the secondary market must set 
aside new reserves with the central bank 
when they make new loans. This would 
likely give all financial institutions incen-
tives to make new loans based on pru-
dent guidelines linked to the amount of  
reserves required by the Fed.

This proposal would not change any 
existing regulatory authority—other 
than eliminating liability-based reserve 
requirements, as discussed further be-
low—over the different segments of  the 
U.S. financial markets. Just as the Fed-
eral Reserve can currently set liability-
based reserve requirements for deposits 
at deposit-taking institutions that are 
otherwise not regulated by the Fed, asset-
based reserve requirements would remain 
separate from other features of  banking 
regulation and supervision. 

By adjusting ABRR levels, the Fed will 
be able to slow asset market run-ups and 
thus help forestall asset bubbles. This 
could smooth out economic cycles and 
protect financial institutions from over-
extending themselves in suddenly hot 
markets. The result would be healthier 
financial market and economic growth, 
which wouldn’t be disrupted by overly 
concentrated financial market activity in 
one asset class during a boom and the in-
evitable and often sharp correction when 
the financial market bubble bursts. 

These flexible and wide-ranging ABRRs 
will allow the Fed to manage economic 
cycles by also lowering asset-based 
reserve requirements on different asset 

classes amid changing economic condi-
tions. During an economic slowdown, 
for example, ABRRs could be used as 
a countercyclical measure to stimulate 
economic activity. By giving the Fed the 
flexibility to set reserve requirements on 
different sets of  assets across the entire fi-
nancial landscape as the need arises in an 
economic cycle, the central bank will be 
better able to manage the flow of  money 
in tandem with the rest of  the economy. 
Put differently, ABRRs could give the 
Federal Reserve the tool to better fine-
tune an increasingly complex economy 
with large, dynamic financial markets. 

One of  the critical components of  this 
proposal is that regulators will be able to 
assess risk differentials accurately. Regu-
lators at the Fed must be able to tell a 
risky asset from a less-risky one. Fortu-
itously, this discussion is already central 
to changes occurring in the regulatory 
environment for financial institutions. 
Specifically, U.S. financial institutions are 
expected to change the way they build 
capital in response to risk in their port-
folio under the so-called Basel II accord. 
While ABRRs would have no impact on 
these new capital requirements, the Basel 
II accord holds important lessons, espe-
cially with respect to measuring risk in a 
financial institution’s portfolio.13 That is, 
the tools necessary to adopt this proposal 
are already being developed. 

The Mechanics of Asset-
based Reserve Requirements

Not so long ago, a mortgage involved a 
lender and a borrower. Increasingly, how-
ever, a large share (if  not the majority of  
mortgages) are securitized. This involves 
several players. Specifically, a lender, ei-
ther a bank or a non-bank, issue a loan 
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Basel Accords: The Other Risk-Based Regulatory Regime

The asset-based reserve requirements recommended in our paper 
are designed to complement rather than replace or override almost 

two decades of work by the world’s central banks to implement so-called 
risk-based capital requirements for financial institutions worldwide. These 
regulatory guidelines, known as the Basel I and Basel II accords, were 
drawn up under the aegis of the Bank for International Settlements, a 
kind of central bank for the world’s central banks.

While our asset-based reserve requirements, or ABRRs, would have no 
impact on the capital-adequacy standards under the two Basel Accords, 
the two agreements do hold important regulatory lessons, especially 
with respect to measuring risk in the portfolios of financial institutions. 
Understanding exactly how the Basel Accords operate is also important 
since the two regulatory regimes would operate in tandem.

The initial Basel Accords, first adopted in 1988 and now referred to as 
Basel I, set minimum international capital requirements that all deposit-
taking institutions must maintain as a safeguard for solvency. The world’s 
central bankers adopted these new regulations after realizing that exist-
ing safeguards—such as deposit insurance—were insufficient to protect 
the safety and soundness of the financial system from the collapse of big 
financial institutions. 

The new risk-based capital requirements were designed so that central 
bankers and other financial policymakers would not be obliged to bail 
out a major financial institution in crisis since that would set a precedent 
that could lead other financial institutions to engage in similarly unsafe 
and unsound business. The new guidelines set broad capital-adequacy 
ratios, such as capital as a share of assets, including mortgages. 

In this way, Basel I served to more accurately align financial institutions’ 
profit incentives with their own safety and soundness as they were 
forced to pay a greater price for more risky behavior. In essence, financial 
institutions now had more of their own money at stake. Within a decade, 
however, Basel I was determined to be insufficiently risk-sensitive for the 
largest financial institutions, leading to a revision of the accord— which 
is now commonly referred to as Basel II—in the fall of 2005.14 

The new guidelines grew out of now widespread acceptance that capital-
adequacy requirements should be based on the relative risks of financial 
institutions’ behavior and holdings, which many federal regulators view 
as one of their top priorities.15 The primary change of Basel II was to 
make capital requirements sensitive to the risk embodied in a financial 
institution’s assets. 

In addition to establishing an overall framework of safeguards based 
on more calibrated risk-assessments, Basel II addresses mortgage as-

sets in particular. Rather than the one-size-fits-all 4 percent capital-to-
asset reserve requirement for mortgage loans under Basel I, the new 
guidelines allow for more sensitive assignments of this risk-weighted 
percentage to reflect the reality that not all mortgage loans carry the 
same level of risk. 

The Basel II rules for mortgages, which are scheduled to take effect in 
2008, weigh risk according to a variety of factors, incorporating data 
already used in the loan approval process as well as data on the history 
of the loan performance. Thus, financial market regulations are already 
establishing the tools necessary for the Federal Reserve to establish 
ABRRs, especially with respect to mortgage assets. 

The manner in which these capital-adequacy rules are administered, 
however, highlights why ABRRs would complement the Basel Accords as 
the Fed engages in its main responsibility of managing the money supply. 
Stricter capital requirements help to build cushions at financial institutions 
in case something goes wrong, but these requirements also encourage 
financial institutions to boost lending in good times and curtail lending in 
bad times. This pro-cyclical bias is inherent in the required capital. 

For one, capital grows faster during periods of economic growth, but 
capital may even decline during an economic slowdown.16 Consequently, 
a financial institution would gain more leeway to extend its loans and 
thus take on more risks in good times, but would have to curtail its lend-
ing in an effort to reduce its risk exposure in bad times, simply because 
how its capital performed. Also, the value of assets at financial institu-
tions may be overstated when the economy goes into a downturn, which 
means the chance of borrowers defaulting may be underestimated during 
good times.17 

Consequently, when the bad times roll around and borrower defaults rise, 
banks may find that they may actually have insufficient capital reserves 
to provide an adequate level of liquidity to the economy as lenders 
restrict their lending and risk-taking during an economic slowdown. This 
does not necessarily mean that financial institutions will fail in droves 
when things go wrong, but it could mean they will cut back on their 
loans more than they otherwise would have—exacerbating an economic 
downturn that may have started the initial rise in default risk.

The Basel accords cannot adequately encourage financial institutions to 
adjust their capital reserve levels amid changes in economic cycles or amid 
dramatic financial market swings because Basel I and Basel II do typically 
not have the tools to curtail overextension during the good times and thus 
avoid a potentially vicious cycle of credit constraints during a downturn. In 
contrast, ABRRs would allow the Federal Reserve to do so. 
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to a borrower, either directly or with the 
help of  a mortgage broker. The lender 
then turns around and sells the loan—ac-
tually, many of  them—to the issuer of  a 
securitized asset. The issuer of  the securi-
tized asset sells a bond to investors. These 
bonds are backed by the initial mortgages. 
Payments on the bonds to the investors 
are made out of  interest and principle 
payments that the initial mortgage bor-
rower makes to the mortgage servicer, 
an institution that acts as a go-between 
between the initial borrower and the insti-
tution that purchased the bond. 

In the recent mortgage boom, ABRRs 
would have applied to all lenders that lent 
mortgages. Banks and non-banks alike 
would have issued a loan and at the same 
time would have had to set aside a share 
of  the original mortgage amount aside 
as asset-based reserve requirement. This 
money would have been held as low- or 
no-interest-bearing reserves with the Fed-
eral Reserve. 

If  the lender continues to hold the mort-
gage, part or all of  the asset-based reserves 
would have been released as the mortgage 
borrowers made principle payments. Part 
of  the released reserves could then be used 
again to make another loan. In compari-
son, if  the lender made an interest-only 
mortgage, the amount held in reserve 
would not change until the borrower 
makes payments on the mortgage princi-
ple. In this instance, the lender would have 
a strong incentive to issue a lower-risk 
mortgage product, such as a traditional, 
fixed-rate mortgage. A lower-risk product 
would carry with it a lower ABRR and 
the borrower would make principle pay-
ments that would automatically reduce the 
amount held as reserves with the Federal 
Reserves, thereby increasing the amount 
that could be lent out for new loans. 

This is the simple case. Typically, though, 
a large share of  mortgages is securitized 
and loans are no longer held by the 
lender. Once the loan is sold off  to the 
issuer of  a securitized bond, the reserve 
amount is released to the original lender. 
The lender then uses the money to make 
another mortgage, for which the lender 
will have to hold again ABRRs. In prac-
tical terms, the Federal Reserve would 
likely average the number of  loans for 
which ABRRs are due over several weeks 
so that lenders would only have to receive 
back portions of  their original ABRRs 
or pay portions of  what is due, as long as 
they issue regulated loans. 

Even with securitization, ABRRs remain 
effective. Under a system of  ABRRs, 
lenders will never be able to lend the full 
amount of  money available since lend-
ers will always have to hold part of  their 
assets as reserve and not use them for 
mortgages or other loans. Again, lenders 
will have an incentive to move towards 
lower-risk loans, especially those in which 
principle gets paid down more quickly, 
since those mortgages allow lenders to 
more easily make another loan. 

Moreover, ABRRs are a regulatory tool 
that focuses on an institution—in this 
case, lenders—not on particular products. 
That is, ABRRs would apply to all loan 
products offered by a regulated lender, 
not just mortgages. Many regulated lend-
ers, which would include, for example, 
hedge funds and brokers, will lend money 
in the forms of  bonds, including those 
backed by mortgages.18 The Federal 
Reserve can decide whether the mort-
gage-backed security is more or less risky 
than the original mortgage; securitized 
loan obligations, for example, could have 
different ABRRs than mortgages or other 
loan products depending on the Federal 
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Reserve’s assessment of  risk and econom-
ic needs. As long as lenders are regulated, 
collateralized loan obligations will also be 
affected by ABRRs.19 

Lenders, of  course, were not the only 
ones with limited incentives to offer 
low-cost, low-risk mortgages to borrow-
ers during the recent mortgage boom. 
Mortgage brokers, who sell mortgages 
to borrowers with capital provided by 
lenders, typically did not share any of  the 
default risk from the loans they originat-
ed. In addition, mortgage brokers earn a 
yield spread premium, or YSP, which is 
essentially an interest-rate kickback that 
increases with the interest rate charged to 
the borrower. An estimated 90 percent of  
brokers in the subprime market received 
YSPs.20 As a result, mortgage brokers had 

no clear incentive to pursue the lowest-
cost option for borrowers. 

Mortgage brokers would probably not be 
considered lenders under an ABRR-style 
regulatory regime and thus would not 
be affected by these new reserve require-
ments. Because ABRRs regulate all lend-
ing institutions and not products, asset-
based reserves would not be due to the 
Federal Reserve until the loan itself  was 
booked by the primary lender. Since the 
lender and not the mortgage broker is the 
one who seeks refinancing in the capital 
market, the decision as to how much mon-
ey and at what price the lender’s money 
can be lent would rest with the lender. 
Because the lenders for which a broker 
originates a loan would be affected by the 
new regulatory tool, the lender would 

Genesis of  Asset-based Reserve Requirements

The concept of asset-based reserve requirements 
boasts a long history in modern regulatory theory. 

In one form of another, ABRRs have come close to imple-
mentation over the past 30 years. However, while much 
of the original focus was to steer lending toward projects 
that were deemed socially worthwhile, our primary focus 
here is to reduce the chance for systemic risk through the 
implementation of ABRRs. 

Early advocates included former Federal Reserve gov-
ernors Andrew Brimmer and Sherman Maisel and Mas-
sachusetts Institute of Technology economist Lester Thu-
row.21 Brimmer in particular lobbied his fellow governors 
throughout the 1970s to adopt a supplemental system of 
asset-based reserve requirements with the primary goal 
of channeling credit to priority borrowers. 

Other scholars, such as University of Massachusetts profes-
sor Robert Pollin, took up the work of Brimmer and others 
and continued to advocate for an ABRR regulatory regime. 
In 1993, Pollin argued for ABRRs as part of an overall 
restructuring of the Federal Reserve to better allocate credit 
via public means. 

Pollin cites econometric studies showing that long-term 
changes in asset-based reserve requirements could 
significantly affect the profitability of the financial 
institutions and financial intermediaries to which they ap-
plied—ultimately affecting lending patterns.22 His review 
of the relevant research shows that lower profitability 
associated with higher asset-based reserve requirements 
should ultimately reduce undesirable lending activities. 

While the intention behind some of the earlier proposals 
was to encourage credit extension to activities that were 
deemed socially desirable, it seems currently more appro-
priate to consider ABRRs as a tool to discourage activities 
that increase the boom-and-bust cycles in the economy, 
as suggested by economist Thomas Palley in various stud-
ies.23 For many borrowers today in the subprime market, 
ABRRs could restrict access to high-cost, high-risk loans. 

While ABRRs could give financial institutions an incen-
tive to extend lower-cost, lower-risk credit, this is not 
assured. Policymakers may have to consider additional 
steps to increase access to lower-cost credit for those 
groups that will see their access to credit shrink as a 
result of the use of ABRRs.
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also have a strong incentive to direct the 
broker toward lower-cost, lower-risk loan 
products—especially if  ABRRs are raised 
to slow the growth of  credit and/or if  
ABRRs for riskier loan products are higher 
than for other, lower-risk loans. 

Asset-based Reserve 
Requirements and the 
Recent Mortgage Boom

To see the impact of  ABRRs in the 
recent housing and mortgage booms, 
consider what the Federal Reserve may 
have done. Ideally, the Federal Reserve 
would use its newly created authority to 
use ABRRs to achieve two things. First, it 
would try to influence the overall amount 
of  loans issued, and second, it would try 
to influence the overall risk embodied in 
the mortgages that are issued by lenders. 

Let’s look at this step-by-step, beginning 
six years ago. After 2001, mortgages 
accelerated relative to disposable in-
come. Over that time, there may have 
come a point when the Fed thought that 
mortgages were growing too large. Such 
a point may have come in early 2005. 
After all, Federal Reserve chairman Alan 
Greenspan warned of  the potential 

“froth” in the housing market in the mid-
dle of  2005.24 At that point, the Fed may 
have raised ABRRs on mortgages and 
on mortgage-backed securities. Lend-
ers would have had less money to lend 
for these activities and mortgages would 
have grown slower. 

Instead, lenders would have shifted their 
assets to other loans, such as small busi-
ness loans, as long as the Federal Reserve 
did not raise ABRRs associated with 
these activities, too. The result may have 
been a different mix of  debt and thus an 

economy that may have been less depen-
dent on the housing boom as a primary 
driving force. If  the Fed had decided that 
certain types of  mortgages that it consid-
ered more risky than others were grow-
ing faster than was desirable, it would 
have raised the ABRRs on these riskier 
mortgages and on bonds backed by these 
riskier mortgages faster than for other 
mortgages. The result would have been 
fewer higher-risk mortgages. 

What’s more, because higher ABRRs 
would have reduced the share of  lenders’ 
assets that could have been used produc-
tively, and because ABRRs would have 
been higher for higher risk loans, lenders 
would likely have responded in two very 
positive ways. First, less risky loans would 
have become relatively more attractive, 
which would have sparked the origination 
of  more low-risk loans. Second, lenders 
would have charged higher interest rates 
to higher risk customers, thereby curtail-
ing demand for more risky mortgages. 

The result would have been slower mort-
gage growth in general and fewer high-
risk mortgages in particular. That is, the 
use of  ABRRs could have curtailed some 
of  the most rapid run-up in the subprime 
market, especially in the form of  more 
exotic mortgages.25 

Since the default risk of  mortgages 
would have been lower, the ensuing crisis 
would likely have been less pronounced. 
Specifically, some of  the more high 
profile failures could have been avoided. 
New Century Financial Corporation—
the second-largest U.S. provider of  mort-
gages to borrowers with less than perfect 
credit history—admitted in early 2007 
that it would need to restate financial 
statements for the first three quarters of  
2006 because it failed to allocate enough 
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money to losses on loan repurchases.26 
Following a period in which it no longer 
accepted new loan applications, New 
Century filed for Chapter 11 bankruptcy 
protection on April 2, 2007. And this is 
only one of  the more publicized cases. 
Between the end of  2006 and the spring 
of  2007, more than two dozen mortgage 
companies have stopped issuing loans 
since the start of  2006.27 

Among the kinds of  mortgage loans 
extended by these companies were inter-
est-only ARMs, payment-options ARMS, 
and “no document” mortgages. Higher 
ABRR ratios for these types of  loans than 
for others would have created a strong in-
centive for lenders to issue less risky loans 
so that they could deploy more of  their 
capital more productively. 

Of  course, traditional mortgage lenders 
such as HSBC Holdings PLC, the world’s 
largest bank by assets, also would have 
had to adhere to these new ABRR guide-
lines since they or their subsidiaries would 
presumably be subject to U.S. regulation. 
That might have led the London-based 
bank to look more closely at U.S.-based 
Household International Inc. before it 
paid $14.6 billion for the home mortgage 
lender in 2004. Renamed HSBC Finance, 
the new unit became the third-largest 
lender in the subprime mortgage market. 

In early 2007, HSBC admitted to inad-
equate management of  HSBC Finance 
and was starting to see big losses from ex-
ceedingly large mortgage lending to sub-
prime borrowers. In an update released 
in February 2007, HSBC acknowledged 
that its charge for bad debts would be 
20 percent higher for 2006 than analysts’ 
average forecasts—bringing the total to 
approximately $10.6 billion, as opposed 
to $8.8 billion.28

Once the crisis struck, ABRRs may have 
proven useful, too. Once lenders became 
more reluctant to extend credit in the wake 
of  rising foreclosure rates, the Fed could 
have lowered ABRRs on low-risk mort-
gages to individuals and small businesses as 
well as on securities backed by mortgages 
that were considered low risk. In this way 
the Fed could have helped to stave off  
more credit tightening on loan products 
unrelated to the subprime lending boom 
without giving up financial stability. 

The Economic Rationale 
for Asset-Based Reserve 
Requirements

Indeed, the experience of  the past few 
decades suggests that the U.S. financial 
system may need additional regulatory 
tools to reduce systemic risk. In particular, 
boom-and-bust cycles can be harmful to 
the health of  the economy. Hence, eco-
nomic and financial stability become im-
portant policy steps to promote economic 
growth and mobility. 

While much of  our discussion in this 
paper so far has focused on the recent 
experience in the mortgage market, 
ABRRs could obviously be used for other 
types of  loans. The rest of  the discussion 
is meant to be illustrative of  the type of  
boom-and-bust cycle to which the U.S. 
economy has been exposed in the past. 

Increased financial market 
volatility results in less 
investment and growth 

High levels of  volatility, as often occur in 
a boom-and-bust economy, could pose an 
impediment to long-run growth. For one, 
vast sums of  wealth are often destroyed in 
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an asset bust. When asset values decline, 
borrowers have less collateral, and lenders, 
who just lost large sums of  money, will 
become extra cautious, possibly overly so, 
in extending credit. The first to feel the 
brunt of  declining credit availability are 
typically smaller businesses and startups. 
In a matter of  months these borrowers 
could find themselves going from being 
flooded with loan offers to facing a dearth 
of  adequate financing options. 

Credit standards, for instance, started to 
tighten at the end of  2006 (Figure 1), re-
flecting a cyclical slowdown in the econ-
omy. 29 Importantly, the tightening in the 
mortgage market in late 2006 has been 
more pronounced than the tightening for 
small business loans. Tightening for both 
mortgages and small business loans will af-
fect small businesses since the majority of  
their loans are mortgages.30 Hence, tight-
ening credit can contribute to a greater 

failure rate of  small businesses and start-
ups that may be unable to weather a credit 
crunch with inadequate financial reserves. 

Large boom and bust cycles also make it 
difficult for companies of  all sizes to plan 
ahead. Faced with an uncertain planning 
horizon, companies will invest less than 
they otherwise would. Under tight credit 
constraints, the long-term investment of  
companies becomes pro-cyclical, meaning 
that they invest more during good times 
and pull back during bad times because 
they cannot get the necessary financ-
ing, thereby exacerbating swings in the 
business cycle.31 This interaction between 
credit constraints and investments leads to 
larger swings in investment and less over-
all investment than would otherwise be 
the case. Thus, in an economy with more 
asset volatility, the productive and inno-
vative capital base will grow slower than 
otherwise would be the case.32

FIGURE 1: NET PERCENTAGE OF SENIOR LOAN OFFICERS REPORTING 
TIGHTENING LOAN STANDARDS, MORTGAGES AND SMALL C&I LOANS
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One important transmission mechanism 
between financial markets and the real 
economy are risk-based capital adequacy 
standards (see sidebar above). Financial 
institutions are expected to have enough 
reserves to cover a certain percentage of  
their assets. This capital requirement is 
tied to the risk embedded in a financial 
institution’s assets. If  risk increases, capi-
tal has to increase, too. 

Thus, although stricter capital require-
ments help to build a cushion at a financial 

institution for the eventuality that some-
thing may go wrong, they also add a pro-
cyclical component. Financial institutions 
become more likely to extend credit during 
good times, since they need to have less 
capital due to less risk, and curtail it dur-
ing bad times, all else being equal, because 
their own reserves grow faster during peri-
ods of  economic growth and may even de-
cline during periods of  economic decline.36 

Importantly, while financial institutions 
are expected to have sufficient reserves to 

The Link Between Financial Market Liberalization 
and Financial Volatility

Financial market volatility observed over the past 
several decades is in large part due to waves of 

financial market liberalization that began in the 1970s 
and is continuing into the 21st century.33 

Starting in the 1970s, banking regulation in the United 
States underwent several profound changes as deregula-
tion was pushed to promote a more flexible and globally 
competitive banking system in which different types 
of financial institutions would also be on more equal 
footing.34 Specifically, the International Banking Act of 
1978 served as an equalizer between foreign and U.S. 
commercial banks in terms of a variety of regulations, 
including branching and reserve requirements. 

Among domestic institutions, The Depository Institutions 
Deregulation and Monetary Control Act of 1980 served as 
an equalizer by, among other things, requiring the same 
deposit reserve requirements of all insured depository insti-
tutions. The act also eased the constraints on savings and 
loan associations, broadening the scope of their lending 
capabilities, and opened up Federal Reserve services and 
credit facilities to a broader array of financial institutions. 

Regulatory changes in the 1990s led to greater consoli-
dation in the financial services arena, with larger and 
more complex financial institutions coming together 
to offer a much wider array of financial products and 

services. Specifically, The Riegle-Neal Interstate Banking 
and Branching Efficiency Act of 1994 ended interstate 
banking restrictions, allowing for banking activities to 
take place across state lines. 

Then, in 1999, the Gramm-Leach-Bliley Financial Ser-
vices Modernization Act repealed the 1930s-era Glass-
Steagall Act, opening up competition among commer-
cial banks, investment banks, and insurance companies. 
The new legislation allowed for the consolidation of 
commercial and investment banks and cross-ownership 
between financial and non-financial intermediaries.

These financial liberalization moves have made it more 
likely that financial market swings—in particular sudden 
changes in asset prices—will contribute to more severe 
economic fluctuations.35 Case in point today is the cur-
rently troubled subprime mortgage marketplace and the 
ripple effects across the larger mortgage marketplace, 
the U.S. housing market, and the broader economy. 

Giving the Federal Reserve the power to set asset-based 
reserve requirements on a broad array of financial prod-
ucts would allow regulators to better manage the effects 
of sweeping financial market liberalization over the past 
three decades. Flexible ABRR guidelines would enable 
the Fed to match the complexities of financial market-
places today with equally targeted regulatory tools.
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handle a downturn, the value of  their as-
sets may be overstated and the chance of  
borrowers defaulting may be underesti-
mated during good times.37 Consequently, 
when the bad times roll around and bor-
rower defaults rise, financial institutions 
may find that they may actually have in-
sufficient reserves to provide an adequate 
level of  liquidity to the economy. 

While this does not necessarily mean that 
financial institutions will fail in droves 
when things go wrong, it could mean that 
financial institutions will cut back on their 
loans more than they otherwise would 
have, thus exacerbating an economic 
downturn that may have started the 
initial rise in default risk. The more large 
financial market ups and downs there are, 
the more obstacles there will be to grow 
businesses and the economy. 

At present, our current financial regulato-
ry system does not have the tools to cur-
tail overextension during the good times 
and thus avoid a potentially vicious cycle 
of  credit constraints during a downturn. 
While some researchers, such as the New 
York Fed’s former research director, Ste-
phen Cecchetti, point directly to the need 
to have greater control and stability over 
asset prices, the bottom line is the need 
for a new system and better tools.38 

Boom-and-bust cycles center on 
financial institutions’ behavior

In today’s economy, lenders may have be-
come complacent about the risks includ-
ed in their portfolios and the ensuing rise 
in overall default risk. Existing safety nets 
and historical precedent have virtually 
eliminated genuine fear of  wholesale fail-
ure on the part of  financial institutions. 
This in turn implies that financial institu-
tions know that they can afford to take on 

more risk than they otherwise would have 
because they can be reasonably sure that 
if  default risk actually materializes, the 
Federal Reserve or other public institu-
tions will likely step in to stabilize the 
financial system. 

In fact, the chance of  public support 
is more likely if  the problem is larger. 
Importantly, financial institutions are 
keenly aware of  the behavior of  other 
financial institutions. It is not lost on 
them that many of  their competitors are 
engaging in risky behavior and enjoying 
the interim benefits of  higher rates of  
return. Financial institutions thereby may 
encourage each other to push the enve-
lope to stay competitive—all collectively 
knowing that public policy will support 
the financial market if  things go haywire. 

Commonly referred to as the “too-big-to-
fail” problem, this mentality on the part 
of  financial institutions is by no means a 
new development. With a string of  fail-
ures and subsequent bailouts come regu-
larity, confidence, and a false sense of  se-
curity on the part of  financial institutions. 
When things tip out of  balance, lenders 
have come to expect the government to 
step in—often at considerable cost to the 
government and taxpayers. 

The U.S. government, for example, came 
to the rescue of  the financial sector during 
the savings-and-loan crisis of  the 1980s, 
the Mexican peso crisis in 1994, the Asian 
currency crisis in 1997, and the hedge 
fund crisis of  2000. In each case, different 
tools were used—such as direct infusions 
of  cash, lower interest rates, and increased 
access to liquidity from the Federal Re-
serve. To take the S&L crisis as one ex-
ample, the federal government created the 
Resolution Trust Corporation to resolve 
the crisis with a direct infusion of  cash. 
The FDIC estimates that the final resolu-
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tion costs were more than $160 billion, 
with $132 billion in public sector dollars.39 

There is some evidence suggesting that 
the “too-big-to-fail” problem may have 
gotten worse over time, in part due to 
the fact that financial institutions have 
become larger and more complex, while 
controlling larger portions of  total bank-
ing system assets.40 Recent trends in risk 
measures indeed suggest that default risk 
has increased over time. 

One indicator of  rising default risk is 
the personal bankruptcy rate (Figure 2). 
Though a new bankruptcy law had a 
dramatic impact on the data beginning 
in the middle of  2005, there is clearly a 
long-term upward trend going back to 
March of  1980. Moreover, the new series 
that starts after the break in 2005 also 
shows an upward trend in bankruptcies 
for 2006 (not shown here). From the first 
quarter of  2006 to the fourth quarter of  
2006, the bankruptcy rate increased from 
1.5 cases per 1,000 people to 2.5 cases per 

1,000, an increase of  65 percent.41 This 
seems to support the notion that default 
risk has become more pronounced, at 
least at the household level. 

The mortgage boom as  
the latest example of a  
boom-and-bust cycle

Starting in 2001, mortgages acceler-
ated at an unprecedented rate. From 
March 2001, when the current business 
cycle started, to March 2007, the ratio 
of  mortgages to disposable income grew 
from 66.2 percent to 99.3 percent. That 
is, on average the ratio of  mortgages to 
disposable income increased by 1.4 per-
centage points each quarter. In compari-
son, the quarterly gain during the 1990s 
was 0.2 percentage points (Figure 2). 

Much of  the recent run-up in mortgages 
occurred in the subprime market and in 
more exotic mortgages, which tend to 
embody greater default risk. Non-tradi-

FIGURE 2: PERSONAL BANKRUPTCY FILINGS RELATIVE TO THE POPULATION
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tional, often riskier mortgage products, 
such as ARMs, interest-only mortgages, 
and payment-option ARMs proliferated. 
The Government Accountability Office 
reported in 2006 that the use of  these al-
ternative mortgage products (in particular 
interest-only mortgages or payment-op-
tion ARMs) grew rapidly between 2003 
and 2005, from 10 percent of  all mort-
gage originations in 2003 to 30 percent 
in 2005.42 Together, interest only mort-
gages and payment option ARMs totaled 
$575 billion in originations in 2005.43 Also, 
the share of  variable interest rate debt out 
of  total mortgage debt grew from 16 per-
cent in 2001 to 25 percent in 2004, and 
the share of  home owning families with 
ARMs and home equity lines in excess of  
50 percent of  income rose from 8 percent 
in 2001 to 12.3 percent in 2004.44

These mortgage products exposed bor-
rowers to greater interest rate risk be-
cause of  the heightened chance that in-
terest rates and thus mortgage payments 
could increase. These products also 

threatened lenders with larger default risk 
if  borrowers could not meet the addi-
tional demands on their incomes should 
interest rates rise. 

Starting in early 2006, the downside of  
this mortgage boom became apparent. 
Most notably, foreclosures increased sharp-
ly. Data from the Mortgage Bankers Asso-
ciation (Figure 3) show a relatively long-
term upward trend, with steady increases 
in the share of  mortgages on which fore-
closures have started in any given quarter. 
More importantly, though, the data show 
a particularly pronounced spike after 2005. 
By the first quarter of  2007, the share of  
mortgages that entered foreclosure rose to 
0.58 percent—a historic high that came 
after an unprecedented increase over four 
quarters—and the one-year increase of  
0.17 percentage points was the largest one-
year increase on record. 

At the subprime level, the data are per-
haps even more concerning. A report 
from the Center for Responsible Lend-
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ing in 2006 found that close to one out of  
five loans, 19.4 percent, that originated in 
the sub-prime market from 1998 through 
the third quarter of  2006 will fail—with 
2.2 million homeowners slated to lose 
their homes and as much as $164 billion.45 

The fallout of  the mortgage market had 
serious real economic consequences. As 
pointed out earlier, economic growth 
slowed substantially as did employment 
growth, particularly in the pivotal resi-
dential construction sector. 

Fitting Asset-based Reserve 
Requirements with Other 
Regulatory Tools

The recurrence and size of  asset boom-
and-bust cycles are disruptive to economic 
growth, harmful to economic opportunity, 
and can prompt serious demands from 
the public for policymakers to intervene. 
ABRRs can be helpful since they would 

broaden the Federal Reserve’s tool kit to 
manage the various economic challenges 
in an increasingly complex economy. 

It is a long-standing expectation that the 
Fed will pursue a number of  goals, the 
primary ones being price stability and 
full employment. It has also been argued 
that the Fed should focus on a range 
of  other goals, including exchange rate 
stability and asset price stability. Yet the 
Fed currently has very few effective tools 
at its disposal to achieve these goals. The 
primary one is the federal funds rate, of  
which the target is set by the Federal 
Open Market Committee. 

To supplement this tool, executives of  
the Federal Reserve have tried to develop 
public pronouncements as additional pol-
icy tools. For example, Alan Greenspan 
coined the term “irrational exuberance” 
to warn of  the dangers of  an over-inflat-
ing stock market, and the term of  “froth” 
to indicate his concerns over the hous-

Notes: Figures are in percent. Source is MBAA (2007). Data are through March 2007. 
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ing and mortgage boom.46 Some argue 
that the Fed is actually able to achieve its 
policy goals through what are referred 
to as “open mouth operations,” whereby 
Federal Reserve policy makers highlight 
perceived problems and the need for solu-
tions and allow the market to do the rest.47 

This point came to the fore again as the 
economy tried to handle the downturn 
following the end of  the housing boom. 
Existing tools, particularly short-term 
interest rates, may be ill-suited to ad-
dressing an asset boom, due to timing 
lags, a loosening connection between 
short-term and long-term interest rates, 
and unintended consequences. ABRRs 
would provide the Fed with another tool 
to achieve its goals. Targeted ABRRs, for 
example, could have been applied dur-
ing the recent stock market and housing 
booms to increase the costs of  particular 
loans to reduce the run-up in asset prices 
without affecting the entire economy in-
discriminately. 

The use of  ABRRs would require some 
amount of  policy coordination. For 
instance, if  the Fed decides to tighten 
monetary policy to prevent the economy 
from overheating, ABRRs may have to 
remain stable or perhaps be increased to 
complement the Fed’s interest rate poli-
cies. However, there is no expectation of  
an automatic link between the Fed’s open 
market operations and ABRRs. 

To avoid the proliferation of  too many 
regulatory tools, though, we would envi-
sion eliminating liability-based reserve 
requirements (LBRRs) as they have been 
used less and less to stabilize financial 
markets. The United States has long had 
LBRRs to ensure stability and solvency of  
the banking system. Under LBRRs, de-
posit-taking institutions, such as commer-

cial financial institutions and savings banks, 
are required to hold a certain percentage 
of  their deposit in non-interest bearing or 
low-interest bearing accounts, generally 
with the Federal Reserve, as safeguards 
of  the deposits taken in. Not only is this 
system meant to provide some security for 
bank depositors, it also is meant to provide 
the monetary authority, in this case the 
Federal Reserve, with a tool to manipulate 
the liquidity that the banking system can 
provide to the economy. If  the reserve 
requirement is increased, then financial in-
stitutions have less money available to lend 
as loans and the liquidity declines, while 
lower reserve requirements should have 
the opposite effect. 

The role of  LBRRs in determining 
liquidity in the United States is fairly lim-
ited, largely because deposit-taking bank-
ing institutions play a small roll in the 
U.S. economy.48 With loans from deposit-
taking institutions financing a limited 
portion of  the credit market, an LBRR 
system can only apply to that limited por-
tion. This limits the reach of  LBRRs in 
determining liquidity and thus reduces its 
usefulness as a tool of  monetary policy. 

In addition, because LBRRs are re-
stricted to deposit-taking institutions and 
since many lenders are not deposit-tak-
ing institutions, the goal of  using LBRRs 
as a stabilizing tool is also hard to reach. 
While, for example, some mortgages are 
offered directly from a deposit-taking 
institution to the borrower, many are not. 
In the subprime market, many mortgage 
loans are offered directly to consumers 
through mortgage brokers and are origi-
nated by lenders such as New Century 
Financial Corporation or Countrywide 
Home Loans. As neither is considered a 
deposit-taking institution, none is affect-
ed by LBRRs. 
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The economy has been taken on a roller coaster ride for the past few years due to an 
unprecedented mortgage boom that has come quickly to a halt. Volatile financial 
markets can have serious ramifications for the economy. Qualified borrowers and 

businesses may get swamped with easily available credit one minute and struggle to get 
adequate financing the next. 

Because financial market risks can spill over into the rest of  the economy and because 
these boom-and-bust cycles have recurred with some regularity, it may be time to con-
sider changes in the U.S. regulatory structure that could help to avoid such large swings. 
One possible idea to achieve this may be asset-based reserve requirements. 

First, ABRRs would tie reserves more closely to risk, allowing regulators to restrict 
funds available for risky activities and ease them for less risky loans. Varying degrees 
of  risk embedded in each asset class would determine the relative differences in reserve 
requirements at any given point in time, with regulators able to change each asset class’s 
reserve ratio depending on economic circumstances. Financial institutions thus may 
receive an incentive to extend less risky loan products over riskier ones. 

Second, all financial institutions that issue loans—not just those that collect deposits—
would face these reserve requirements. Consequently, the proposal could affect all forms of  
loans and possibly help to reduce the chance of  volatile credit and asset booms and busts. 

Third, ABRRs could be eased during an economic slowdown and thus used as a 
countercyclical measure to stimulate economic activity during a downturn, acting as 
a complement to capital requirements. Importantly, because capital requirements are 
static and do not change over time, they have a pro-cyclical effect on bank loans. An 
economic downturn increases the default risk across a lender’s entire portfolio, necessi-
tating additional capital requirements, which would further restrict lending in a slowing 
economy. In comparison, ABRRs can be altered in response to a changing economy, 
thus allowing policymakers to affect lending in a countercyclical fashion, so that ABRRs 
would be lower when the economy slows. 

A new system of  reserve requirements for all lenders could increase the costs for lenders, 
lower the supply of  these types of  loans and shift the balance toward less risky lending 
behavior, ultimately helping to put the economy on a more stable path. More economic 
stability, though, will support faster growth and create more economic opportunities, 
especially for low- and moderate-income families. 

Conclusion
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