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		Abstract

		What is the purpose of financial sector regulation?  What problem are we trying to solve?  We are not (or should not be) trying to eliminate risk from the market.  There is an "optimal level of risk," and surely it is not zero.  That means that there could exist inefficiently high levels of risk, but also inefficiently low levels.  

Instead, we are trying to eliminate what might be called "excessive risk."  But what makes risk "excessive?"  To an economist, that can only mean risk which is priced too low, perhaps even not priced at all.  But that is another way of saying risk which has not been fully internalized in the market, which is another way of describing an externality. In this article I summarize important shortfalls of current regulatory requirements, namely stress testing, to deal with the actual problem.  

I argue that the risk to fix the problem of "excessive risk" by the banks is to directly look into the banksâ€™ liabilities that are prone to a bank run and regulate these instead.  It is simpler, straight to the core of the problem, significantly less costly to implement and less costly in terms of negative effects that excessive and mis-targeted regulation can have in terms of economic growth, than the approach actually adopted.  

There were many components to the 2007-2009, which did create a perfect financial storm.  But at the end of the day, it was fundamentally a problem of too much leverage on very short term debt.  This fact was the trigger of the run and I believe also a key driver of contagion throughout the financial sector.  Therefore, avoiding excessive risk will require that financial institutions taking deposits, borrowing overnight and issuing fixed-value money-market shares or any other type of asset that can cause a bank run then it will have to back up 100% of its liabilities with short term treasuries or reserves at the Fed. 
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