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Before I begin, let me stress that nothing I am about to say should call into question 

HSBC’s commitment to implement the agreed programme of regulatory reform.  In 

recent days we have achieved full compliance with Basel 2.5, and we’re on track for 

Basel III.  We have completed the HSBC Group Recovery Plan and have identified 

the key issues in a Resolution Plan.  I’m confident that we will be able to demonstrate 

that HSBC is resolvable.  Our own work will need to be complemented by protocols 

between regulators so that they will each know what they would have to do if a major 

institution appeared to be on the brink of failure.  So there’s a lot still to do, but this is 

a subject we’ll need to get on top of in the coming year. 

 



 2 

 

I’d also like to say how much I enjoy addressing Risk Managers, because you are the 

future Masters of the Universe.  I’ll explain why, at the end of my remarks. 

 

But let me begin by going back a bit in history – back around 5,000 years.  It may not 

be a well-known fact that the very earliest examples of human writing in Western 

Civilisation – the cuneiform tablets of Mesopotamia – are CDOs. 

 

Farmers didn’t record what they borrowed; they recorded their agreed obligations.  

Pressing sticks into the wet clay of the tablets, they set out, for example, their 

undertaking to deliver to another farmer, at an agreed place and time (so there was a 

futures element to this), a certain quantity of grain.  It was a debt obligation; and as 

collateral, the borrower might send his son to work in the fields of his creditor.  

Collateralised Debt Obligations.  That’s before religious writings or poetry. 

 

The point about this is that lending and borrowing are fundamental, and very ancient, 

human practices.  They enable economic activity to take place which would not have 

been possible without the borrowing: the new farmer could not have ploughed his 

fields without borrowing a plough; he could not have sowed his fields without 

borrowing grain.  Debt can be enslaving.  It can also be liberating.  But the whole 

system depends on trust, and on confidence that the obligation will be met. 

 

Much, much later, this becomes money, more specifically, credit.  But the underlying 

dynamic remains the same: something borrowed to facilitate a new economic activity 

which would not have been possible without the borrowing.  And liberating, provided 

the borrowing is affordable and can be paid back from the proceeds of the economic 

activity, or from a different economic activity. 

 

But there’s another way of looking at money.  Money is also a medium of exchange.  

It makes bartering a great deal easier if items – bags of grain, textile products, swords, 

ploughshares – can be “priced” in a common unit.  This form of money, unlike credit, 

is of course economically neutral.  It just helps move things around, but it doesn’t 

create new things. 
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What’s interesting is that economic theory grew up around this second way of looking 

at money.  From Walras onwards, the classical and neo-classical schools gave us 

equilibrium, the concept of perfect information and the notion that markets clear.  In 

parallel, it was a given that because “money” was economically neutral, it didn’t need 

to be included in the macro-economic models.   

 

All these beautiful ideas break down if the medium of exchange which they ignore 

can be leveraged – if it can be one unit on one day, and five units on the next.  And 

that, of course, became the intrinsic nature of credit after the invention of double-

entry book keeping, and the realisation by the Goldsmiths that they could lend out 

gold already subject to IOUs, and could even issue IOUs that weren’t backed by gold 

– in other words, once the world awoke to the alchemy of leverage. 

 

The macro-economic models on which we built the modern financial system, 

including monetary policy, appeared to have a good reason for not including the 

banking system and money.  But it also meant they did not include money in the form 

of credit. 

 

In his Columbia speech a year ago, the Bank of England’s Executive Director for 

Financial Stability, Andrew Haldane, started with the comment that “Credit lies at the 

heart of crises.”  But it is hard to see a crisis coming if your models don’t include 

credit.  It is also hard to see the way out of such a crisis once it has struck.  When Her 

Majesty the Queen asked a group of distinguished academics at the London School of 

Economics, on 5 November 2008, why none of them had foreseen the crisis, they 

were unable to answer.  But the simple reply, much simpler than the three-page letter 

she received the following summer, should have been “Well, we didn’t model credit, 

Ma’am.” 

 

What’s the significance of all of this?  Again, it’s quite simple.  If you – and your 

models – omit to allow for the fact that money can be leveraged, you will believe that 

by managing its price, you will also manage its supply.  After failed attempts at 

quantitative control of the money supply, that became a central tenet of monetarism in 

its Western manifestation.  And for quite a long period it appeared that monetary 

policy was indeed delivering financial stability – during the 1990s and early 2000s, 
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the price of money was remarkably stable.  But its supply was going through the roof.  

Managing price was manifestly not managing supply.  We’d built a machine with an 

accelerator, but no brake. 

 

Essentially, after 5,000 years, apart from a brief period from 1945 to 1971, we had 

failed to find a way of bringing the human practice of lending and borrowing under 

stable management.  This was not the perspective adopted by the Basel Committee as 

it sought to reform the regulatory framework.  It’s why, I would contend, Basel III 

doesn’t fix the problem.  But let’s look at some other reasons why the Basel approach 

may not be giving us the right answers (Slide 2).   

 

 
 
There are good things about Basel III – for example, we’ve always needed an agreed 

definition of capital, which has always been apples in some jurisdictions and pears in 

others.  The examples on this slide speak for themselves; and reflect the fact that 

international technocratic committees tend to agree on the things that they are able to 

agree on.  They aren’t necessarily the right answers.  So I’d like to turn to some ideas 

that just might help give us the right answers. 
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What I’ve said suggests that a stable financial system will require the management not 

just of the price of money, but of its supply.  There’s a point I need to make here 

about the difference between money supply and credit supply, which is that there’s 

actually not much difference.  Credit supply from the financial system accounts for 

some 97% of the money supply in the UK.  Banknotes, coins and central bank 

deposits are – at around 3% – a pretty small proportion of the whole.  Which is why 

not modelling credit is important.  It perhaps also explains why you can feed 

extensive bank reform through your models, without much apparent economic impact.  

It’s taken the empirical evidence of the impact of deleveraging on the European 

economy to demonstrate that assumptions which drove much higher capital ratio 

requirements could just be wrong. 

 

But let’s get back to the question of how to manage the supply of credit – something I 

call Financial Policy.  And here I’m going to float the first idea.  Managing price has 

become familiar.  Monetary Policy Committees monitor inflation, and their policy 

response is to adjust interest rates. 

 

The capital ratio set by regulators determines capacity to lend.  Against a given 

quantum of capital, a low ratio allows me to lend more; a high ratio restricts my 

lending.  The ratio requirement is a bit like a credit tap, potentially controlling flow.   

 

Capital requirements should be a reflection of risk.  Higher risk in the system means I 

should hold higher levels of capital, and low risk should mean less, in ratio terms. 

 

So the direct parallel to monitoring inflation and tweaking interest rates, for price, 

might, for supply, be monitoring risk and tweaking required capital ratios.  But of 

course, to reflect real risk, the adjusted capital requirements must relate to the asset 

classes which are demonstrating higher risk – like bubbly mortgage markets, or 

exuberant commercial property lending.  Higher overall capital ratios, without 

focusing on where the risk is emerging, could channel capital towards assets more 

likely to have been mispriced for risk, because of the possibility of higher returns.  

That is not stabilising. 
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Another principle relevant here is that in finance, the sum of risk tends to be greater 

than the parts, essentially because of leverage.  That’s why the adjustment at the 

systemic level has to be made through an official sector mechanism, such as the UK’s 

Financial Policy Committee.  (Slide 3)  Here’s a slide which pictures how such a 

mechanism might fit in with the more familiar macroeconomic policy mechanisms.   

 
 
Down the left hand side you’ll recognise the management of the price of finance 

through monetary policy.  Down the right hand side is fiscal policy, and I’d just like 

to draw attention to the grey upwards arrow, which is a reminder that you have to 

have an economy from which you can extract tax before you can have much of a 

fiscal policy.  Down the middle is the mechanism for managing the supply of credit. 

 

In time, I think we’ll look back and wonder how on earth we thought we could run a 

financial system without this bit – without Financial Policy. 

 

Earlier in the conference today we touched on the threat of balkanisation of regulation.  

I’d like to demonstrate how this approach to managing credit supply could help 

transform the stability of the eurozone without balkanisation (Slide 4).  This looks 

complicated at first glance, but let me pick out the main features. 
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In the middle are three notional eurozone countries.  Feeding in from the ECB at the 

top is monetary policy, setting the price of money in the eurozone – picked out by the 

grey downwards arrow on the right hand side.  The grey upwards arrow covers 

management of credit supply.  Credit cycles in the eurozone countries are unlikely to 

be synchronised – even during the last crisis, the property boom in Ireland was not 

matched by one in Germany.  So credit supply management has to be undertaken at 

the national level, which probably means Financial Policy Authorities in each of the 

eurozone central banks measuring systemic risk in their respective economies, and 

setting appropriate levels for capital.  Someone needs to ensure that this is being done 

consistently – that the economic signals are being read and responded to – and this is 

naturally the role of the ESRB.  The FSB should be responsible for this kind of peer 

review at the global level. 

 

This is the route to ensuring a stable and sustainable supply of credit within each 

economy – recognising that stable and sustainable means credit supported by an 

appropriate level of capital.  And this means capital not just at the idiosyncratic, 

individual institution level, but at the systemic level. 
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And equally, someone needs to ensure that the response of national supervisors is 

consistent, and accords with a single rule book.  That is the natural role of the EBA. 

 

Such a framework could help to ensure credit discipline.  But what has also been 

lacking in the eurozone, since the first breaches of the Stability Pact, has been fiscal 

discipline.  This is represented on the slide as the red area behind the “Countries”. 

 

It’s an astonishing fact that we have been trying to run the financial system of the 

eurozone with only the top half of this slide – monetary policy.  It’s what I meant 

when I said that macroeconomic theory seduced us with the idea that managing the 

price of money was enough.  It patently isn’t. 

 

But a point I have to stress is that credit supply should only be managed according to 

risk.  Banks should only lend a quantum they are confident they will be paid back, 

with expected losses – because default happens – covered within the pricing.  And 

enough capital standing behind it all to enable the bank to weather the rainy day. 

 

Credit supply management by any factor other than risk leads, by definition, to the 

mispricing of risk.  That is the route to state direction of credit supply – for example 

to support housing policy, like a political imperative to get people out of trailer parks 

and into houses that they cannot afford.  Or arbitrary tampering with risk weightings 

for reasons other than that systemic risk levels have changed. 

 

There’s a catch to this.  What if the Financial Policy Authority of one country 

identifies an increase in systemic risk in a particular asset class, and directs the 

supervisor to ensure that risk weightings reflect this, thereby raising capital ratios for 

that asset class; but foreign banks increase their lending into that asset class through 

their branches? 

 

The next slide sets out how the structures in place could tackle this problem (Slide 5).   
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The ESRB should be monitoring the same economic data as the national Financial 

Policy Authorities.  Through the supervisory colleges it can ensure that the home 

regulator of a bank applies the same capital requirements to its cross-border branches 

as the local banks.  No arbitrage.  The reciprocity agreement achieved in the context 

of the Countercyclical buffer – incidentally a concept that doesn’t work – 

demonstrates that such co-operation is possible. 

 

These ideas seem well and good, but there remains some scepticism about the ability 

of technocrats to detect bubbles, and to have the will – or in some cases the political 

neck – to respond to them.  I maintain that in the 21st Century there are sufficient 

indicators and data available to deliver clear signals to the Financial Policy 

Authorities, and to make it clear when a policy response is required.  Lord Turner 

covered this point in his original Review of March 2009, when he drew up a list of the 

kind of data required; the Bank of England’s paper on “The role of macroprudential 

policy” of November of that year drew up a similar list, and for ease of reference I 

have reproduced them in my next slide (Slide 6).  
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In addition to these indicators, there are other sources, including new analysis of 

market data, and lending and risk data collected by commercial firms (Slide 7). 
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The next slide (Slide 8) sets out a flow diagram to capture the process of Financial 

Policy. 

 

 
 
Let me just pick out a couple of features.  Firstly, risk assessment is about asset 

classes, not about institutions.  Institutions are important to the extent that they 

acquire concentrations of assets that are increasing in risk, but the focus on 

institutions as a source of instability leads the debate down a tangential route about 

institutional structure.  Institutional structure only becomes important if it creates 

clear barriers or complications to resolvability. 

 

Secondly, Financial Policy, like Monetary Policy, can be tight or loose.  By which I 

mean that Financial Policy Authorities can, theoretically, adjust capital ratios upwards 

or downwards, to reflect risk levels.  This answers a fundamental problem associated 

with buffers – that once established, they become new fixed minima, because there is 

no method for releasing them.  This feature would allow Financial Policy Authorities 

to release capital at times of recession, to increase the lending capacity of banks.  The 

quantum we are talking about here is significant: lowering HSBC’s Core tier 1 ratio 

requirement by 1% would, theoretically, release around $150bn of lending capacity 
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into the economy.  And because this is credit – not money printed by a central bank – 

this approach would avoid the inherently inflationary nature of so-called quantitative 

easing.  And a gentle reminder here that central bank-issued money is a relatively 

small proportion of the money supply.  It’s the availability of credit, affordably priced, 

to make possible economic activity that wasn’t possible before, that matters. 

 

Finally, you’ll see in the fourth box on the right that I suggest all the complexity of 

conservation buffers, counter-cyclical buffers and G-SIFI buffers could be replaced 

by a single variable band, above a hard floor of 4.5%.  This figure is not meant to be 

outrageous.  It just reflects the point that because the new Basel levels are meant to be 

held “at all times”, they are no longer loss-absorbing.  A hard floor of 4.5% restores 

the loss absorbency above that level.  This is where this starts to look a bit like Basel 

IV. 

 

I’ve mentioned before that I see a direct parallel between Monetary Policy and 

Financial Policy.  In the following slide I set out just how parallel these things might 

be (Slide 9). 
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Let me just pick out one of the points on this.  In some countries Monetary Policy has 

a symmetrical target – a level of inflation within a band – 2%, in the case of the UK, 

with a tolerance either side this of 1%.  I’ve asked the question whether Financial 

Policy might also have a target, and I suspect there might be. 

 

Businesses, like ours, have a risk appetite.  This is agreed at Board level and 

permeates right down through the organisation, informing all its financial decisions.  

By the same token, perhaps governments should decide on their risk appetite.  This 

could consist of a judgement that a government would be content to have an active 

financial sector within its economy, provided that its leverage did not exceed a certain 

limit.  And this limit – this target – could also be conceived as symmetrical: a band, 

above which a government would require additional capital in the system to bring 

down leverage, and below which the economy would not be functioning optimally. 

 

In the summer of 2006, it felt as if, for much of the planet, we were living in a Golden 

Age.  It was true that some people were obscenely wealthy; but there was also a 

democratisation of prosperity on a scale never before seen; and all over the world, 

people were escaping poverty faster than ever before in history.  Yet did it feel 

sustainable?  I couldn’t see what would bring it down, but it didn’t feel sustainable. 

 

I’ve come to believe that we don’t have to throw it all away, as we appear to be doing 

at the moment.  We need to understand the role of credit, and how to manage it.  We 

can’t leave it out of the models any more.  There is a new generation out looking for 

jobs.  There are people in tents in London and New York protesting inequality that is 

growing again.  They don’t deserve any less of an economy than we have enjoyed for 

the last thirty years.  We owe it to them to build a financial system which is fit for 

purpose: which is stable, but which also allows the economy to grow manageably, not 

in explosive bursts.  I really don’t think it is that difficult. 

 

At HSBC we’ve argued strongly that the UK’s new Financial Policy Committee 

should – for all the reasons I’ve given – be set the objective of maintaining a stable 

and sustainable flow of credit to the economy, to match stable pricing.  “Financial 

Stability” as an objective is too poorly defined.  But in my final slide I would like to 

offer my own definition of financial stability (Slide 10). 
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I see it as a three-legged stool: stable price of finance, stable supply of finance, and 

stability of exchange rates.  To a large extent it’s what Bretton Woods delivered.  But 

the Bretton Woods stability was derived from something arbitrary – the link to gold – 

which was ultimately a constraint on the possibilities for human development and 

economic growth. 

 

The constraint now should be our ability to manage risk.  Which brings me back to 

my opening point that you, as Risk Managers, and your risk management colleagues 

in the regulatory bodies, are the future Masters of the Universe.  You will dictate the 

pace of sustainable economic growth.  And it lies in your hands to restore that Golden 

Age – which will not see quite such an exhilarating pace of expansion, but which has 

the potential to be sustainable.   

 

 
 
 
Charlie Haswell 
Global Head, Financial Sector Policy 
HSBC Holdings plc 


