
U.S. GOVERNMENT PRINTING OFFICE

WASHINGTON : 

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512–1800; DC area (202) 512–1800

Fax: (202) 512–2104 Mail: Stop IDCC, Washington, DC 20402–0001

38–392 PDF 2007

MONETARY POLICY AND THE STATE OF THE 
ECONOMY, PART II

HEARING
BEFORE THE

COMMITTEE ON FINANCIAL SERVICES

U.S. HOUSE OF REPRESENTATIVES

ONE HUNDRED TENTH CONGRESS

FIRST SESSION

JULY 18, 2007

Printed for the use of the Committee on Financial Services

Serial No. 110–52

( 

VerDate 0ct 09 2002 11:48 Nov 15, 2007 Jkt 038392 PO 00000 Frm 00001 Fmt 5011 Sfmt 5011 K:\DOCS\38392.TXT HFIN PsN: TERRIE



(II)

HOUSE COMMITTEE ON FINANCIAL SERVICES 

BARNEY FRANK, Massachusetts, Chairman

PAUL E. KANJORSKI, Pennsylvania 
MAXINE WATERS, California 
CAROLYN B. MALONEY, New York 
LUIS V. GUTIERREZ, Illinois 
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(1)

MONETARY POLICY AND THE 
STATE OF THE ECONOMY, PART II 

Wednesday, July 18, 2007

U.S. HOUSE OF REPRESENTATIVES, 
COMMITTEE ON FINANCIAL SERVICES, 

Washington, D.C. 
The committee met, pursuant to notice, at 10 a.m., in room 2128, 

Rayburn House Office Building, Hon. Barney Frank [chairman of 
the committee] presiding. 

Present: Representatives Frank, Kanjorski, Maloney, Gutierrez, 
Watt, Meeks, Moore of Kansas, Hinojosa, Clay, Baca, Lynch, Miller 
of North Carolina, Green, Sires, Hodes, Ellison, Klein, Wilson, 
Perlmutter, Murphy; Bachus, Baker, Pryce, Castle, Royce, Paul, 
Gillmor, Manzullo, Shays, Capito, Garrett, Pearce, Price, Davis of 
Kentucky, McHenry, Campbell, Putnam, Bachmann, and Roskam. 

The CHAIRMAN. This is the semiannual Humphrey-Hawkins 
hearing. I do want to mention before the time starts, let me tell 
the timekeeper, there is one sort of general thing I want to take 
note of. This is, as people know, the Humphrey-Hawkins bill 
named for its authors, Senators Hubert Humphrey and Gus Haw-
kins. A month from today will be Gus Hawkins’ 100th birthday. He 
couldn’t be with us today, but we know he is aware of the hearing. 
His successor in Congress will be with us, the gentlewoman from 
California, Ms. Waters. But we did want to take note of this very 
significant accomplishment and wish Gus a very happy birthday as 
we his observe his birthday one month in advance with this very 
important part of his legacy. 

Now, beginning my statement, I want to express my appreciation 
for the part of the statement that deals with consumer problems. 
This a very important step forward. And I want to say that I think 
there have been some partially inaccurate stories in the press. It 
appears to me there is some unhappiness with the Chairman over 
consumer inactivity. In fact, I have historically been concerned 
about the Fed’s failure to do that, and particularly their failure to 
use the authority they have had under the Federal Trade Act to 
spell out unfair deceptive practices. But this is something that well 
pre-dated the Chairman and that he is, in fact, addressing. 

And so I do not think it is appropriate for people to impute this 
unhappiness to him. As I read the report, and sort of the last 3 or 
4 pages of the report were about this consumer issue, it became 
very clear to me that this is not ‘‘Uncle Alan’s semiannual report.’’ 
We think that we are moving forward on this. I do, however, want 
to, in my statement, address the economic issue, the macro-
economic issue. Obviously the subprime and some issues are eco-
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nomic. I appreciate the Chairman’s reemphasis in his opening re-
marks of the Fed’s commitment to the dual mandate to dealing 
both with inflation and the need to restrain inflation and to maxi-
mize employment. But Mr. Chairman, we have an honest intellec-
tual difference here. I must say I think this is an instance of cul-
tural lag. That is, I believe that the single most pressing economic 
issue facing the country today is the excessive and growing in-
equality. 

And I want to read from a report issued under the auspices of 
Don Evans, President Bush’s first Secretary of Commerce and a 
close friend of the President, the head of the Financial Services 
Forum, a 3-member panel that he commissioned, including Grant 
Aldonas, who was a high ranking Commerce Department official 
with trade responsibilities under President Bush, and Matthew 
Slaughter, immediate past member of the Council of Economic Ad-
visors. And here on page 7, we have copies of this report available, 
and I think this is essential, this is a report put out by Secretary 
of Commerce Evans: Two of the three authors were high ranking 
economic officials of the Bush Administration, this Bush Adminis-
tration. 

‘‘From the mid-to-late 1970’s to the mid-to-late 1990’s, the real 
and relevant earnings of less skilled Americans was poor relative 
to both economy-wide average productivity gains and also the earn-
ings of their more-skilled counterparts. And since around 2000 the 
large majority of American workers has seen poor income growth. 
Only a small share of workers at the very high end has enjoyed 
strong growth in incomes. The strong U.S. productivity growth of 
the past several years has not been reflected in broad growth in 
wage and salary earnings.’’ That is a fact that we need to accept. 
It is reinforced. Some statistics can be used in other ways, and peo-
ple sometimes do averages, but I would call people’s attention to 
the footnote on page 6 of the Monetary Policy Report that Chair-
man Bernanke has submitted. 

Let me read the footnote: ‘‘According to the published data, real 
disposable personal income rose at an annual rate of 43⁄4 percent 
in the first quarter of this year. However, a substantial part of the 
increase occurred because the Bureau of Economic Analysis added 
$50 billion at an annual rate to its estimate of first quarter wages 
and salaries in response to information that bonus payments and 
stock option exercises around the turn of the year were unusually 
large. Because the BEA did not assume that these payments car-
ried forward into April real disposable personal income fell sharply 
in that month.’’ By the way, the figure that is given by that largely 
Republican panel on economic growth, which I talked about, is that 
about 3.8 percent of the population has seen real growth in income 
in these past 6 years and the rest have not, and some have seen 
a real erosion. That includes, by the way, people’s college edu-
cation. 

Education does not appear to be the talisman that dissolves this. 
Here is our problem: The resentment that is generated by that is 
a significant problem in America today. A couple of weeks ago, the 
immigration bill blew up noisily. Trade promotion authority ex-
pired very unnoisily, not only not with a bang, not even with a 
whimper; it just went away. In neither case, in my view, were the 
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defeat of those two measures, whether people liked them or not, 
due to problems and issues intrinsic to those measures. The key 
factor was the anger on the part of that large percentage of Ameri-
cans who were not seeing any of the increase in wealth being dis-
tributed to them who say, ‘‘No, we are not going forward.’’ 

I think, in some cases, the anger was displaced at the wrong 
enemy, but the anger is there. My problem, Mr. Chairman, is that 
the report and the proposal, in some ways, will make this worse. 
Here’s where we are. The report and your statements say that you 
expect us to grow slightly below trend for the rest of this year and 
next year, the trend being 3 percent of growth, and we are in the 
2-plus percent. I do want to say semantically that when we are pro-
jected to be somewhat below growth, the answer is near trend. 
When we are above it, it says above. While mere trend means 
below trend. At the same time, you predict an increase in unem-
ployment. Not a huge one, but up into the 43⁄4 range. You know, 
that softness in the labor market is one of the things that will 
erode real wages. The only time we got real increases in real wages 
for the large number of people in the population was in the late 
1990’s when unemployment went to 3.9 percent. We hit a very 
tight labor market, because we have had an erosion of institutions 
that help labor in this country, as Peter Temin and Frank Levy 
pointed out in their MIT paper, which we have available. So we are 
really dependent on a high level of overall growth. 

You also predict, so you say, growth below trend—a slight in-
crease in unemployment and you expect inflation to moderate. But 
in fact, in an odd phrase, you say the real danger is that inflation 
will fail to moderate as you expect it to. So your lack of confidence 
in your expectation says that the likeliest thing you ought to do is 
to raise interest rates and slow things down. That is you see the 
major danger is inflation. 

If you see the major danger is inflation at a time when inflation 
appears to be stable, and inflation expectations and the concept im-
portant to you appear to be fairly well-anchored for the long term, 
and we appear to be growing at somewhat below trend, not a huge 
amount, but below trend, and unemployment is going to go up, at 
best, we are going to continue this problem. You do note, and I ap-
preciate this, that historically profits greatly increase, greatly ex-
ceed wages. Let me read the exact, and I give myself an extra 
minute to read this. I will make up for it in my questioning. But 
there is a specific reference to the fact that given historic trends, 
there is room for wages to go up and profits still would be in very 
good shape without it having an inflationary impact. 

And so with that, with wages having lagged significantly for 
years, with a very small percentage of the population having gotten 
any real increase in the last 5 years, with inflation predicted to be 
stable, with growth predicted to be below trend by a little bit, un-
employment predicted to rise, even as the labor force drops, which 
means slower job growth, you say the main concern is inflation. I 
think that is cultural lag. I would have understood that better 
some time ago. But given the social—and, by the way, I would 
throw in here the savings rate. People omit the absence of a sav-
ings rate. 
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When only 3.8 percent of the population has gotten any real in-
crease in their wages, in their take-home pay in the last 5 years, 
what is it that people expect them to save, cancelled stamps? Peo-
ple can’t save money if at the end of the month they don’t have 
any, if their wages have not come up. So with all that, the conclu-
sion that the main danger facing us now, or the more important 
one, is inflation, troubles me, because I think, at best, this current 
situation of increasing inequality, with all of its negative social, 
economic, and political consequences, stays as is and could get 
worse. I now recognize the gentleman from Alabama. 

Mr. BACHUS. I thank the chairman, and Chairman Bernanke, 
thank you for your support and continued strong and wise steward-
ship of our Nation’s monetary policy. As I said when you appeared 
before this committee in February, there is a difference of opinion 
on the strength of the economy. I would like to review some of the 
facts, which I think are hard to argue with. First of all, economic 
growth is robust, as illustrated by 132,000 new jobs created in 
June alone, and as you say in your testimony, 850,000 since the 
start of the year—over 8 million new jobs created since August of 
2003. Unemployment remains low. Despite higher oil prices, and 
really it is something I am going to mention later in my remarks, 
oil has gone from $50 to $75 a barrel just from the middle of Janu-
ary. 

And despite the rise in energy cost, inflation is under control fol-
lowing the 2.4 percent in February 2, 2007, and 1.9 percent in May. 
While it has slowed recently, productivity has averaged 2.8 percent 
growth since 2001, well above the average productivity growth ex-
perienced in the 1970’s, 1980’s, or 1990’s. Real wages have shown 
a healthy increase over the past year. And are supporting con-
cerned strong consumer spending, even in the face of declines in 
real estate values in many areas of the country. The stock market 
continues to deliver superior returns to investors. This economic 
success story is a result of sound economic policies pursued, I be-
lieve, by this Republican Administration, by our Treasury Depart-
ment, and by the Federal Reserve. 

They are also a testament to the hard work and innovation of 
American businesses and workers who comprise the American 
economy. Chairman Bernanke, I believe you deserve a great deal 
of credit for the performance of the economy as well. Instead of 
micromanaging monetary policy, you have held an absolutely 
steady hand for a year now balancing the tension between modest 
upside inflation risk and modestly slower growth. 

No one has summarized your tenure at the Fed better than The 
New York Times. In a June 25th story, less than a month ago, they 
said this, ‘‘Could an ivy league academic like this ever have street 
credibility?’’ The answer is clear: yes, yes, and yes again. The same 
article also observed that the economy today is pretty much exactly 
where Mr. Bernanke hoped it would be one year ago. Economic 
growth has slowed slightly, gradually reducing inflationary pres-
sures. And while job creation has slowed, unemployment remains 
low at 4.5 percent. That is The New York Times. 

Before I conclude my remarks, Mr. Chairman, I would like to 
bring your attention to two topics of particular interest to members 
of this committee. First, as you know, Chairman Frank and I are 
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both concerned over the recent turmoil in the subprime lending 
market. Just last week, Representatives Gillmor, Pryce, Miller, 
LaTourette, Capito, and I introduced legislation on this subject. De-
veloping a consensus solution to this problem, while determining 
the Fed’s proper role in regulating the mortgage industry, are pri-
orities for Members on both sides of the aisle. 

The committee would benefit from your thoughts on the current 
state of the subprime mortgage market and its potential impact in 
the larger economy. And second, Mr. Chairman, the Fed, it has 
often been said, has a dual mandate, and that is price stability and 
full employment. While that mandate has certain factors that are 
more subject to management and control than others, there is one 
wild card, possibly two, when you talk about core inflation and 
then backing out energy and food. The wild card to me, and the 
disturbing factor in our economy, is energy cost over which the 
Federal Reserve has very little short term or long term influence. 
As I said earlier, the price of oil, if you go back to July of last year, 
$75, where it is today, but we have gone down to $50 a barrel and 
back up to $75. Some people say we will get relief because there 
may be an economic slowdown in China or India or Europe and 
that may bring us relief, but that would not be good for the econ-
omy. So we get in a situation where China is growing at 11 per-
cent. Their energy demands are growing. And U.S. manufacturing, 
in fact, the largest contributor to job loss in this country over the 
last 10 years is the high cost of energy. And yet this Congress, for 
10 years—for a year or two we have talked about the subprime sit-
uation. 

I would tell colleagues on both sides of the aisle, for 10 years, we 
have been talking about our dependency on foreign oil, we have 
been talking about the high cost of energy, we have talked about 
its devastating impact on employment and on manufacturing, but 
yet we have done nothing. China is building a new nuclear power 
plant every week. With every plant they bring online, they reduce 
the cost of energy and increase their competitiveness over us. Mr. 
Chairman, I believe that Congress’ failure over many years to ad-
dress this energy cost has created and will continue to create real 
problems for the Federal Reserve as you try to cope with both price 
stability and full employment, because I think the high cost of en-
ergy is a wild card over which you have no control. And it is my 
greatest concern, and I am sure it is a great concern to you moving 
forward. 

Let me conclude by saying that members—both Republican and 
Democrat—on this committee respect your experience, your judg-
ment, and your obvious commitment to keeping America’s economy 
strong and competitive. We appreciate you being here and look for-
ward to your comments. 

The CHAIRMAN. The gentleman from Illinois, the chairman of the 
Domestic and International Monetary Policy Subcommittee, is rec-
ognized for 3 minutes. 

Mr. GUTIERREZ. Thank you, Chairman Frank, and good morning, 
Chairman Bernanke, and welcome back. I think you will hear some 
of the same major themes from this side of the aisle that you heard 
in February. There is good reason for this, I believe. I can tell you 
that when I go back to my district and meet with middle class and 
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lower middle class working Americans, they just aren’t feeling the 
benefits of a growing economy. Jobs can be found, but they aren’t 
necessarily steady, well-paying jobs. And those who have steady 
work are facing stagnant wages. So much of the discussion I am 
hearing from economists about inflationary concerns caused by ris-
ing labor costs just don’t ring true with many workers, at least not 
in my district. More than tangible concerns, many of my constitu-
ents just feel uneasy about their economic security. Of course, 
these are the same families who are feeling the crunch of rising 
health care costs and increasing costs of education, all the while 
trying to save for retirement. It is not just that these families are 
living paycheck-to-paycheck; it is that they have little or no sav-
ings, and in some cases, no bank accounts at all, so they pay higher 
interest rates and more fees for basic financial services than they 
should. I raise the issue of inequality, Chairman Bernanke, be-
cause I believe economic inequality is a product of monetary policy 
choices. And I believe that inequality is inside the scope of the Fed-
eral Reserve’s ‘‘dual mandate.’’ Yesterday, Chairman Frank assem-
bled an excellent panel of economists that he referred to earlier in 
a hearing held before the committee on the dual mandate. One of 
the economists who testified, James Galbraith, recently completed 
a study on whether the Federal Reserve has observed the dual 
mandate. One of the findings of the study is that inequality in pay 
or earnings, especially in the manufacturing sector, does react to 
rate setting decisions of the Federal Reserve, and that in the statis-
tical sense monetary policy causes inequality. 

I would like you to respond to Mr. Galbraith’s assertions and dis-
cuss whether or not the Federal Open Market Committee considers 
economic inequality issues as a factor in setting our monetary pol-
icy. I thank you and I yield back the balance of my time. 

The CHAIRMAN. The gentleman from Texas, Mr. Paul, the rank-
ing member of the subcommittee. 

Dr. PAUL. Thank you, Mr. Chairman, and welcome Chairman 
Bernanke. I share your concern for the inequality that has devel-
oped in our country. I think it is very real, I think it is a source 
of great resentment, and unfortunately, I think it is one of those 
things that puts a lot of pressure on Congress to increase the 
amount of government programs and government spending, which 
I do not think is the answer. I believe the inequality comes specifi-
cally from the type of currency we have. When there is a deliberate 
debasement of a currency, it is predictable that the middle class is 
injured, the poor are hurt, and there is a transfer of wealth to the 
wealthy, and until we understand that, I do not believe we can 
solve this problem. 

And if we resort to continued monetary inflation and more gov-
ernment programs, we will only make this inequality worse. This 
is exactly the opposite of what happens when you have a sound 
currency and free markets, because it is the sound currency and 
free markets which creates the middle class and creates prosperity 
and allows the best distribution of this wealth. Inflation is a mone-
tary phenomenon. It comes from the Federal Reserve system. The 
Federal Reserve has tremendous pressure put on them, because al-
most everybody wants low interest rates, except if you happen to 
be a saver, then you might not like artificially low interest rates. 
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But, of course, that contributes to the lack of savings, which is an-
other problem that we have in this country. We concentrate on in-
flation by implying, and everybody casually accepts that inflation 
is a price problem. But the prices that go up are one of the con-
sequences of inflation. Inflation causes malinvestment, it causes ex-
cessive debt, and it causes financial bubbles that we have to deal 
with. But we have a lot of information today available to us to 
show that there is a lot of monetary inflation going on. 

For instance if you look at MZM, it is growing at almost a 9 per-
cent rate. M3 is no longer available to us from official sources, but 
private sources tell us it is growing at a 13 percent rate. Of course, 
we can reassure ourselves and say that the CPI is growing at a 2.6 
percent rate. But if you go back to the old method of calculating 
the CPI, closer to what the average person is suffering, and one of 
the reasons why there is inequality going on, is it is growing at 
over a 10 percent rate. 

The fact that the dollar is weak on the international exchange 
markets cannot be ignored. For instance, in just 6 months, the Ca-
nadian dollar increased 11 percent against our dollar. This should 
stir up some concerns. But one concern that I have, that I think 
is causing more problems and keeps us from coming to a solution, 
is the divorce between the exchange value of a dollar on the inter-
national exchange markets and the effort to lower the value of a 
dollar in order to increase exports, which can only be done through 
inflation, at the same time, believing that we can have stability in 
prices at home, because that is a disconnect that is not possible. 
If we strive for a lower dollar in exchange markets, we will have 
price increases here at home and we have to deal with it. I yield 
back. 

The CHAIRMAN. Thank you. Mr. Chairman, I appreciate, as I 
said, the comments and the efforts you are now undertaking re-
garding subprime, and we will work more with those. I will be talk-
ing not much about those this morning, but I do want to acknowl-
edge that is a significant advance, and we look forward to working 
together. I also want to comment, I was just reading my clips as 
they come in, and I had one commentary saying that the difference 
between us was that I continued to believe in the Phillips Curve, 
and you do not. And I don’t. In fact, one of the things that I have 
credited Chairman Greenspan for was in the 1990’s ignoring those 
who told him that if unemployment dropped below first 6 percent, 
then 51⁄2 percent, then 5 percent, and then 41⁄2 percent, it would 
be inevitably inflationary. It seems to me that this whole notion of 
a nonaccelerating inflation rate of unemployment turned out only 
to be a lagging indicator of unemployment. 

As unemployment dropped, people dropped that rate, but it never 
had that prediction. I think we were dealing with the real economy, 
and here are the issues, but here is my concern: It is on the in-
equality issue, which I think has become a significant political 
problem, and I assume you were not happy to see trade promotion 
authority die. My guess is that you thought we should have some 
form of an immigration bill. And again, I would stress, I don’t 
think that the solution to either of those problems is intrinsic to 
those problems. It is the sea in which they have to survive that has 
turned against them. We know what the numbers are in inequality. 
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What troubles me a little bit is that in the report, and I do re-
member in previous reports references to wages, there are no wage 
indexes in here. There are compensation indexes, which as you ac-
knowledge, and we know, include pensions and include healthcare. 
But given what you expect to go forward, let me ask you, for I 
think it is one of the most important predictions, going forward do 
you see any abbreviation of this trend of the distribution of wealth 
being as concentrated as it now is. It is documented in the report 
that I assume you are familiar with that Don Evans put forward, 
where 3.8 percent of the population has gotten real wage increases 
in the last 5 years. Do you see any abbreviation of that trend going 
forward? 

Mr. BERNANKE. Well, I have discussed this issue in a number of 
contexts. I think that in order to alleviate— 

The CHAIRMAN. I apologize. You haven’t given your opening 
statement yet. And you can comment now if you want to. I was 
wondering why the time hadn’t started yet. If this had been my 
first hearing, I could explain that mistake a little bit easier. No 
good explanation comes to mind. You can comment now or just do 
your opening statement and come back to it. 

STATEMENT OF THE HONORABLE BEN S. BERNANKE, CHAIR-
MAN, BOARD OF GOVERNORS OF THE FEDERAL RESERVE 
SYSTEM 

Mr. BERNANKE. I will do my opening statement. Thank you. 
Chairman Frank, Ranking Member Bachus, and members of the 

committee, I am pleased to present the Federal Reserve’s Monetary 
Policy Report to the Congress. As you know, this occasion marks 
the 30th year of semiannual testimony on the economy and mone-
tary policy for the Federal Reserve. In establishing these hear-
ings—Mr. Hawkins and Mr. Humphrey were mentioned—the Con-
gress proved prescient in anticipating the worldwide trend toward 
greater transparency and accountability of central banks in making 
monetary policy. Over the years, these testimonies and the associ-
ated reports have proved an invaluable vehicle for the Federal Re-
serve’s communication with the public about monetary policy, even 
as they have served to enhance the Federal Reserve’s account-
ability for achieving the dual objectives of maximum employment 
and price stability set forth by the Congress. 

I take this opportunity to reiterate the Federal Reserve’s strong 
support of the dual mandate. In pursuing maximum employment 
and price stability, monetary policy makes its greatest possible con-
tribution to the general economic welfare. 

Let me now review the current economic situation and the out-
look beginning with developments in the real economy and the sit-
uation regarding inflation before turning to monetary policy. I will 
conclude with comments on issues related to lending to households 
and consumer protection, topics not normally addressed in mone-
tary policy testimony, but in light of recent developments deserving 
of our attention today. 

After having run at an above-trend rate earlier in the current 
economic recovery, U.S. economic growth has proceeded during the 
past year at a pace more consistent with sustainable expansion. 
Despite the downshift in growth, the demand for labor has re-
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mained solid with more than 850,000 jobs being added to payrolls 
thus far in 2007 and the unemployment rate having remained at 
41⁄2 percent. The combination of moderate gains in output and solid 
advances in employment implies that recent increases in labor pro-
ductivity have been modest by the standards of the last decade. 

The cooling of productivity growth in recent quarters is likely the 
result of cyclical or other temporary factors, but the underlying 
pace of productivity gains may also have slowed somewhat. To a 
considerable degree, the slower pace of economic growth in recent 
quarters reflects the ongoing adjustment in the housing sector. 

Over the past year, home sales in construction have slowed sub-
stantially and house prices have decelerated. Although a leveling 
off of home sales in the second half of 2006 suggested some ten-
tative stabilization of housing demand, sales have softened further 
this year, leading the number of unsold new homes in builders’ in-
ventories to rise further relative to the pace of new home sales. Ac-
cordingly, construction of new homes has sunk further, with starts 
of new single family houses thus far this year running 10 percent 
below the pace in the second half of last year. 

The pace of home sales seems likely to remain sluggish for a 
time, partly as a result of some tightening and lending standards 
and the recent increase in mortgage interest rates. Sales should ul-
timately be supported by growth in income and employment, as 
well as by mortgage rates that—despite the recent increase—re-
main fairly low relative to historical norms. However, even if de-
mand stabilizes as we expect, the pace of construction will probably 
fall somewhat further as builders work down the stocks of unsold 
new homes. Thus, declines in residential construction will likely 
continue to weigh on economic growth over coming quarters, al-
though the magnitude of the drag on growth should diminish over 
time. 

Real consumption expenditures appear to have slowed last quar-
ter following two quarters of rapid expansion. Consumption outlays 
are likely to continue growing at a moderate pace, aided by a 
strong labor market. Employment should continue to expand, 
though possibly at a somewhat slower pace than in recent years as 
a result of the recent moderation in the growth of output and ongo-
ing demographic shifts that are expected to lead to a gradual de-
cline in labor force participation. Real compensation appears to 
have risen over the past year, and barring further sharp increases 
in consumer energy costs, it should rise further as labor demand 
remains strong and productivity increases. 

In the business sector, investment in equipment and software 
showed a modest gain in the first quarter. A similar outcome is 
likely for the second quarter, as weakness in the volatile transpor-
tation equipment category appears to have been offset by solid 
gains in other categories. Investment in nonresidential structures, 
after slowing sharply late last year, seems to have grown fairly vig-
orously in the first half of 2007. Like consumption spending, busi-
ness fixed investment overall seems poised to rise at a moderate 
pace, bolstered by gains in sales and generally favorable financial 
conditions. Late last year and early this year, motor vehicle manu-
facturers and firms in several other industries found themselves 
with elevated inventories, which led them to reduce production to 
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better align inventories with sales. Excess inventories now appear 
to have been substantially eliminated and should not prove a fur-
ther restraint on growth. 

The global economy continues to be strong. Supported by solid 
economic growth abroad, U.S. exports should expand further in 
coming quarters. Nonetheless our trade deficit, which was about 
51⁄4 percent of nominal gross domestic product in the first quarter, 
is likely to remain high. 

For the most part, financial markets have remained supportive 
of economic growth. However, conditions in the subprime mortgage 
sector have deteriorated significantly reflecting mounting delin-
quency rates on adjustment rate loans. In recent weeks, we have 
also seen increased concerns among investors about credit risk on 
some other types of financial instruments. Credit spreads on lower 
quality corporate debt have widened somewhat and terms for some 
leveraged business loans have tightened. Even after their recent 
rise, however, credit spreads remain near the low end of their his-
torical ranges and financing activity in the bond and business loan 
markets has remained fairly brisk. 

Overall, the U.S. economy appears likely to expand at a mod-
erate pace over the second half of 2007 with growth then strength-
ening a bit in 2008 to a rate close to the economy’s underlying 
trend. Such an assessment was made around the time of the June 
meeting of the Federal Market Committee by the members of the 
Board of Governors and the presidents of the Reserve Banks, all 
of whom participate in deliberations on monetary policy. The cen-
tral tendency of the growth forecast, which are conditioned on the 
assumption of appropriate monetary policy, is for real GDP to ex-
pand roughly 21⁄4 to 21⁄2 percent this year and 21⁄2 to 23⁄4 percent 
in 2008. The forecasted performance for this year is about 1⁄4 per-
centage point below that projected in February, the difference being 
largely a result of weaker than expected residential construction 
activity this year. The unemployment rate is anticipated to edge up 
between 41⁄2 and 43⁄4 percent over the balance of this year and 
about 43⁄4 percent in 2008, a trajectory about the same as the one 
expected in February. 

I turn now to the inflation situation. Sizable increases in food 
and energy prices have boosted overall inflation and eroded real in-
comes in recent months, both unwelcome developments. As meas-
ured by changes in the price index for personal consumption ex-
penditures (PCE inflation), inflation ran at an annual rate of 4.4 
percent over the first 5 months of this year, a rate that, if main-
tained, would clearly be inconsistent with the objective of price sta-
bility. Because monetary policy works with a lag, however, policy-
makers must focus on the economic outlook. Food and energy prices 
tend to be quite volatile, so that, looking forward, core inflation 
(which excludes food and energy prices) may be a better gauge than 
overall inflation of underlying inflation trends. Core inflation has 
moderated slightly over the past few months, with core PCE infla-
tion coming in at an annual rate of about 2 percent so far this year. 

Although the most recent readings on core inflation have been fa-
vorable, month-to-month movements in inflation are subject to con-
siderable noise, and some of the recent improvement could also be 
the result of transitory influences. However, with long-term infla-
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tion expectations contained, futures prices suggesting that inves-
tors expect energy and other commodity prices to flatten out, and 
pressures in both labor and product markets likely to ease mod-
estly, core inflation should edge a bit lower, on net, over the re-
mainder of this year and next year. The central tendency of FOMC 
participants’ forecast for core PCE inflation—2 to 21⁄4 percent for 
2007 and 13⁄4 to 2 percent in 2008—is unchanged from February. 
If energy prices level off as currently anticipated, overall inflation 
should slow to a pace close to that of core inflation in coming quar-
ters. 

At each of its four meetings so far this year, the FOMC has 
maintained its target for the Federal funds rate at 51⁄4 percent, 
judging that the existing stance of policy was likely to be consistent 
with growth running near trend and inflation staying on a moder-
ating path. As always, in determining the appropriate stance of 
policy, we will be alert to the possibility that the economy is not 
evolving in the way we currently judge to be the most likely. One 
risk to the outlook is that the ongoing housing correction might 
prove larger than anticipated with possible spillovers onto con-
sumer spending. 

Alternatively, consumer spending, which has advanced relatively 
vigorously, on balance, in recent quarters, might expand more 
quickly than expected; in that case, economic growth could rebound 
to a pace above its trend. With the level of resource utilization al-
ready elevated, the resulting pressures in labor and product mar-
kets could lead to increased inflation over time. Yet another risk 
is that energy and commodity prices could continue to rise sharply 
leading to further increases in headline inflation, and if those costs 
pass through to the prices of nonenergy goods and services, to high-
er core inflation as well. Moreover, if inflation were to move higher 
for an extended period and the increase became embedded in 
longer-term inflation expectations, the reestablishment of price sta-
bility would become more difficult and costly to achieve. With the 
level of resource utilization relatively high and with the sustained 
moderation in inflation pressures yet to be convincingly dem-
onstrated, the FOMC has consistently stated that upside risks to 
inflation are its predominant policy concern. 

In addition to its dual mandate to promote maximum employ-
ment and price stability, the Federal Reserve has an important re-
sponsibility to help protect consumers in financial services trans-
actions. For nearly 40 years, the Federal Reserve has been active 
in implementing, interpreting, and enforcing consumer protection 
laws. I would like to discuss with you this morning some of our re-
cent initiatives and actions, particularly those related to subprime 
mortgage lending. 

Promoting access to credit and to home ownership are important 
objectives, and responsible subprime mortgage lending can help to 
advance both goals. In designing regulations, policymakers should 
seek to preserve those benefits. That said, the recent rapid expan-
sion of the subprime market was clearly accompanied by deteriora-
tion in underwriting standards, and in some cases, by abusive lend-
ing practices and outright fraud. In addition, some households took 
on mortgage obligations they could not meet, perhaps in some cases 
because they did not fully understand the terms. Financial losses 
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have subsequently induced lenders to tighten their underwriting 
standards. Nevertheless, rising delinquencies in foreclosures are 
creating personal, economic, and social distress for many home-
owners and communities, problems that likely will get worse before 
they get better. 

The Federal Reserve is responding to these difficulties at both 
the national and the local levels. In coordination with other Federal 
supervisory agencies, we are encouraging the financial industry to 
work with borrowers to arrange prudent loan modifications to avoid 
unnecessary foreclosures. Federal Reserve banks around the coun-
try are cooperating with community and industry groups that work 
directly with borrowers who are having trouble meeting their mort-
gage obligations. We continue to work with organizations that pro-
vide counseling about mortgage products to current and potential 
homeowners. We are also meeting with market participants—in-
cluding lenders, investors, servicers, and community groups—to 
discuss their concerns and to gain information about market devel-
opments. 

We are conducting a top-to-bottom review of possible actions we 
might take to help prevent recurrence of these problems. First, we 
are committed to providing more effective disclosures to help con-
sumers defend against improper lending. Three years ago, the 
Board began a comprehensive review of Regulation Z, which imple-
ments the Truth in Lending Act (TILA). The initial focus of our re-
view was on disclosures related to credit cards and other revolving 
credit accounts. After conducting extensive consumer testing, we 
issued a proposal in May that would require credit card issuers to 
provide clearer and easier-to-understand disclosures to customers. 
In particular, the new disclosures would highlight applicable rates 
and fees, particularly penalties that might be imposed. The pro-
posed rules would also require card issuers to provide 45 days’ ad-
vance notice of a rate increase or any other change in account 
terms so that consumers will not be surprised by unexpected 
charges and will have time to explore alternatives. 

We are now engaged in a similar review of the TILA rules for 
mortgage loans. We began this review last year by holding four 
public hearings across the country during which we gathered infor-
mation on the adequacy of disclosures for mortgages, particularly 
for nontraditional and adjustable rate products. As we did with 
credit card lending, we will conduct extensive consumer testing of 
proposed disclosures. Because the process of designing and testing 
disclosures involves many trial runs, especially given today’s di-
verse and sometimes complex credit products, it may take some 
time to complete our review and propose new disclosures. 

However, some other actions can be implemented more quickly. 
By the end of this year, we will propose changes to TILA rules to 
address concerns about mortgage loan advertisements and solicita-
tions that may be incomplete or misleading and to require lenders 
to provide mortgage disclosures more quickly so that consumers 
can get the information they need when it is most useful to them. 
We already have improved a disclosure that creditors must provide 
to every applicant for an adjustable rate mortgage to explain better 
the features and risks of these products, such as ‘‘payment shock’’ 
and rising loan balances. 
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We are certainly aware, however, that disclosure alone may not 
be sufficient to protect consumers. Accordingly, we plan to exercise 
our authority under the Home Ownership and Equity Protection 
Act (HOEPA) to address specific practices that are unfair or decep-
tive. We held a public hearing on June 14th to discuss industry 
practices, including those pertaining to prepayment penalties, the 
use of escrow accounts for taxes and insurance, stated income and 
low documentation lending, and the evaluation of a borrower’s abil-
ity to repay. The discussion and ideas we heard were extremely 
useful, and we look forward to receiving additional public com-
ments in coming weeks. Based on the information we are gath-
ering, I expect that the Board will propose additional rules under 
HOEPA later this year. 

In coordination with the other Federal supervisory agencies, last 
year we issued principles-based guidance on nontraditional mort-
gages, and in June of this year, we issued supervisory guidance on 
subprime lending. These statements emphasize the fundamental 
consumer protection principles of sound underwriting and effective 
disclosures. In addition, we reviewed our policies related to the ex-
amination of nonbank subsidiaries of bank and financial holding 
companies for compliance with consumer protection laws and guid-
ance. 

As a result of that review, and following discussions with the Of-
fice of Thrift Supervision, the Federal Trade Commission, and 
State regulators, as represented by the Conference of State Bank 
Supervisors and the American Association of Residential Mortgage 
Regulators, we are launching a cooperative pilot project aimed at 
expanding consumer protection compliance reviews at selected non-
depository lenders with significant subprime mortgage operation. 
These reviews will begin in the fourth quarter of this year and will 
include independent State-licensed mortgage lenders, nondeposi-
tory mortgage lending subsidiaries of bank and thrift holding com-
panies, and mortgage brokers doing business with or serving as 
agents of these entities. The agencies will collaborate in deter-
mining the lessons learned and in seeking ways to better cooperate 
in ensuring effective and consistent examinations and improved en-
forcement for nondepository mortgage lenders. Working together to 
address jurisdictional issues and to improve information sharing 
among agencies, we will seek to prevent abusive and fraudulent 
lending while ensuring that consumers retain access to beneficial 
credit. 

I believe that the actions I have described today will help ad-
dress the current problems. The Federal Reserve looks forward to 
working with the Congress on these important issues. Thank you, 
Mr. Chairman. 

[The prepared statement of Chairman Bernanke can be found on 
page 65 of the appendix.] 

The CHAIRMAN. Thank you, Mr. Chairman. And sometimes you 
do get a second chance not to screw up, which I apparently have, 
and I can ask my questions at an appropriate time with the par-
ties. Let me just ask two questions. The monetary report on page 
2, and although unit labor costs in the nonfarm business sector 
have been rising, the average market for prices or for unit labor 
costs is still high by historical standards, an indication that firms 
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can potentially absorb higher costs, at least for a time, through a 
narrowing of profit margins. That is where wages have gone, to 
some extent, in higher profit margins. 

And then in the Don Evans, Grant Aldonas, Matthew Slaughter, 
Robert Lawrence report, here is their summary on page 36 in the 
Financial Services Forum, during this period, 2000 and 2005, an 
astonishingly small fraction of workers, just 3.4 percent, was an 
educational group that have enjoyed any increase at all in mean in-
flation adjusted money earnings. Those with doctorates and JDs, 
MBAs and MBs, in contrast to earlier decades, even college grad-
uates and those with nonprofessional masters degrees, 29 percent 
of workers suffered declines in mean real earnings. So the question 
is, is there anything in sight that would alleviate this situation? 

Mr. BERNANKE. First, we have seen some recent increases in real 
wages over the last year. Average hourly earnings are up more 
than a percentage point. Secondly, I think that part of what has 
happened in the last few years has been the effective energy prices 
which have risen rather rapidly and absorbed a good bit of buying 
power from consumers. Over the longer period of time, people with 
greater education—college education and so on—have been seeing 
real increases in their incomes, and I expect that to continue. But 
many of the points you raise about inequality I would be happy to 
address, but I do think that we will see improvement. 

The CHAIRMAN. Well, I am troubled by kind of a complacency 
there, Mr. Chairman. First of all, yes, they went up some in the 
first quarter and went down in the second quarter according to 
your report, real wages. Second, you said, well, it is fuel. Well, 3.4 
percent of the people, what, are they flying around on broomsticks? 
I mean, the fact is that it is not everybody. There is a real inequal-
ity here. The 29 percent who had college degrees and masters de-
grees have suffered real declines in the mean there over the last 
5 years. I have to say, I know that education is always the answer. 
I am struck again. This is a report put forward by some very 
thoughtful Republican members of the Bush Administration in 
which they essentially say education is greatly exaggerated as a 
near-term improvement. 

And they point out there is a generational issue. But part of the 
problem with education is that some people were educated 10 and 
15 years ago and they were told, well, learn these software skills, 
learn these other skills, and many of those jobs are now either 
outsourced directly, or because of the threat of outsourcing, they 
are subject to competitive pressures that hold it down. And then 
it does seem to me what you talk about going forward, is inflation 
a greater danger to you than a continuation of this trend? I predict 
you are going to see this continued gridlock. Are there no things 
you think we should be able to do to try and reduce this trend of 
inequality than just sit and hope? 

Mr. BERNANKE. No, Mr. Chairman. I have discussed some of 
these issues. First, the trend of inequality is not something in the 
last 5 years. We have seen this for at last 30 years, if not more. 

The CHAIRMAN. But it has gotten worse in the last 5 years. 
Mr. BERNANKE. Well, again, I think that part of what you are 

seeing just in the last few years is the disproportionate effects on 
lower income people. 
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The CHAIRMAN. No, no, Mr. Bernanke, that simply is not true. 
We are talking about the 29 percent in the last 5 years, the 29 per-
cent of the population with college graduates and masters. I think 
there is a cultural lag here. This is Don Evans’ report; 29 percent 
of the population in those groups with college degrees and masters 
have suffered real declines in the last 5 years. They are not lower 
income people. 

Mr. BERNANKE. I would like to look at those data, but the fact 
is that over the last few decades, and this is the kind of thing you 
need to look at over a long period of time, we have seen a substan-
tial spreading apart of incomes, which is key, in part to education, 
not entirely, but is key, in part to education. 

The CHAIRMAN. What do we do about it? 
Mr. BERNANKE. There are several things we can do about it. 

First of all, the Federal Reserve can maintain a strong and stable 
economy, which we intend to do, and that will be helpful. But more 
importantly, there are several elements. First, I think the reference 
to education is a little bit too pessimistic because it refers, I be-
lieve, to sort of K–12 type education, which takes a very long time 
to work. 

The CHAIRMAN. No, they are talking about higher education. 
Mr. BERNANKE. And higher education. But there are many other 

forms of skill acquisition. There is short-term job training, there 
are vocational schools, and so on. We are hearing in the field that 
finding someone with plumbing skills or welding skills or who can 
put lines on a telephone pole is very difficult, and they command 
high wages. 

The CHAIRMAN. Well, my time has expired. I just want to say 
that I would urge people to read this report. And I think, first of 
all, debunking by Mr. Slaughter who served on the Council of Eco-
nomic Advisors, I believe under your chairmanship, along with you 
as a colleague, Grant Aldonas, they say that education is a good 
thing, but being made to tow too much weight. But here is the 
problem, even with education. Getting people that education re-
quires, to a great extent, some public participation. We can’t expect 
the private sector to pay for this out of what it does. And this is 
another factor. As long as we have the current situation in which 
government is considered to be a bad thing, etc.—let me put it this 
way: The way in which we finance education in the country today, 
particularly beyond K–12, reinforces inequality, it doesn’t alleviate 
it. So yes, education properly done could do this. But kind of oh, 
well, that is the way the world is and we will just have to hope 
for the better, is a problem. The notion that a stable economy, and 
this is where I think, again, we have a fundamental difference, yes, 
I would like to see a strong, stable economy. That is a necessary 
condition for diminishing inequality. But it is clearly an insufficient 
condition, and in the absence of any recognition of that, you are 
going to continue to see the kind of gridlocking in which trade pro-
motion and immigration and other issues don’t go anywhere. I just 
urge people who want to see us move in this direction to help us 
diminish inequality, or you will have continued economic gridlock. 
The gentleman from Alabama. 

Mr. BERNANKE. Mr. Chairman, if I can just respond very quickly. 
In my remarks in March on inequality, I talked a little bit about 
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education and training. I talked about other policies as well, such 
as helping people move between jobs and other types of policies, 
more affordability of health insurance. 

The CHAIRMAN. I appreciate that. In fairness, could we have a 
hearing, perhaps, in which you might come and talk about this? 

Mr. BERNANKE. Certainly. 
The CHAIRMAN. Thank you. 
Mr. BACHUS. Thank you, Mr. Chairman. The chairman of the 

committee talked about how he was troubled by complacency. I am 
also troubled by complacency, and every member of this committee 
ought to be troubled by complacency. But it is not in the Federal 
Reserve. The Chairman of the Federal Reserve has come in here 
this morning, as many other people have said to us, that the rise 
in energy and food cost are impacting the poor and middle class 
and it is one of the chief reasons for income inequality. The Na-
tional Association of Manufacturers recently said that high cost of 
energy is a cap on the wages of blue collar workers. And yet this 
Congress, for 10 years, has failed to turn to the cheapest form of 
energy, which would give relief for every American’s electric bill, 
heating oil bill and everything, and that is nuclear energy; 86 per-
cent of the energy produced in France at a much lower cost than 
most of our electricity is nuclear. France has done it, India and 
China are building a nuclear power plant every week—I mean, 
every week, I think it is, or every month, one comes on line. 

We can reduce the cost of not only energy costs, which the Chair-
man has said, he says right here, food and energy costs have erod-
ed real incomes. And it hits us, he said, the poor and the middle 
class are the worse. The biggest component and the biggest contrib-
utor of the rise in food cost is the cost of energy, and one of the 
things we are doing, which does give us some relief, we are taking 
corn and turning it into ethanol. So whether that is good or bad, 
it is resulting in an increase in the cost of food. Fertilizer, the big-
gest component of fertilizer is energy, and it is the biggest compo-
nent in producing food. 

So if any of us are concerned about, and I am, and I think we 
all are concerned about the poor and the high cost of their gas bills, 
their electric bills, their heating and oil bills, we will pass a bill 
next month, if not this month, and we will do away with all this 
regulatory and legal burdens that have prevented us from decades 
from building a nuclear power plant, and have cost millions of 
American jobs, mostly blue collar workers, their ability to exist and 
stay in their community. 

Visit some of the communities in Pennsylvania and Ohio and you 
will see the result of us standing and not doing anything about nu-
clear power. Mr. Chairman, I am going to change subjects. As I 
said in my opening statement, one of your biggest challenges has 
been created by the government’s inability to address energy con-
cerns, and you said that the wild cards are energy and food, and 
the biggest wild card in food is energy. This committee and this 
Congress has within its bull’s-eye, as you probably read, private 
pools of capital, hedge funds and venture capital private equity 
funds. Would you like to address some of the benefits of private 
pools of capital, and if we do drive those private pools of capital off-
shore, what detrimental effects it may have on us? 
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Mr. BERNANKE. Certainly Congressman. Private pools of cap-
ital—hedge funds—raise a whole range of issues. I am not going to 
address them. But they certainly do provide some important bene-
fits, and these include providing some ability to share risks. We 
now take risks and share them, so that they are held by lots of dif-
ferent people and not just by the banking system, for example. 
They provide a good deal of liquidity to help markets work more 
efficiently. And private equity in particular, plays an important 
role in the market for corporate control. 

We need to have a mechanism whereby poorly run companies’ 
weak managements are subject to being taken over, replaced and 
their companies improved. When it is working right, at least, pri-
vate equity, as LBOs in the past, helps to serve that function. 

So they serve some positive functions. They raise many issues of 
financial stability and the like, making sure that their 
counterparties are paying appropriate attention to their risks and 
the like. And we discussed some of the President’s Working Group’s 
principles. But they certainly are a benefit to the economy. 

Mr. BACHUS. Thank you. 
My last question is this: When we looked at the subprime lend-

ing problem last year, we found that probably about 3 percent of 
the brokers and actually, also, not only brokers, but mortgage 
bankers, people who worked for nationally regulated bankers—
about 3 percent of them caused about 90 percent of the mischief 
and the fraud, and they will lose their licenses in one State. Then 
they go to another State, and they set up shop, and they are really 
creating havoc. These are basically—to me, they are criminals, and 
they are inflicting a tremendous amount of pain. Would you like to 
comment? 

I introduced a bill, along with several of my colleagues, which 
called for a national registration and licensing standard for all 
mortgage originators. Would you like to comment on that, or on the 
legislation we introduced? 

Mr. BERNANKE. Yes, sir. I will talk about the registration. 
I do think there is an issue about brokers who lose their licenses, 

who perform badly in one area, and then simply move to a new 
State. The Conference of State Bank Supervisors had been trying 
to develop a database essentially so they could provide information 
to each other. 

I think that, one, we should seriously consider some Federal li-
censing or at least some kind of Federal database that will allow 
States to know if a new broker who is coming into the State has 
some kind of previous problems in another location. 

Mr. BACHUS. Would you look at the national registration and li-
censing provisions that we have introduced and maybe get back 
with us on any recommendation? Thank you. 

The CHAIRMAN. Thank you. 
Now, to explain the order here, this being a very large com-

mittee, not everybody gets to ask questions, especially if they wait 
until opening statements have been given, so I am going to go to 
the list of members on our side who did not get to ask a question 
the last time, by seniority, and then get back to the others. The 
first of those is the gentleman from Texas, Mr. Green. 
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Mr. GREEN. Thank you, Mr. Chairman. I thank you for your judi-
cious approach in managing the committee, and I am honored to 
associate myself with your comments, and I also thank the ranking 
member. 

Mr. Chairman, thank you for visiting with us today. I would like 
to visit with you very briefly about a crisis that continues, and it 
seems to go unabated, notwithstanding cyclical and temporary fac-
tors; notwithstanding excess inventories and the lack thereof; not-
withstanding core inflation; commodity prices, whether they in-
crease or flatten; notwithstanding energy prices and how they im-
pact the economy; headline inflation, core inflation. 

We have a crisis, in my opinion, and we consistently find that 
one segment of our society has an unemployment rate that is al-
ways twice that of another segment of our society. White unem-
ployment is, as of June 2007, 4.0 percent. Black unemployment is 
8.5 percent. Poverty among whites is 10.4 percent. Poverty among 
blacks is 25.6 percent. This is not something that is anomalous. It 
occurs consistently. There is a trend that is easy to track, and we 
consistently find that black unemployment is always twice that of 
white unemployment and is likely to be twice that of the national 
unemployment. The trend is there. The poverty trend is there. 

The question that I have for you is similar to the one that the 
chairman posed, but it relates to this segment of society, and the 
question is: Do you see a change in this trend? Is it possible for 
us to have African American employment to achieve parity with 
white employment? Is this trend going to continue? 

Mr. BERNANKE. Well, I am hopeful to see improvement over time. 
There have been some improvements in terms of the average fam-
ily income, in terms of the share of minorities who are what would 
be called the ‘‘middle class.’’ 

Mr. GREEN. Because my time is limited, what must we do to 
change this trend so that we can achieve the parity that we really 
want in this country? 

Mr. BERNANKE. You are a bit beyond my area of specialization, 
Congressman, but, again— 

Mr. GREEN. Well, if I may, though, Mr. Chairman, let me just 
say this now. You have talked about how we can impact employ-
ment generally speaking, and you have talked about how we can 
impact poverty generally speaking. Now, we have this one segment 
of society that is consistently higher than all other segments of so-
ciety. Surely there must be some intellectual thought that you have 
to help us with this segment of society as well. 

Mr. BERNANKE. Certainly, I was going to, at the risk of repeating 
myself, talk about the importance of training and skills, making 
sure young people have the opportunity to learn job-qualifying 
skills, to finish school. A lot of young, minority teenagers are out 
of school and have very high unemployment rates. We need to 
make sure that there is equal opportunity for both young people— 

Mr. GREEN. Let us focus on the equal opportunity, because I 
think that you and I may find some agreement here, Mr. Chair-
man. By the way, I admire you and respect you greatly, but as to 
the equal opportunity aspect of it, as the chairman has so elo-
quently put it, the way we fund higher education beyond the 12th 
grade promotes unequal opportunity in education because those 

VerDate 0ct 09 2002 11:48 Nov 15, 2007 Jkt 038392 PO 00000 Frm 00022 Fmt 6633 Sfmt 6633 K:\DOCS\38392.TXT HFIN PsN: TERRIE



19

who have the ability to acquire the education can achieve edu-
cational parity. Those who do not will not. There are still some sys-
temic things that have to be addressed when we talk about achiev-
ing this parity in education, so how we do this is becoming a part 
of the debate that we have to contend with. 

Mr. BERNANKE. Congressman, my wife is a high school teacher; 
she teaches in the D.C. public school system. She has been working 
for some time with minority students, and her objective is to work 
with students to get them into college. Many of them have parents 
who are single parents who have never been to college. 

Mr. GREEN. Mr. Chairman, if I may, listen, I hope to meet your 
wife, I am sure she is a lovely lady, but that will not help me with 
where I am trying to go. 

Mr. BERNANKE. I am trying to explain that there is a whole mix 
of educational issues, social issues, opportunity, making sure that 
the opportunities that exist are open to everybody in a free way 
that does not discriminate, making sure that everybody has an op-
portunity to gain skills and education. That is the kind of society 
we want. I recognize that we do not have it yet. I think we need 
to work in that direction. Monetary policy can try to— 

Mr. GREEN. One other question quickly. Would you be amenable 
to attending an event—I will not say ‘‘hearing’’—but an event 
wherein you talk about—just as you talk about how you impact 
poverty and unemployment in society in the main, how we can deal 
with this one segment of society that for 300 years has consistently 
been at this level of inequality as it relates to employment, as it 
relates to poverty, as it relates to opportunity. Would you be ame-
nable to such a thing? 

Mr. BERNANKE. Yes, sir. I have been consistently available to 
talk about community development issues, about minority issues, 
and I think this is extremely important for our society. 

Mr. GREEN. Thank you, Mr. Chairman. I yield back. 
The CHAIRMAN. The ranking member tells me he is also going to 

follow the policy of giving preference to the people who did not get 
to ask questions, this being a larger-than-it-needs-to-be committee, 
and so we now recognize the gentleman from North Carolina, Mr. 
McHenry, for 5 minutes. 

Mr. MCHENRY. I thank the chairman. 
Chairman Bernanke, I am certainly glad to have you here. It 

seems your presentation today is largely about residential real es-
tate. You mentioned that declines in residential construction will 
continue to weigh on economic growth over the coming quarters. 

Do you have any words for Congress—at a time when lending 
standards have been tightened—on whether or not we should fur-
ther tighten lending with additional rules and regulations on the 
mortgage marketplace? 

Mr. BERNANKE. Well, I think there is a balance. I have discussed 
this in a number of speeches. I do believe the legitimate subprime 
lending in particular helps expand homeownership. It helps expand 
access to credit. At the same time, it is very important that we pro-
tect those who are possibly subject to abusive or to fraudulent lend-
ing, so we have to draw a fine line. We have to make sure we find 
ways to prevent the bad actors, the abusive lending, while pre-
serving this market, which is an important market, both for the 
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sake of those people who would like to borrow and to become home-
owners, and also for the broad sake of our economy in maintaining 
the demand for housing. 

So it is really a case-by-case issue, but it is very important to try 
to walk that fine line between protecting consumers adequately by 
making sure that we do not shut down what is, I think, essentially, 
a valuable market. 

Mr. MCHENRY. Can the Federal Reserve and the regulatory bod-
ies within the Federal Government adequately address those con-
cerns? 

Mr. BERNANKE. Congressman, I think I really need to leave that 
for the Congress to determine. We hope that we are taking steps, 
the steps I have outlined today, and we are prepared to take addi-
tional steps if necessary. I believe it will go some distance towards 
resolving some of these concerns. However, Congress may feel they 
need to take additional steps, and I think that is really up to the 
Congress to decide. 

Mr. MCHENRY. Last month, the Federal Trade Commission had 
a very interesting new study on mortgage disclosures—you men-
tioned mortgage disclosures in your presentation—and it concluded 
in this study that current disclosures fail to convey key mortgage 
costs to many consumers, and in the study they found that about 
a third of consumers cannot identify their interest rate, whether it 
is prime, whether it is the prime and subprime marketplace; half 
could not correctly identify the loan amount; two-thirds could not 
recognize that they would be charged a prepayment penalty; and 
nearly nine-tenths could not identify the total amount of upfront 
charges. 

Do you believe that changes in mortgage disclosures can help the 
marketplace so that individuals can decide for themselves? If they 
have those clear and upfront pieces of information, can they better 
decide for themselves? 

Mr. BERNANKE. We think good disclosures are a critical part of 
a well-functioning market. We have had a series of hearings, and 
we have gotten exactly the same comment that you were just say-
ing, which is that many borrowers simply do not understand all of 
the details of their mortgage. They do not get the information in 
a timely way. They do not understand the basics of what they need 
to know. So, as I mentioned, we are currently doing a complete 
overhaul of Regulation Z disclosures for mortgages. In particular, 
one thing we have found is that it is really essential to have real 
consumers look at these disclosures, because lawyers can write 
down these disclosures and say, ‘‘This looks fine to me.’’ If you give 
it to a real consumer, they will not know what to do with it. 

So one of the things we consider to be very important—and we 
have found this to be very helpful in our credit card disclosure 
work—is to do focus groups, consumer testing, to make sure, and 
to test people afterwards to see what they remember and what 
they understand, and to make sure those disclosures are effective. 
So I do not think there is any shortcut to getting good disclosures. 
You really have to make sure that the people can understand them. 

Mr. MCHENRY. Can that largely be done through the regulatory 
structure? 
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Mr. BERNANKE. Yes. As I said, we are currently undertaking 
that, and I hope that we will produce a good result that you will 
see, and you can make your own judgment. 

Mr. MCHENRY. Well, Congress is targeting policy pursuits when 
it comes to the equality of outcome as opposed to, really, the equal-
ity of opportunity in this country. You speak of ensuring that we 
have solid employment as well as low inflation. Now, Congress has 
actually had a great focus on income inequality and the disparities 
in income in this country. Should the focus be more on eliminating 
poverty and offering opportunities to move up the income ladder, 
or should it be focused on the top and ensuring that we pull down 
those top income numbers to ensure greater equality? 

Mr. BERNANKE. The fact that there are some very wealthy people 
does not necessarily make me or you worse off if they are creating 
value. You know, I am a baseball fan. I like to watch Alex 
Rodriguez, and I do not particularly care that he earns a lot more 
money than I do. But we do need to make sure that people 
throughout the income scale have opportunities to raise their own 
standards of living and to make progress in our society. That is 
why I have advocated the principle of trying to give people oppor-
tunity through education, through skills, and through support dur-
ing periods of transition between jobs to make them more produc-
tive and more able to deal with the disruptions that come with a 
globalized economy. 

Mr. MCHENRY. Touching on that, expanding on that in my final 
question here, as to the taxation of capital gains and Congress’ dis-
cussion now on taxing partnerships, do you believe that a lower 
capital gains tax that is lower than income rates is good for invest-
ment and strengthens our economy and growth in this country and 
helps lead to lower unemployment rates? 

Mr. BERNANKE. Congressman, I think I could talk about the pros 
and cons on this, but as you know, I am trying to avoid taking posi-
tions on specific tax and spending measures on the grounds that 
the Federal Reserve needs to maintain its nonpartisan status. So 
I am sorry. I really cannot give you a good answer on that one. 

The CHAIRMAN. The gentleman from Illinois. 
For 15 seconds, if I could, I would like to say when energy costs 

are blamed for the fact that real incomes are going down, I do want 
to congratulate the corporate sector. They have apparently found a 
way to insulate profits from the impact of energy costs, because, as 
noted in the report here, and as we have seen, profits have gone 
way up. So, while energy costs appear to have this terrible impact 
on college graduates’ real incomes, somehow the corporate sector 
has managed to avoid that. 

I think, in fact, energy costs are being given much more blame 
than credit, and there are institutional other factors, and the soar-
ing profit sector is a bigger, I think, explanation of the stalled 
wages. 

The gentleman from Illinois. 
Mr. BACHUS. Would the gentleman yield just so I could respond? 
The CHAIRMAN. Well, it is the gentleman from Illinois’ time. 
Mr. BACHUS. Okay. 
The CHAIRMAN. The gentleman from Illinois. 
Mr. GUTIERREZ. Thank you very much. 
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Welcome back, Chairman Bernanke. 
Just a side note, as Chairman, when you get together with the 

Governors, you might want to take a look at what I feel is going 
to be a real looming crisis, and that is for our generation of college 
kids today, because there is not a week that goes by that my 
daughter does not get another credit card. Worse yet, now she is 
getting loans to take a vacation, and to get a laptop. I mean, you 
should see the stuff that is coming in the mail. Fortunately, she 
has a very fiscally responsible dad who has taught her about 
money and monetary policy, at least I hope so, until I get the credit 
card bill in the mail. 

Very seriously, I really fear this can get out of hand, especially 
with the rising costs of how young people are going to manage their 
college. I would hate to see the next generation in such debt, but 
no matter what monetary policy you come up with, we are not 
going to be very helpful to them. 

Chairman Bernanke, at the February hearing, in response to a 
question from my good friend Congressman Cleaver regarding the 
positive role that immigrants have played and continue to play in 
our economy, you comment briefly on immigration reform. You 
state, ‘‘So I certainly agree that immigrants have played a big role, 
they continue to play a big role, and we need to have a national 
policy on that. This is a very tough issue, and I think Congress 
really has to take the lead about how many people and under what 
conditions we admit, but it certainly is the case today that immi-
grants are playing a major role in our economy. There is no ques-
tion about that.’’ 

I appreciate your response, and agree with you in many respects, 
and I am not trying to play ‘‘gotcha’’ here by asking you to endorse 
any particular panacea—you just answered the last question in 
that regard—but I would like for you to expand a little bit on part 
of your answer from February. 

Specifically, do you think that the uncertainty with respect to the 
availability of a vibrant workforce created by Congress’ failure to 
act on immigration reform has a negative impact or could have a 
negative impact on our economy? 

Mr. BERNANKE. Well, as you know, the immigrant workforce is 
very important in some industries—construction, agriculture, and 
others. Some of them are seasonal, and I think the employers in 
those industries are interested in knowing where the workforce is 
coming from, and would like to have some clarity. But I understand 
that one of the key issues here is that many of the concerns about 
immigration go beyond purely economic considerations, and I un-
derstand that. 

So, within the economic sphere, as I said in February, immi-
grants do play a very substantial role in our workforce, and they 
represent a significant portion of the growth of our workforce. They 
are very important in some industries, and, from an economic point 
of view, we need to recognize that role they play. 

Mr. GUTIERREZ. We deported 160,000 undocumented workers 
from the United States last year, in the last 12 months. At that 
rate, it would take us about 65 years to ‘‘rid ourselves’’ of the 12 
million undocumented as some would wish to do. But let us just 
say that we could do a better job, and that we could do it in 5 
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years. What do you think the economic impact would be on our 
economy if we just, all of a sudden ‘‘rid ourselves’’ of 12 million 
workers in our economy? 

Mr. BERNANKE. Well, I do not think it is very surprising to say 
that would be a fairly disruptive event if it happened very quickly. 

As I said in February, I do think it is important for Congress to 
think through how many immigrants they would like to have and 
under what conditions, because it is important to try to create 
some certainty and some ability to forecast what workforces are 
going to look like. 

Mr. GUTIERREZ. Mr. Bernanke, I want to focus a minute on what 
I believe is an ongoing currency misalignment or manipulation by 
China and the effect of this practice on the American economy. 

The American workers’ currency undervaluation by China is 
reaching critical mass. For over 10 years, China has fixed the ex-
change rate by intervening in currency markets. Economists esti-
mate that the yuan is undervalued by at least 9.5 percent and as 
much as 54 percent. In the past, even you, Mr. Chairman, have 
characterized this undervaluation as a subsidy for exports from 
China. Suffice it to say, we cannot compete with this ongoing gov-
ernment subsidy, especially with our largest trading partner. 

In 2006, the U.S. gross trade deficit with China rose almost 15 
percent, nearly $233 billion, a record high. Meanwhile, because 
China’s government must buy U.S. dollars to keep the value of the 
yuan low, China holds more in foreign exchange reserves than any 
country in history. The latest tactic used by U.S. and third-party 
officials to try to convince China to allow its currency to fluctuate 
is to explain to the Chinese that doing so will benefit their own 
economy; that is, the Chinese economy. 

If you were to have a one-on-one meeting with your counterpart 
at the People’s Bank of China, what arguments would you use to 
convince him or her that it is in the best interest of China and 
makes good economic policy for China to allow their currency to 
fluctuate? 

Mr. BERNANKE. Congressman, I have had that meeting on a cou-
ple of occasions. I do think that it is in China’s interest to allow 
their currency to float, to appreciate. There are two principal rea-
sons why it is in their own interest. 

The first is that without a flexible exchange rate, they are unable 
to run an independent monetary policy. They are having some 
issues right now with a bit of inflation and some massive price 
changes that may reflect excess liquidity in their system, and that 
is a potential problem down the road. 

The other reason that it is in their interest to adjust the currency 
is one you already alluded to, which is that the level of the cur-
rency essentially distorts the economy and puts more resources into 
the export sector. In China right now, less than 40 percent of total 
GDP goes to domestic household consumption. They need to reori-
ent their economy towards producing more for the domestic market 
and being less oriented to the external market, and changing the 
value of the currency is one step to doing that. 

I think, in addition to currency change, though, that they ought 
to take additional structural measures to try to encourage domestic 
consumption so that, even at a given value of the exchange rate, 
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the economy would be more focused on domestic demand rather 
than on the global market. 

Mr. GUTIERREZ. Thank you, Mr. Chairman. 
The CHAIRMAN. The gentleman from New Mexico. 
Mr. PEARCE. Thank you, Mr. Chairman. 
Thank you, Chairman Bernanke. 
It is a positive report of our economy and on the world economy 

in general. On page 5, you make a statement that if energy prices 
level off, if anticipated. I will now ask you what would cause you 
to anticipate the prices to level, what factors? 

Mr. BERNANKE. Well, we approach this at the Federal Reserve 
on, essentially, two levels. First, we try to do a fundamental sup-
ply-and-demand analysis and try to look at how we expect demand 
to grow not only in the United States, of course, but in emerging 
markets around the world, and where we see supply emerging in 
OPEC and outside of OPEC, and try to make some sense of where 
that market is going. 

Another very important piece of information is the futures mar-
kets. Investors, in dealing with NYMEX and with other futures 
markets, put their money where they think the price of oil is going 
to be at various horizons going out to 6 or more years. Those fu-
tures markets have been wrong in the past. They have underesti-
mated the increase in oil prices that we have seen, which is one 
reason why we are very cautious about them. But over long periods 
of time, they are probably about the best source of information we 
have about where the markets see energy prices going. Those en-
ergy markets currently see oil prices remaining high, but leveling 
off over the next couple of years to the point where, if that actually 
happens, overall headline inflation would be about the same as 
core inflation. 

Mr. PEARCE. I would note that the National Petroleum Council 
met just yesterday—these are inside industry experts—and they 
forecast that supply will be very tight and that prices will be high, 
trending higher, and then I think that we are doing things—I have 
seen the bill that we have marked-up in the Committee on Re-
sources that would begin to limit access internally to Federal lands 
and to also slow the process down so that our supplies internally 
are beginning—will collapse. 

I will tell you that, as a life-long member of the oil industry and 
growing up in an oil town that already—because of the things that 
we are doing here, that as to the remedial work on the wells that 
keeps the production curve steady instead of declining, it is begin-
ning to shut down. That utilization of equipment is beginning to 
lag nationwide, but also, specifically, in the remedial area, and so 
you have to anticipate that there might be some clouds on the hori-
zon in that forecast and then the effect. 

Now, there are about three pages of your report from about the 
bottom of page 6 on where we are dealing with the subprime mar-
ket, and some portion of that is a difficult market. My question is 
as to the worst-case scenario: I am wondering why we have so 
much attention on the subprime market. 

If the entire market collapsed—let us take the worst, worst, 
worst-case scenario—how much effect would that have on our econ-
omy? I would like that answer in kind of the context of, recently, 
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Dow Chemical announced, because of high energy prices, that they 
are building a $22 billion facility in Saudi Arabia, another $8 bil-
lion facility in China, and together, 10,000 jobs are going to those 
places. Those would be high-six-figure jobs here, and yet they are 
building. 

So my question is that 30 percent of your report is about 
subprime, and the addressing of things that we should be address-
ing, but I am not sure that 30 percent of our time should be ad-
dressed versus the effect of high energy prices. 

Could you give me some understanding of those two factors? 
Mr. BERNANKE. Well, the Federal Reserve has multiple roles, and 

the primary purpose of this hearing is to talk about monetary pol-
icy in the economy, and that is normally the only topic I would 
cover. In this case, though, the Federal Reserve also has some reg-
ulatory roles in reference to subprime mortgage markets in par-
ticular, and I thought this would be a useful opportunity to update 
this committee on some of the actions we are taking specifically in 
this particular market. 

The concerns are in terms of what the effects of tightened lend-
ing standards might be on the housing demand, for example, which 
is one of the factors affecting the growth of the overall economy. 
But the main concerns I was addressing in the latter part of my 
testimony were really the maintenance of legitimate subprime 
lending and the protection of consumers from abusive practices. 

Mr. PEARCE. I appreciate that and hope that we do more of that. 
I think there are factors that are going to have a potential upset 
to our economy that would be important to get your perspective of, 
and that is the cost of energy long term seems to me to be the 
greatest threat to our economy, and with the National Council say-
ing supply is limited and price is high, I would hope that we could 
get input on that also. But I appreciate your work, and again, it 
is a good report. I appreciate that. 

Thank you, Mr. Chairman. 
The CHAIRMAN. Thank you. 
The gentleman from Texas. 
Mr. HINOJOSA. Thank you, Mr. Chairman. 
Chairman Bernanke, thank you for giving us an update on the 

economy of the United States and abroad and for giving us an op-
portunity also to ask some questions that are of concern to us. I 
hope that in this brief time that we have, I can address housing, 
the NADBank, immigration, and possibly the college student loan 
industry as it refers to the for-profit entities. 

This week the House of Representatives passed two of my rural 
housing bills, authorizing funding for the Housing Assistance 
Council and the Rural Housing and Economic Development Pro-
gram. I introduced those two bills in my capacity as chairman of 
the Congressional Rural Housing Caucus to improve the afford-
ability and the availability and the quality of housing in rural 
America. 

What data can you share with us as to the economic wellbeing 
of rural America, and what types of Federal policy changes do you 
recommend to improve their livelihood? 

Mr. BERNANKE. Well, one suggestion that I will just put out for 
consideration is that the Congress is looking at farm support bills, 
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and the payments are made to individual farmers on different 
crops. 

Certainly one way to think about supporting the farm economy 
is less through direct payments to individual farmers and more to 
supporting the broader infrastructure of the rural economy—irriga-
tion, land preservation, erosion, roads, some of the things you have 
been talking about—to make the rural economy healthier and 
stronger more generally. I think that would be one thing to con-
sider under the general rubric of the agricultural bill. 

Mr. HINOJOSA. I agree with you because, in my district, I have 
seen that we give out about 7,500 checks a year as subsidies, and 
10 percent of the biggest farms in our district receive 80 percent 
of the total amount of money given by the Federal Government. So 
I agree with you. 

The second question refers to Mexico and to the fact that it is 
the United States’ second leading trade partner. This is especially 
visible on the border in my congressional district in south Texas. 
The communities along the Mexico-U.S. border have faced great 
burdens on their infrastructure due to such trade growth. 

Do you support an increase in resources for the NADBank to 
support local projects such as wastewater treatment facilities, road-
ways, and bridges to address this regional challenge? 

Mr. BERNANKE. Congressman, I am afraid I have not really had 
a chance to evaluate that particular issue. 

I do know that there is an awful lot of economic activity along 
the border there, and my very first trip as a member of the Board 
of Governors some years ago was to Brownsville. I saw a building 
there of some new colonias and the cooperation between Mexicans 
and U.S. citizens. So I think that is a very vibrant area, and I hope 
that its infrastructure is well-served, but I am afraid I do not know 
enough about your specific proposal. 

Mr. HINOJOSA. Yes. I may want to point out to you that the Ad-
ministration zeroed out the amount of money for the BEC Board, 
which is the one that receives the applications for those entities 
that are asking for assistance, even though the North American 
Free Trade Agreement has caused us to increase our trade with 
Mexico so much, and yet this Administration failed to allow some 
money so that the NADBank could continue to do what it was in-
tended to. 

The third question is on immigration, and I want to say that 
since immigration reform appears to be set aside by the Senate, at 
least for now, what strategies for increasing the labor force must 
be pursued to meet the future needs of United States’ businesses? 
If immigrants are not encouraged to be employed as legal workers 
or are not brought in as temporary employees, what alternatives 
must we pursue to make sure we have enough workers for all of 
our industries, especially agriculture, construction, manufacturing, 
hotels, restaurants, and landscaping? Those are areas where we 
are hurting from not having enough employees. 

Mr. BERNANKE. Well, there are two ways, essentially, to increase 
the effectiveness of our labor force. One, of course, is to improve the 
skills and training of U.S. citizens and bring more people into the 
labor force here. The issues concerning the immigration bill not-
withstanding, I do not think anyone is arguing that we should not 
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have a legal immigration policy, and bringing in people with the 
appropriate mix of skills can be productive and useful for the econ-
omy. 

In particular, currently there is something of an imbalance be-
tween low-skilled and high-skilled workers, and I think it would be 
beneficial to our economy to allow additional high-skilled workers 
as well as some of the workers whom you were alluding to, working 
in agriculture and the like. 

Mr. HINOJOSA. I agree with you that we ought to spend more 
money in retraining and in helping our own folks here in the 
United States to be able to fill those jobs and to possibly increase 
the amount, but when the government and the Administration took 
10 years to raise the minimum wage, you can see why it is difficult 
to get people to take those jobs. 

So, again, I thank you for coming to speak to us. 
I yield back. 
The CHAIRMAN. The gentleman from California, Mr. Campbell. 
Mr. CAMPBELL. Thank you, Mr. Chairman. 
Oddly enough, Chairman Bernanke, I have a series of economic 

questions for you. 
I believe I am correct in characterizing that about 6 months ago, 

you said that you thought one of the greatest risks to economic 
growth would be a hard fall in the residential housing market. You 
have said that today some of our slow-down in growth is largely 
attributable to that sector. 

How would you assess the risk of a hard fall in that market at 
this point? What are the risks to that happening, or what are the 
opportunities for its not happening? 

Mr. BERNANKE. Well, we think it remains a risk. 
It is important to understand that even should demand begin to 

stabilize—and it has shown signs at times of stabilizing—we have 
what you might call an ‘‘inventory problem.’’ That is, homebuilders 
have a large number of unsold homes. So, even if demand were to 
stabilize, homebuilders would have to continue to cut back on con-
struction in order to eventually bring those inventories into line. So 
that would, of course, reduce economic activity. It might have some 
impact on the construction employment and so on. 

The related concern in terms of the downside risk is that, in 
order to clear out those inventories, we might start seeing falling 
prices, and for many people the equity in their homes is their 
major financial asset. So, the question is whether price declines, 
moderate price declines, have any significant impact on consumer 
spending? 

The evidence so far is that there really has been no spillover that 
we can see. We are certainly watching for any potential impact of 
changes in housing values on consumers and on their moods, atti-
tudes, sentiments. It is part of what we are doing, and we are fol-
lowing that market very closely. 

Mr. CAMPBELL. Are there any policy actions we should be consid-
ering in that regard, or is the best policy action to do no harm? 

Mr. BERNANKE. I think that there is an adjustment correction 
going on. The housing market expanded to very high levels of pro-
duction. Despite the fact that we are off 30 percent in terms of con-
struction this year from the peak, we are at levels that were 
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reached in the late 1990’s, for example, so the housing market is 
still producing more than 1 million homes a year. 

So I think we have to watch very carefully what is happening. 
We need to make sure our mortgage markets are functioning well 
and so on. But I think this is a process that is going to have to 
work its way out, and it has been working its way out, and we will 
be watching it as it does. 

Mr. CAMPBELL. Okay. The dollar has been falling on currency 
markets of late, but our trade deficit has not. Why is that occur-
ring, and are you concerned about either trend? 

Mr. BERNANKE. Well, the dollar is the responsibility of the Treas-
ury. We do not comment on the dollar. We simply take the dollar 
as given, and make monetary policy as best we can given the per-
formance of the dollar. 

The trade deficit actually has shown some signs of looking a bit 
better. That has been disguised, to some extent, by the fact that 
oil prices have gone up so much. And so the oil import bill has 
risen, but other components of our net trade balance do seem to 
have stabilized somewhat, and there are some encouraging signs in 
that direction. 

As I alluded to in my earlier comment about the Chinese cur-
rency, I think that relying entirely on exchange rate changes to im-
prove the trade balances is a mistake. It is important that there 
be structural changes that affect the ratio of domestic and foreign 
demand that different economies are relying on so—particularly in 
China—that they make changes that will allow a greater portion 
of their output to be devoted to domestic consumption, domestic de-
mand. Whereas, here in the United States, we save more in order 
to rely less on imported capital. 

So exchange rates notwithstanding, I think some changes in the 
balance of saving and investment—and the changes in the balance 
of domestic versus foreign production—need to take place in order 
to move us in the direction towards a better balance. 

Mr. CAMPBELL. On the inflation front, you talked about the en-
ergy versus the core inflation rate and that you expect, based on 
futures contracts, energy and food price increases to soften to some 
degree. 

If that does not occur, at what point does that become a concern 
for you? 

Mr. BERNANKE. Well, first of all, we are unhappy with inflation, 
including energy and food prices running higher than we would 
like, so it is already a concern in that respect. 

Looking forward, I think the real issue for us is, if there are tem-
porary bursts in prices of food and energy, will those higher prices 
somehow get embedded in the long-run, underlying trend of infla-
tion. There are a couple of ways in which that could happen. One 
would be if say, higher crude costs, materials costs, were passed 
through by producers into the higher prices of other consumer 
goods, for example. The other possibility would be if consumers, 
having seen for many years very high increases in their food and 
energy costs, began to lose confidence in the Federal Reserve and 
to worry that inflation would be higher in the future. Their expec-
tations of inflation would begin to move upward. Once that hap-
pens, it is much more difficult to keep inflation low, because people 
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are building into their wage and price decisions higher expectations 
of inflation. 

So there are some concerns there, and it is part of the reason 
why I think we do have to be quite vigilant on inflation at this 
juncture. 

Mr. CAMPBELL. Thank you. I am not out of questions, but I am 
out of time. 

The CHAIRMAN. The gentleman from New Jersey. 
Mr. SIRES. Thank you, Mr. Chairman. 
Thank you, Mr. Bernanke, for being here with us today. I just 

want to follow up on the housing issue. 
I represent a district that is across from New York, the northern 

part, the Jersey City area, which has seen a boom of housing over 
the last few years. With that, the prices really went up high. A lot 
of people had to resort to subprime lending to get housing, and it 
created a lot of jobs, a lot of good-paying construction jobs. I do not 
know whether this is regional, but I have seen the prices of the 
houses not really going down when we are losing a lot of those jobs 
that were created. I would just like to know the impact on these 
construction jobs. 

I know that approximately 10 percent of the jobs created in this 
country are through construction. What effect is this going to have 
on the economy? Do you see it as regional? Because I know they 
are going to—I have friends in Florida, and they are going through 
the same process, the same things where good-paying jobs are 
being lost. Do you see this trend changing? I know mortgages are 
getting tighter. Subprime is very difficult to get. Home equity loans 
to create these jobs are impossible in some cases. 

Do you see this trend changing anytime soon? 
Mr. BERNANKE. Congressman, first of all, you are quite right that 

there is a very strong regional component in the housing market. 
Florida is an example where there is quite a bit of weakness. There 
are other parts of the country that are doing better—where prices 
are still rising and where the real estate markets are pretty 
healthy. So it does depend a lot on where you are. 

We would expect, as the residential real estate market adjusts 
towards a more sustainable level, that there would be some loss of 
residential construction jobs, but there are some offsets. In par-
ticular, the nonresidential construction offices—commercial real es-
tate, factories—are growing at a very rapid pace, and a lot of the 
labor that has left residential construction has been absorbed by 
nonresidential construction. 

In addition, we are seeing increases, for example, in home im-
provement. People are saying, well, we cannot move because of the 
housing market. We are just going to redo our kitchen. That has 
also proved to be a source of employment. 

So, although the official statistics have some puzzles, frankly, 
they so far do not show a significant decline in construction em-
ployment, and partly for those reasons that I have just described. 

Mr. SIRES. But these other jobs that people are taking are not 
as good, obviously, as the jobs that were in the construction field. 

Mr. BERNANKE. Well, again, many of the construction workers 
are finding construction work, but in nonresidential or in home im-
provement-type sectors. 
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Mr. SIRES. Not as well-paying as those jobs. 
Mr. BERNANKE. I think it varies. Some of the specialty contrac-

tors who are building apartment buildings or who are building of-
fice buildings and the like are pretty well-paid, and those are pret-
ty productive jobs. 

Mr. SIRES. I know the lending rate seems to have stabilized. Do 
you see any changes downward for the future? 

Mr. BERNANKE. Well, in terms of the mortgage rate, a lot de-
pends on what the bond market does, and, as you know, the Fed-
eral Reserve does not have perfect control over the bond market. 

Mr. SIRES. Thank you very much. 
The CHAIRMAN. The gentleman from Texas. 
Dr. PAUL. Thank you, Mr. Chairman. 
I find it rather ironic that the Federal Reserve has complete con-

trol over the money supply, yet it is the Treasury that is supposed 
to protect the value of the dollar. It seems like you have a little 
bit of responsibility for the value of the dollar as well. 

I have a question about the GDP. In the first quarter, our GDP 
did not do so well; it was less than 1 percent. Our population 
growth averages about 1.5 percent. So, if we have total wealth di-
vided by the population, we actually have negative growth. Could 
this not be a part of the explanation as to why some people feel 
there is inequality and that they are not doing as well in the econ-
omy? Wouldn’t this explain some of the concerns that we have? 

Mr. BERNANKE. Well, Congressman, that was, of course, a single 
quarter, and there were a number of temporary factors that held 
down GDP growth in the first quarter, including the liquidation of 
the inventory overhang, which I mentioned before, a swing in our 
trade balance—a temporary swing—and a temporary decline in 
Federal defense spending. All of those things have been reversing 
now, so I think we will be seeing in the second quarter something 
closer to a 3 percent growth. Between the first half of the year 
overall, it will be a more healthy rate of growth. 

Dr. PAUL. We have a savings rate which is negative, and if we 
had true capitalism, this would be very, very serious because we 
would have no savings and no capital to invest. Today, with our 
monetary system, we resort to other means. We can create credit 
and money out of thin air, and it acts as capital by stealing value 
from the existing currency, and we have been doing that for a long 
time, so the process can continue, but it literally is inflation. Also, 
we can resort to borrowing overseas, and we are permitted, because 
we have the reserve currency of the world, to export our inflation, 
and that seems to be a free ride for us as well. 

How long can we fool the world? How long can we continue with 
the current account deficit of 6 percent? If our productive jobs are 
going overseas—and like the gentleman mentioned earlier about 
more jobs going overseas—eventually, this is going to catch up with 
us. 

Is it conceivable that we could live on capital formation by the 
creation of money and credit out of thin air? If that is the case, we 
would never have to go to work again if that is true. It seems like 
we really have to go to work. We really have to save, and we really 
have to invest, and we really have to get these jobs back. But I see 
so many of our problems as a consequence of a monetary system 
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that discourages savings and encourages a free ride for us because 
there is still a lot of trust for the dollar, although that trust is 
going down every day. I think we have to face up to the con-
sequences of what this might mean to us. 

Mr. BERNANKE. Well, first, our national savings includes cor-
porate savings as well as household savings. If you put those to-
gether, you get a positive number, so there is some net savings 
going on in the United States. 

Congressman, you are absolutely right that we are also relying 
pretty heavily on borrowing from abroad, which is our current ac-
count deficit. I think that is sustainable for a while because for-
eigners seem quite interested in acquiring U.S. assets. We have 
very deep and liquid financial markets. However, I also agree with 
you that that is not a long-term, sustainable situation by any 
means, and we need to be working to try to bring that current ac-
count deficit down over time. 

In answer to a previous question, I talked a bit about the impor-
tance of a structural change—increasing savings here in the United 
States, increasing attention to domestic demand with our trading 
partners. 

Dr. PAUL. You did say in your talk that the predominant policy 
concern was inflation, which is encouraging that there is a concern. 
Of course, once again, inflation is a monetary phenomenon, and we 
have to deal with it. War sometimes is not healthy for a currency 
or for keeping prices down, at least inflation. It is hard to find 
throughout all of history when war did not create price inflation be-
cause, even in ancient times, countries resorted to clipping coins 
and diluting values or whatever—they inflated the currency—be-
cause people do not generally like to pay for the war. Yet, in the 
1970’s, we had consequences of guns and butter. Now we are hav-
ing guns and butter again, and we are having consequences, and 
it just looks like we may well come to a 1979/1980. 

Do you anticipate that there is a possibility that we will face a 
crisis of the dollar such as we had in 1979 and in 1980? 

Mr. BERNANKE. The Federal Reserve is committed to maintain-
ing low and stable inflation, and I am very confident we will be 
able to do that. 

Dr. PAUL. So you are not answering whether or not you antici-
pate a problem. 

Mr. BERNANKE. I am not anticipating a problem like in 1979 and 
in 1980, no. 

Dr. PAUL. With your fingers crossed, I guess. Okay. 
Thank you. 
The CHAIRMAN. The gentleman from New Hampshire, Mr. Hodes. 
Mr. HODES. Thank you, Mr. Chairman. 
Chairman Bernanke, I am glad to see you here. Chairman Frank 

and the staff made available to us the Financial Services Forum re-
port to which he referred. I want to follow up on some of the ques-
tions that arise from reading that report and from reading your 
monetary policy report. 

The Financial Services Forum report talks about—and you will 
have to pardon me, this is their word—the astonishing ‘‘skewness’’ 
of U.S. income growth. They point out that, since the year 2000, 
U.S. corporate profits have nearly doubled, and say that in recent 
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years the large majority of American workers has seen poor income 
growth. Indeed, 96.6 percent of Americans are in educational 
groups whose mean total money earnings have been falling, not ris-
ing, since 2000. Only a small share of workers at the very high end 
has enjoyed strong growth in incomes. The strong U.S. productivity 
growth of the past several years has not been reflected in wage and 
salary earnings, and instead, it has accrued largely due to the 
earnings of very high-end Americans and to corporate profits. 

The New York Times reported the other day that 5 percent of the 
wealth of this country is concentrated in the hands of 15,000 fami-
lies. In a large sense, given that productivity is up, and you talk 
about the continuing expansion of the economy, and you predict at 
least moderate growth in the economy, we are seeing the rich get 
richer, the poor get poorer, and the middle class get squeezed. 

How can productivity and expansion serve as accurate measures 
of the true strength of an economy when what the Financial Serv-
ices Forum reports to be happening is, in fact, happening? 

Mr. BERNANKE. Well, in the past I have taken a view very simi-
lar to what Chairman Frank advanced, which is that I do believe 
that globalization, technological change, those factors, do make our 
country richer. But there is essentially a political problem if the 
majority of the population does not feel that they, personally, are 
benefiting from that, and so we need to pay attention to how— 

Mr. HODES. Can I just stop you for a moment? 
It is not about what people feel. If these statistics are correct, al-

most 97 percent of Americans are going backwards in terms of 
their real wage income growth, while, at the very top, things are 
getting better, and corporate profits are up. So it is more than a 
feeling, isn’t it? 

Mr. BERNANKE. I do not want to dispute the study. I am sure 
they have picked some period of time and have looked at it. I do 
not think that is a good characterization of the last few decades, 
for example. 

For example, if you take the families with children and look at 
the middle quintile—so that is sort of a typical middle-class fam-
ily—the real income of that family is about 30 percent higher today 
than it was in 1980, and about 15 percent higher than it was in 
1995, and about 5 percent higher than it was in 2000. 

There are many different ways to cut these data, and I abso-
lutely agree that there is increased inequality, and that we are not 
seeing gains as large as we would like in the middle. But charac-
terizing 97 percent as falling backwards is not really a fair rep-
resentation of the trends in the United States over the past decade 
or two. 

Mr. HODES. Assuming that these figures are accurate, and that 
since the year 2000 there has been this astonishing skewing of 
growth for those at the very top as compared to those in the middle 
or in the lower rungs, what role do you think tax policy since the 
year 2000 has played in the skewing of that picture? 

Mr. BERNANKE. I think tax policy is not the major factor. Empiri-
cally, the major factors are technological change, which particularly 
favors people with high sets of skills, and to a lesser extent 
globalization. I think that most of the research points to that. Over 
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time, of course, the tax system is progressive, but it has not offset 
these other factors which have made incomes more unequal. 

Mr. HODES. What are the long-term implications for an economy 
if this trend continues, where the rich get richer and corporate 
profits go up, but real incomes for the rest fall? 

Mr. BERNANKE. Well, as I was indicating before, what a super-
star baseball player makes does not necessarily affect me. But even 
putting that aside, it is important that the mass of people see im-
provements in their living standards. That is very important, and 
I know of no other approach other than trying to make our econ-
omy more productive for the broad swath of society, and that in-
volves research and development, education, saving—it involves 
doing all of the things that make an economy strong. Congress has 
a tremendous role here in making good economic policies that will 
strengthen our economy and will allow the benefit of that economic 
growth to be spread more widely. 

Mr. HODES. Thank you very much. 
Thank you, Mr. Chairman. 
The CHAIRMAN. The gentlewoman from Ohio. 
Ms. PRYCE. Thank you, Mr. Chairman. 
Thank you, Mr. Chairman, for the time you take with us in these 

Humphrey-Hawkins marathons twice a year. You are very gra-
cious. I know you are required to do it, but thank you for doing it 
so graciously. 

I also want to thank you for the initiatives the Fed has taken in 
terms of consumer protections, especially in my State of Ohio, with 
the mortgage problems that we are having. Your attention to that 
is critical and very, very much appreciated. So thank you for that. 

I would like you to talk a little bit today to us about the extent 
and the impact of the use of credit or the overuse of credit, as Mr. 
Paul might refer to it, in our country. I am particularly interested 
in credit card debt, but you can go beyond that if you would like, 
because I think that this committee will be addressing some of 
those issues in the fall. 

We would love to have some of your guidance in terms of con-
sumer protections when it comes to things like data breaches. In 
my home State of Ohio, we have had major financial institutions, 
universities, retailers—even our own State government has had 
just a series of terrible breaches in data and has the identity theft 
issues that go along with those things. Credit is a wonderful con-
venience, and credit is one thing that is keeping our economy 
healthy or unhealthy, as the case may be in your perspective. 

How can we better address the issue of data breaches and secur-
ing people’s information in every way we use it when the use of 
credit is so pervasive and is on the Internet? 

Mr. BERNANKE. Thank you. 
On the general issue of credit, there is sort of a paradox where, 

on the one hand, we want people to have access to credit. Credit 
allows you to buy a home much earlier than you otherwise could, 
for example. But as I was discussing with Congressman Paul, there 
is a very low savings rate, and we would like people to save more 
and to build more wealth. 

In particular, as to the discussion we were having on inequality, 
the inequality in wealth-holding is much more severe than the in-

VerDate 0ct 09 2002 11:48 Nov 15, 2007 Jkt 038392 PO 00000 Frm 00037 Fmt 6633 Sfmt 6633 K:\DOCS\38392.TXT HFIN PsN: TERRIE



34

equality of income, because many people just simply do not build 
wealth in terms of acquiring financial and real assets. So that is 
very important. 

Specifically, and as to the two things you mentioned on the credit 
cards, as I said, we have just put out a very extensive set of new 
disclosures. We believe that they will help people understand the 
terms of their card, so they are not surprised by unexpected fees 
and penalties, and we are prepared to take additional steps. Con-
gress has given us and other regulators a good bit of power to try 
to make sure that credit cards are marketed in an honest way and 
that people understand what their accounts are about. So we want 
to proceed along those lines, and Congress will have to judge 
whether they need to take additional steps. 

On the issue of data breaches, we have a model that you might 
want to look at. The Gramm-Leach-Bliley law of 1999 instructed 
the Federal regulators to develop a set of data breach policies for 
depository institutions, banks essentially, which we have done. 

So we have a set of rules, a set of principles, which, of course, 
promote safeguarding of information—methods of doing that—and 
also give some advice under what circumstances notification is 
needed. If there is a trivial problem, maybe it is not necessary to 
notify the public. If there is a serious breach of security, then obvi-
ously the public needs to know about it. So that exists. I might sug-
gest that in drawing up legislation for the broader market, you 
might take a look at some of the things we have learned in the 
banking agencies. 

Ms. PRYCE. Let me ask you one specific question that seems to 
be the subject of some controversy. How do you feel about the con-
sumer’s ability to freeze their credit? Do you think that will have 
any impact on our economy? Do you think technology is at a place 
where that can be turned off and on at will? Do you have any opin-
ion at all on freezing? 

Mr. BERNANKE. If a consumer wishes either to prevent access to 
their credit records or prevent additional credit charges being 
made, that seems perfectly reasonable to me. I am not aware of 
any particular technological problems, but I could be unaware of 
something. I am not sure. But certainly, the consumer should have 
some control, significant control over their credit records, and pre-
venting unwanted access is certainly part of that. 

Ms. PRYCE. Thank you very much. 
The CHAIRMAN. The gentleman from Florida. 
Mr. MAHONEY. Thank you, Mr. Chairman. Thank you, Mr. Chair-

man, for being here today. I appreciate you coming before us. First, 
a general question, and then a couple of specific questions on debt. 
Yesterday, the Dow hit a milestone mark of 14,000, which is not 
a question of benefit to the haves and have-nots; it is a good thing. 
We appreciate the fact that the market has hit this high for those 
investors in this country. It is a very positive statement. But at the 
same time, we know that there are many people in the country who 
are still struggling. They may or may not be investors. 

There is still a big portion of our country that is not invested in 
the market, and whether it is relating to energy costs or food costs 
or the staples that impact people’s day-to-day lives, we know that 
these are things that are at their gut level impacting them. I think 
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one of the questions that we keep looking at is why is it that some 
of these gains in large business sectors or the market side are not 
translating into the middle class, if you will. And I know that we 
look at unemployment being low. I am from Florida. And in Florida 
we do, as you mentioned, have a softening of the real estate sector, 
which has had a big impact. We also have a lot of hospitality jobs, 
which traditionally are relatively low wage jobs in large quantities. 
So even unemployment figures don’t always tell the whole tale 
when people are getting paid minimum wage or relatively small 
numbers. What can be done in terms of monetary policy, if there 
is anything, to help the middle class, or people who are in a small 
business, or trying to get an upper hand in trying to benefit from 
an economy that through the Wall Street public security side is 
doing very well, but maybe in the small business, private closely 
held businesses or people that are workers are just not accom-
plishing as much? 

Mr. BERNANKE. Well, in terms of monetary policy, I react to a 
comment that Chairman Frank made earlier, which is that, on the 
margin, good monetary policy can do a bit about inequality. I notice 
that when the poverty reports are issued periodically, they show 
the recession periods and the expansion periods of the economy—
because poverty tends to rise during recessions, as you might 
espect. And therefore to the extent that the Fed can maintain a 
stable economy—low inflation, sustainable expansion—there is a 
modest benefit in terms of income for the poor and for the middle 
class. But I think that to make real changes—real differences in 
terms of across groups differences—you need to have structural 
changes, changes in behavior. 

We know, for example, that the Federal Reserve manages the 
Survey of Consumer Finances, which is the leading source of infor-
mation about wealth holdings. You mentioned stocks before—across 
the population—and what we find there is that a very large frac-
tion of the population really has almost no savings. It is a pay-
check-to-paycheck situation. Now, obviously, it is hard to save 
when your income is low or irregular. But there certainly should 
be opportunities for low- to moderate-income people to build some 
wealth, to gain financial literacy, to learn how to get a checking 
and savings account. And helping people do those kinds of things 
could be one way of improving their situation. I have referred many 
times to skills, and I do believe that it does not require a Ph.D. to 
get a good-paying job. There are a lot of what we used to think of—
and still think of—as blue-collar type jobs that are now paying 
pretty good salaries given the supply and demand. So that is an-
other important dimension of this. But from a monetary policy per-
spective, our main goal is trying to maintain maximum employ-
ment price stability in a stable economy as best we can. 

Mr. MAHONEY. As we go through this, we may want to continue 
to have these discussions with your Board and with Congress as 
far as what policies. We can promote some of its communication 
and promotion of educational understanding of savings. That is a 
segue to a second question; in your speech today, you mentioned 
that consumer spending has advanced vigorously over the last 
number of quarters. Sort of looking at the trend over the last num-
ber of years, savings have been going down, as you have said. 
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Many people during this boom of real estate started with a lot of 
home equity loans, taking equity out of their home to support con-
sumer spending, building up more debt that way. And now with 
the real estate market in many parts of the country very flat, inter-
est rates having gone up, adjustable rates, that is not available for 
many people, so they have debt on top of that. And then a lot of 
the consumer spending is on the backs of more consumer debt in 
terms of credit cards. Congresswoman Pryce mentioned that as 
well. Again, what impact do you see that having on the long-term 
basis of the stability of the economy when people are borrowing 
more and more and more and not saving? And again, what can we 
do through your offices or through the Congress? 

Mr. BERNANKE. Well, one of the reasons that the personal saving 
rate declined, and actually has gone negative, is that capital gains 
in an individual’s house, stocks, or any other assets are not counted 
as part of saving. It is only the part of one’s income that you set 
aside out of current income that is counted as saving. Part of the 
reason that people saved less over the last decade or so is precisely 
because home values and stock values went up. People felt wealthi-
er. Maybe they didn’t feel they had to put aside part of their in-
come and spent out of their wealth. Therefore we had negative sav-
ing rates. As you point out, though, the stock market has still gone 
up this year, but housing prices are flattening out. To the extent 
that house prices no longer generate home equity gains that they 
have in previous years, consumers won’t be able to tap that source 
of spending power. 

Mr. MAHONEY. And the costs have gone—I know in many parts 
of the country, between insurance and mortgage rates and every-
thing else, the net amount has. 

Mr. BERNANKE. So, they will have to begin to save more out of 
their current income, and that might lead to some increase in the 
household saving rate. In the short-run, we don’t want consump-
tion to drop too quickly because it is a huge part of the demand 
that drives our economy. But over our medium term horizon, we 
do want to see more saving, and that would be a positive thing. 

Mr. MAHONEY. Thank you. 
The CHAIRMAN. The gentleman from California. 
Mr. ROYCE. Thank you very much, Mr. Chairman. We discussed 

that since 2000, we have seen stagnant wages for low skilled work-
ers. Well, supply and demand are a reality, and certain business 
interests on the right want low skilled labor because it will drive 
down wages. They want more low skilled labor in the country. On 
the other end of the spectrum, there are those who believe in open 
borders for the disadvantaged. But the result of the policy is that 
until we have enforcement against illegal immigration, wages will 
lag. They are going to lag if you have massive illegal immigration 
of low skilled wages in the United States. You can’t expect any-
thing else to happen if you have 20 million people here illegally 
other than to have the pressures of supply and demand force down 
wage rates. 

Indeed that has happened since—well, for the last decade. To en-
courage monetary inflation, shifting to that subject, is to encourage 
a return of the boom and bust in a business cycle and to abandon 
a stable monetary unit. That is what I think the effect would be 
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if we move towards the direction that didn’t attempt to really con-
trol inflation. 

Now, Chairman Bernanke, as you know, in the past decade we 
have also seen unprecedented growth in the mortgage industry. If 
you went back to the 1960’s, there was very little movement back 
then in home ownership rates until the development of technology 
and tools such as risk based pricing, which allowed lending institu-
tions to more accurately calculate the risk associated with potential 
borrowers. As a consequence of that, in 2004, the home ownership 
rate went up to just under 70 percent, hitting record highs. Much 
of this growth which we had not seen in the decades prior was in 
a sector of the population which was previously locked out from ob-
taining mortgages, therefore, they rented instead of owning homes. 

For the most part, they had blemished credit, and they benefited 
greatly from the transformation in the industry as a result. As you 
know, the subprime lending market has come under tremendous 
scrutiny. Some believe we should rush to legislate. I believe we 
should approach this topic with tremendous caution. While decep-
tive lending practices should be prevented, I believe effective disclo-
sure is the proper anecdote. Expanding liability to include sec-
ondary market participants for abusive loan originations would be 
a misguided policy. My fear is that if we overlegislate, which we 
have been known to do, it will prompt a credit crunch for Ameri-
cans. 

I believe that the availability of credit has been good for con-
sumers, by and large. The economy has benefited as a result, and 
any potential solution to concerns that have arisen should be very 
closely scrutinized. 

So Chairman Bernanke, I would like to get your thoughts on this 
issue and whether you believe an ill-conceived legislative fix will 
have any potential unintended consequences. Lastly, as you know, 
the outflow of capital from our markets has been discussed at 
length over the last few months. Much of the debate is centered 
around two major burdens faced by our public companies. One is 
cumbersome regulation and the prevalence of securities class action 
lawsuits. The threat of overregulation and overlitigation has 
caused many companies to reconsider listing on our public markets. 
This has resulted in a growth in the amount of capital in a private 
equity and hedge fund industry. 

So my second question, Chairman, is if our private equity and 
hedge fund industries are subjected to a sharp increase in regula-
tion and taxation, what do you believe will be the end result? 
Thank you. 

Mr. BERNANKE. Earlier, we mentioned the 30th anniversary of 
the Humphrey-Hawkins Act. Thirty years ago was also the creation 
of the Community Reinvestment Act (CRA), the premise of which 
was to address the fact that banks were not lending in certain 
neighborhoods—there was red lining—and that it was important to 
extend credit to low- and moderate-income people. The develop-
ment of the subprime lending market made that feasible to a sig-
nificant extent. And I agree with you that legitimate, well-under-
written, well-managed subprime lending has been constructive. It 
does give people better access to credit and better access to home 
ownership. 
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Moreover, regulations should take care not to destroy a legiti-
mate part of this market, even as we do all that we can to make 
sure that bad actors are not taking unfair advantage or confusing 
or misrepresenting their product to people who are essentially 
being victimized by them. 

So it is our challenge—and we take it very, very seriously—to 
provide regulation and disclosures that will allow this market to 
continue to function, but at the same time to eliminate some of the 
bad aspects that we have seen in the last couple of years. 

The CHAIRMAN. The gentleman from Connecticut, Mr. Murphy. 
Mr. MURPHY. Thank you, Mr. Chairman, and thank you, Mr. 

Chairman, for coming here today. I want to spend just a few min-
utes on a subject that within, we think, the next 5 or 10 years is 
going to account for about $1 out of every $5 spent in this economy, 
and that is health care spending. We talked a lot about food and 
energy costs today, and that is probably in part because they tend 
to rise and fall with some degree of drama, and they tend to get 
some headlines in the newspapers. But the fact is what we have 
seen in health care spending is a very slow but steady growth in 
the rate of our GDP that is dedicated to health care spending going 
from about 8 percent in 1980 up to bordering on 16 to 17 percent 
today. 

There seem to be two schools of thought, and I probably fall in 
the first one, but I would like to get your thoughts on this, Mr. 
Chairman. The first is that this is a very dangerous trend with $1 
out of every $5 being spent on health care spending; that is less 
money available to our economic sector for growth, and less money 
available to consumers for discretionary spending. On the other 
hand, as opposed to the increases in spending in energy and food 
costs, that money is generally almost completely being recycled 
back into our own economy rather than with energy costs and food 
costs. Much of that money is going outside of the United States 
economy. 

So that is a very broad way of asking what your thoughts are 
and how troubling you believe the trend is towards more of our 
GDP and more of our economy being dedicated to health care 
spending. 

Mr. BERNANKE. Well, there have been interesting studies about 
the cost-benefit of this extra spending that we have been doing. 
The general view is that the money we have spent on things like 
improving recovery from heart attack, on mental illness, and on 
some other major categories of disease has been worthwhile in that 
the benefits of life expectancy, productivity, and so on does exceed 
the cost. That being said, it is not inconsistent to say that we prob-
ably could achieve the same health outcomes at a lot less cost if 
we had a more efficient system. 

Of course, this is a huge issue about how to achieve greater effi-
ciency. I would like to point out that this has become extremely im-
portant, not just to the share of GDP issue as you mentioned, but 
also as a fiscal matter—as Medicare and Medicaid become huge 
portions of Federal spending, and also as a generational matter, as 
we have become an increasingly older society and young people are 
responsible for the maintenance of the retired. To the extent that 
older people require additional medical care, that care is becoming 

VerDate 0ct 09 2002 11:48 Nov 15, 2007 Jkt 038392 PO 00000 Frm 00042 Fmt 6633 Sfmt 6633 K:\DOCS\38392.TXT HFIN PsN: TERRIE



39

more and more expensive and puts a heavy burden on the younger 
generation. So there are some important reasons. While health care 
is a wonderful thing and is certainly worthwhile, there are very 
good reasons to improve the efficiency of the system. 

Mr. MURPHY. I certainly appreciate your thoughts on that. I 
share your view that we can get very similar, if not better, out-
comes for less money spent within the system. The last related 
question is in regard to global competitiveness in relation to the 
costs being borne by American businesses on health care costs 
versus competitors in other countries who simply aren’t required to 
bear the burden of providing health care for their employees. Do 
you, as you look at the future outlook of American competitiveness, 
worry about the burden that American businesses have to bear re-
garding health care costs? 

Mr. BERNANKE. Well, there is some complexity to that issue be-
cause, even in a society where government provides health care, 
corporations still have to pay taxes to support that. So, it isn’t free. 
That being said, the more resources are unnecessarily consumed by 
health care—as opposed to the part which is valuable—clearly low-
ers the overall productivity of our society and the lower our living 
standards will be in the long run. So, it is a first-order issue to 
make sure that our health care system is delivering good outcomes, 
but at a reasonable cost. 

Mr. MURPHY. Thank you very much. Thank you, Mr. Chairman. 
The CHAIRMAN. The gentleman from Delaware. 
Mr. CASTLE. Thank you, Mr. Chairman, and thank you, Chair-

man Bernanke. I would like to go to something that you have in 
your written comments, and you also spoke about orally when you 
spoke, and that is inflation. I am afraid maybe I didn’t understand 
inflation as well as perhaps I thought I did coming in here. But you 
talk about core inflation here, which apparently excludes food and 
energy prices. And there is also a reference to an annual inflation 
rate of 4.4 percent in the first 5 months of this year. I don’t know 
if that does include the food and energy. 

Mr. BERNANKE. Yes. 
Mr. CASTLE. Apparently it does. Why are food and energy ex-

cluded from core inflation? And when you speak generally about in-
flation, or giving the rate such as 4.4 percent, are you generally 
giving a noncore inflation and giving inflation including energy and 
food? I mean, energy is a major component of virtually every house-
hold in this area, but also there is a lot of major businesses in the 
country as well. I realize it is subject to short-term happenings, 
and obviously food prices are also subject to short-term weather 
events and other things. There may be some logistical problems in 
terms of inflation. But it just seems to me to exclude them from 
any form of inflation measurement would not be correct. 

And my follow-up to that question, if you can answer at the same 
time, is should we be concerned that persistently elevated food and 
energy inflation might presage an increase in that core inflation, 
since it is already not included there. 

Mr. BERNANKE. The dual mandate says price stability, it doesn’t 
say price stability without energy and food. The Federal Reserve is 
concerned about the overall inflation rate, that is our long-term ob-
jective in the sense of maintaining price stability. But there are 
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some technical issues involved in achieving that. In particular, 
when oil prices rise sharply, as they have in the last few months, 
there is really not much the Federal Reserve can do in a short pe-
riod of time to reverse that. Rather, what we have to do is look for-
ward 1 to 2 years, which is the horizon over which monetary policy 
has its effect. And so we really have to ask ourselves, what is the 
underlying trend of inflation going forward? 

What is the best forecast of inflation going forward? Because en-
ergy and food prices have been so volatile up and down historically, 
the core portion, which excludes energy and food, is sometimes a 
better indicator of where sort of the trend of inflation is going to 
be a year or 2 from now. So, it is not that we think core inflation 
is more important in itself, or rather we think it is an important 
indicator of the underlying inflation trend. 

So by paying attention to core inflation, we are, in a way, saying 
that this is how we hope to maintain stability in overall inflation 
over the horizon in which the monetary policy can be effective. It 
is a concern, as I mentioned in my remarks, if energy and food 
prices rise a lot and you have very high overall inflation. It is a 
concern that the public will begin to expect higher inflation. That 
will, perhaps, then creep into core inflation and raise the inflation 
trend, which we don’t want to happen. So we pay attention not only 
to core inflation, we also look at inflation expectations as an indi-
cator of what people think is the longer term behavior of inflation. 

Mr. CASTLE. I want to change subjects here, but I hope that be-
cause something that has volatility wouldn’t necessarily be ex-
cluded from the inflationary rates, as far as I am concerned. I want 
to ask you about where you are with Regulation Z. I don’t know 
if Regulation Z is going to be the answer. As far as credit card 
plans are concerned, this obviously is what you, the Fed, look at 
in terms of the disclosures of what should be in there. It is the first 
comprehensive review of Regulation Z since, I think, 1980 or 1981, 
something like that. We have had a hearing on that here. And I 
know that you have issued your initial statement and comments 
being made. What have you learned in the comments and when do 
you expect to finalize the rule? Are you at a comfort level to resolve 
some of the concerns that I think most of us on this committee 
have with the credit card industry? 

Mr. BERNANKE. We issued the Regulation Z rules on credit cards 
in May for comment. It was a very comprehensive review of all the 
regulations applying both to credit cards and to other revolving 
credit. The comment period is open until October. After that we 
will move as expeditiously as possible to issue a final rule that will 
apply to credit card issuers. We are also, as you know, doing a com-
plete overhaul of Regulation Z as it applies to mortgage lending. 
We have had a series of hearings on that. 

We are also, as we did with credit cards, going to do consumer 
testing to make sure that people can understand the disclosures. 
That is going to take a while. It will probably be next year in 2008, 
as we come to some conclusions on that. But in a nearer term, in 
order to address some of the current issues in the subprime mort-
gage market, we have taken off a few elements that we think we 
can move on more quickly relating to solicitation and advertising 
of mortgages and when you have to give information to consumers, 
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how quickly you have to make those disclosures. So there is some 
element to that that we think we can move up. The full Regulation 
Z on mortgage lending, however, is going to still take a while be-
cause of the need to do consumer testing. 

Mr. CASTLE. Thank you, Mr. Chairman. 
The CHAIRMAN. The gentleman from Massachusetts. 
Mr. LYNCH. Thank you, Mr. Chairman. 
The CHAIRMAN. I very much appreciate the Chairman staying 

with us. After 21⁄2 hours, you are entitled to call something a re-
hash when it is. We have, I think, four members left who haven’t 
asked questions. That should take us about 20 or 25 minutes, and 
that will give us time to finish the hearing. So if you can accommo-
date that, we would appreciate it. 

Mr. LYNCH. Thank you, Mr. Chairman. I will try to be brief. I 
do want to go back to an issue that Mr. Royce and others have 
talked about, the subprime mortgage problems that we have been 
having. In your own remarks, Mr. Chairman, you mentioned that 
the subprime mortgage sector has deteriorated significantly, the 
conditions there, and that reflecting mounting delinquency rates on 
adjustable rate loans continue to be a growing problem. You also 
note that one risk to the economic outcome is that the ongoing 
housing correction might indeed prove larger than originally antici-
pated with possible spillovers into the consumer spending area. 

And in addition, you made remarks that the recent rabid expan-
sion of the subprime market was clearly accompanied by deteriora-
tion underwriting standards, and in some cases, by abusive lending 
practices and outright fraud. And while we all agree that pro-
moting access, as you have noted, to credit and to homeownership 
are important objectives, we do, in my opinion, need to do some-
thing more concrete, not only going forward. And I appreciate that 
I know you worked with some other Federal supervisory agencies 
to issue a principles-based guidance and nontraditional mortgage 
regulation, and that in June, you issued a supervisory guidance on 
subprime lending going forward. 

But I do want to note that in Massachusetts, this is just one ex-
ample that I throw out there, Governor Deval Patrick instituted a 
moratorium working with mortgage lenders in Massachusetts, in-
stituted a moratorium on foreclosures and a coordinated workout 
process for some of those folks that were harmed because of the, 
as you have noted, abusive lending practices and in some cases out-
right fraud. 

And I was wondering, is there anything—it is sort of a two-part 
question. One, are we doing anything going forward more signifi-
cantly and more specific than described in your general guidance, 
and are we looking at all at possibilities working—I know you are 
working with the States—are we looking at any ways to maybe 
hold those people harmless or to mitigate the damage that might 
have been done because of abusive lending practices or that fraud? 

Mr. BERNANKE. Well, in terms of workouts, our supervisory letter 
emphasized to the banks and other lenders that we encourage 
them to look for loan modifications. Foreclosure involves a consider-
able financial loss to the lender as well as to the borrower. In many 
cases, it is economically beneficial to both sides to try a loan modi-
fication, and we encourage firms to do that. We have also been 
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looking at whether there have been some artificial barriers to doing 
modifications. 

For example, we have looked at some of the accounting rules that 
may serve effectively to make it more difficult to do modifications. 
We have also looked at some of the legal agreements involved in 
the securitization of mortgages, the pooled service agreements. So 
I think there are ways to facilitate this modification process by 
looking at some of the legal and accounting barriers that stand in 
the way. I think one thing that we should be a little careful about 
is not rewarding lenders for making bad loans. We don’t want to 
get into a bail-out where lenders who have made bad loans find 
themselves essentially getting paid off. 

So, what we need to do is work with borrowers to try to get these 
loans changed. A couple of things that we have observed, in many 
conversations with the industry, with consumer groups, and the 
like, is, first, one of the most basic things that a borrower can do 
is to call their lender since lenders often find that the borrower will 
not get in touch with them until they are well into the delinquency 
situation. If you see your rate about to reset several hundred basis 
points in the next 6 months, and you think that is going to be a 
serious problem, then you probably should talk to your lender in 
advance to get more time to work that out. The other thing is that, 
unfortunately, lenders are very reluctant to do sort of mass restruc-
turing. It is a very labor intensive, loan-by-loan kind of process, 
and we don’t really see a way around that, except to try to provide 
support, encouragement, counseling and the like, to facilitate this 
process. 

Mr. LYNCH. Lastly, turning to another issue. We talked a lot this 
morning about the deplorable savings rate here in the United 
States. And from our own example here in the Congress, we have 
a Thrift Savings Plan where there is a match. I know a lot of em-
ployers have incentivized savings among employees. Is there not 
some model out there that we could use to expand that across the 
Nation to incentivize people to save with that match maybe? Cer-
tainly it is doable. I think if we created incentives for employers 
in the Tax Code, treated them more favorably if they set up these 
matched savings plans within their companies, I think that we 
could do great things for the United States and reduce our reliance 
on foreign investment and reduce our foreign borrowing. We could 
do a lot more for our citizens if we just induced that behavior. I 
am wondering if you had any thoughts on that? I yield back. 

Mr. BERNANKE. Just a couple. The pension bill that was passed 
by Congress recently had a provision that allows employers to cre-
ate savings plans with an opt-out provision. That is, the employee 
is put into the savings plan unless they explicitly request to be let 
out. There is a lot of research which suggests that with that opt-
out approach, most people will stay in the saving plan, and you ac-
tually get very significant effects that way. I have a couple of other 
thoughts. First, one might consider using the existing Social Secu-
rity system. There was a big debate here in Congress about 
carveout accounts. Something that might be less controversial, pos-
sibly, would be an add-on account, whereby individuals had a 
chance through their payroll taxes to contribute to an independent 
account that would be in their name. 
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Finally, I think it is probably worth taking a look at the long list 
of savings programs and incentives that now exist in our Tax Code 
and in our government policy. They are quite confusing and some-
times somewhat contradictory, so there might be some benefits to 
simplifying our savings programs in a way that people can under-
stand better and provide more explicit incentives for saving. While 
I think there are some things to do, the truth is, we have never 
found the magic bullet to induce the public to save a good deal 
more. 

The CHAIRMAN. The gentleman from New York. 
Mr. MEEKS. Thank you Mr. Chairman. Chairman Bernanke, 

thank you. I first want to make sure that I associate myself with 
many of the comments of my colleagues, a concern about the grow-
ing disparities that are taking place here between those who have 
and have not and the middle class and the pains that they are feel-
ing. And as a result, folks are trying to figure out what is the best 
way to do it. Some have suggested that maybe we should take a 
pause in pursuing trade and investment legalization with some of 
our trading partners. So my first question, I am going to go in two 
areas, and this area is, would there be any economic benefits or 
losses to the United States if, in fact, we did take a short pause 
in pursuing trade legalization and investment with some of our 
trading partners? 

Mr. BERNANKE. I think it would be very costly economically to do 
that, both because there are many benefits to expanding trade in-
vestment and because if you interfered with existing trade invest-
ment relationships, that could be very disruptive. The main con-
cern about trade is that, even if it provides general benefits to the 
economy, there are some people who are worse off because their 
company or their plant shuts down because of foreign competition. 
I think a better approach, rather than blocking trade, would be to 
try to assist those who are displaced to find new work, to get re-
training—and this could apply to communities as well as individ-
uals—to help them overcome the problems created by this dynamic 
change in the economy. So that would be my preferred approach, 
rather than just shutting down what has been for the economy, as 
a whole, a very beneficial direction. 

Mr. MEEKS. I heard the gentleman talk earlier about the trade 
assistance program currently; as we know, it doesn’t work, and it 
hasn’t been working. So I think that to the degree that we could 
use all of the mires as possible to come up with something that 
does, in fact, work. That is clearly what we have in place now. And 
it goes even bigger in trade, I think, because also people are losing 
jobs because of efficiency and technology. 

In fact, we probably lose a lot of jobs in regards to the technology 
that is being created today, and so we need something for the dis-
placement of all workers. And what we have today is not working, 
and we have to figure out something better. Otherwise the anxiety 
that individuals have will roll over to trying to do something that 
could be what you described, a disastrous situation. That is why I 
think we need to all focus on all levels in that regard. My other 
question in that particular area is foreign investment in the United 
States. It seems that it is growing. And my question to you is, do 
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you think that it will continue to grow and how important is for-
eign direct investment for the United States economy? 

Mr. BERNANKE. It will continue to grow. We have, as you know, 
a very large current account deficit, which means that our invest-
ment here in the United States greatly exceeds our own saving, so 
we are borrowing a great deal of money from foreigners. A lot of 
that borrowing is taking the form so far of selling treasury bills 
and other kinds of fixed income instruments. But in the future, I 
think it is quite likely that we will see more and more foreign di-
rect investment coming from abroad. Generally speaking, I think 
foreign direct investment (FDI) is positive for the economy. We are 
already the major recipient, the largest recipient in FDI in the 
world. Transplants that come, like the automobile transplants, pro-
vide jobs, they bring new technologies, and they bring managerial 
talent. There are also investments that don’t move quickly in a fi-
nancial sense. There are permanent kinds of investments. So I 
think they are beneficial. The Congress has recently, of course, just 
revised the CFIUS program to address whatever issues there may 
be of national security. It is really up to Congress to make sure you 
are satisfied with the provisions to ensure that acquisition of U.S. 
assets by foreigners doesn’t interfere in any way with national se-
curity. 

But putting aside that issue, I think there is a substantial ben-
efit to be had by having foreigners invest in our country, provide 
jobs here, provide capital, and provide technology for the United 
States. 

Mr. MEEKS. Let me go into another area. I only have time for one 
question, although I have many. With what is now becoming 
known in issues of managed funds, hedge funds, private equity, my 
question is related to, for example, the collapse of the long-term 
capital management where there was this concern about how ex-
posed the banking system was to LTCM. And so my question is, 
do you feel that currently we have adequate regulatory safeguards 
in place to make certain that say, for example, the collapse of a few 
major hedge funds won’t create a systematic risk for all of the 
banking industry? Do we have enough in place currently? 

Mr. BERNANKE. Well, you can never be too careful. We always 
have to keep alert and on top of the situation. But the President’s 
Working Group on Financial Markets recently issued a set of prin-
ciples which argues that the best way to discipline hedge funds and 
other pools of capital is through market discipline. 

What that means is that it is incumbent on the investors and on 
the counterparties and the creditors who work with those hedge 
funds to assure themselves that the risks, the leverage associated 
with the funds, is not excessive. From the supervisor’s or the regu-
lator’s point of view, it is our job to make sure that the investment 
banks who are dealing with the hedge funds are in fact managing 
their risks adequately and are getting sufficient information to pro-
tect themselves in case there are problems in a hedge fund. So, I 
think that is the right approach. It is not a laissez-faire approach. 
It does require that the supervisors and the regulators to look very 
carefully to make sure that the banks and investment banks are 
doing due diligence in their dealings with these pools of capital. 
But it seems to be the best approach that preserves financial sta-
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bility while allowing these pools of capital to perform the positive 
functions that they perform in the economy. 

The CHAIRMAN. Thank you. Let me just take 10 seconds. I appre-
ciate the answer, Mr. Chairman. It just occurred to me—it is one 
of the questions that we ask. Are all the counterparties subject to 
some regulation? That would be the question. 

Mr. BERNANKE. Not private investors. 
The CHAIRMAN. And should there then be something—I mean, if 

the main protection is to ensure that the counterparties, etc., are 
under the supervision, is there a problem with unsupervised 
counterparties? Do they reach a level where that could be a prob-
lem? 

Mr. BERNANKE. Well, it is less a question of making sure the 
hedge funds don’t fail. I mean, some of them are going to fail and 
that is not necessarily a bad thing. It is a question of making sure 
that the major institutions are secure in case there are problems. 

The CHAIRMAN. The gentlewoman from California. 
Ms. WATERS. Thank you Mr. Chairman. I would like to thank 

you again for holding this hearing. And I would like to thank you 
for all of the work that you have put into getting the Chairman 
over here today to make sure that we honor the work of Gus Haw-
kins, my predecessor. He is responsible basically for, as was de-
scribed, the 30th year of semiannual testimony on the economy and 
monetary policy by the Federal Reserve. The Humphrey-Hawkins 
Act was basically established by him. And the goals, as I under-
stand it, that had been established a year before Humphrey-Haw-
kins is what Mr. Hawkins focused on and that should be a part of 
these semiannual hearings. 

So thank you for recognizing that in your testimony. And let me 
just say that I have been very pleased about some of the speeches 
that you have made and the focus that you have placed on income 
equality. I would like to note that you certainly have been talking 
about this issue. I really want to cover several things today. I 
found myself feeling a little bit uncomfortable because as we talk 
about income equality, and we all know and feel that something is 
going on here, and that the gap is growing, what I don’t find is any 
real steps or answers to deal with it. I was talking with my col-
leagues here a little bit earlier about the ways in which the income 
of the average person is just going out the window. We have all 
this new technology, as well as new products in our lives with in-
credible fees. What an average family is paying for telephone serv-
ice now probably has been quadrupled based on the home had one 
telephone with an extension. Now everybody has a cell phone and 
you have to pay Internet charges. You have late fees; and you have 
to pay all these extraordinary banking fees if you don’t use a teller; 
and on and on and on. But I hear no discussion of these issues. 
And someone brought up even the amount of money that we are 
paying for health care, etc. You continue to talk about it in a tradi-
tional way and you talk about the increased costs of energy and 
food. But what about all of the new expenditures that the average 
family is confronted with today? I want you to talk about that. 

Second, on subprime mortgages, why is it that it has taken so 
long to know what was happening, and so many people have been 
hurt? Even the answers that you are giving us such as disclosure 
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are not adequate. And then you are talking about going back and 
taking a look at prepayment penalties, the use of escrow accounts 
for taxes and insurance, stated income, and low documentation and 
no documentation loans. The advocacy groups have been talking 
about this for years now. 

Why has it taken us so long to be of any real assistance to the 
average citizen out there? It is not enough, I think, to just talk 
about disclosure. First of all, why did it take us so long to find out 
what was going on in the subprime market? And why can’t you just 
come forward and say that there really should never be any no doc-
umentation loans? Why not even take a look at interest only loans 
and the resetting of the loans? Those are some problems that it 
shouldn’t take us another 2 years while people continue to be hurt. 
Why can’t we speed up the process and know in advance about 
these trends and at the time that these practices are being put into 
play, why can’t we know sooner than later? With that, I would just 
give you an opportunity to comment on it. 

Mr. BERNANKE. Well, on the first part of your comments, there 
are many issues that affect a consumer’s budget: energy; health 
care; a whole variety of items. Each one of these things is a big and 
complex problem. There is not a single solution. We are just going 
to have to address them piece by piece. So we talked about energy, 
we talked about health care, we talked about other aspects of the 
cost of living. Let me turn, though, to your very good question 
about subprime. 

First, there always have been some concerns about these prac-
tices; you are correct about that. But there was a period that lasted 
perhaps less than a year—late 2005, early 2006—when there was 
just a tremendous sea change, a deterioration in underwriting and 
its standards. That came about because of the confluence of a num-
ber of different events, including this huge demand for high-yield 
mortgage securities from Wall Street, the expansion of lenders out-
side the banking system where they are closely regulated, financial 
innovation, new kinds of products. An important factor was the fact 
that with high house prices, people were stretching for afford-
ability. All those things came together at the same time and under-
writing standards really deteriorated pretty quickly. 

And we have seen that of mortgages written in 2006, with many 
of them the first payment doesn’t get made; they get returned with-
in a few months. So, something seems to have changed in late 2005 
and early 2006. We were very active early on in providing guidance 
on best practices, on doing disclosure work, on doing fair lending 
reviews and so on. But it is clear, having seen some of these recent 
developments and asking my staff to do a top-to-bottom review, it 
does seem clear we need to take additional steps, which I have 
talked about today, and they include not just disclosure, but the 
rules. 

And among the rules we are considering are addressing low doc 
loans, escrow, some of these other prepayment penalties, and some 
of these other things you have mentioned. Some of these things 
have already appeared in our subprime mortgage guidance, which 
a lot of the States have adopted for their own, so a lot of these 
things are going to be put in place more quickly. But in terms of 
the rulemaking process, there are obviously some procedural steps 
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that we have to take. We have to go through a full process of get-
ting commentary and the like, and we can’t go faster than that. 

Ms. WATERS. Do you have any suggestions for legislation for us? 
We would move it a little bit faster if we understood it a little bit 
better and knew what to do. 

Mr. BERNANKE. I would be happy to talk about you about it, Con-
gresswoman. There are a number of different bills that have al-
ready been introduced, as you know, with many different aspects. 
I mentioned earlier the point about a national registration of mort-
gage lenders that are not bank lenders. You could, of course, if you 
wished, achieve some of the rules that we are trying to do through 
the rulemaking process more quickly, potentially through legisla-
tion. A very, very tough issue is the enforcement issue, because 
most of the lenders outside of the banking system are State-li-
censed. Some of the States are very good at enforcement, others 
have less resources. The question is what to do about that. 

Our approach has been to work more closely with the States and 
hope that we can get everybody working effectively together. So 
that is another question that you might want to be thinking about. 

The CHAIRMAN. Thank you. One of the things you just said was 
one of the causes of this phenomenon was we are only looking for 
a high yield. It was sort of an interesting thing where the need for 
the high yield created a product. I mean, it goes counter to being 
told, oh, we needed to do this to meet the housing need. There is 
almost a perversion of what ought to be the way the system works. 

Mr. BERNANKE. That is how markets work. People look for profit 
opportunities. 

The CHAIRMAN. Right. But when that leads to the creation of—
it undercuts the justification. The argument has been, oh, no, this 
is just a response to the demand for housing. And you are now 
talking about a somewhat different approach, which doesn’t mean 
you do away with it all together, but it affects how we deal with 
it if there is sort of an artificiality in the product driven by the de-
mand. The gentleman from North Carolina. 

Mr. MILLER OF NORTH CAROLINA. Thank you, Chairman 
Bernanke. There have been several members who have asked 
about income inequality. Mr. Hodes asked a series of questions that 
were very like the questions I have asked of you in your previous 
appearances before this committee. You said that in the last 5 
years the middle quintile of American families, in answer to Mr. 
Hodes, had increased, I think, real income had increased by 5 per-
cent, is that right? 

Mr. BERNANKE. The data I have is, I believe, if I recollect it cor-
rectly is the middle quintile of families with children. 

Mr. MILLER OF NORTH CAROLINA. Right. The middlest class. 
Mr. BERNANKE. So of the five quintiles, the one in the middle. 
Mr. MILLER OF NORTH CAROLINA. The middlest. 
Mr. BERNANKE. Yes. 
Mr. MILLER OF NORTH CAROLINA. Now, Mr. Castle asked you 

questions about core inflation versus total inflation. Are you back-
ing out of income growth core inflation or total inflation? 

Mr. BERNANKE. Total inflation. 
Mr. MILLER OF NORTH CAROLINA. The information that I have is 

that from November of 2001 until May of 2007, the wages of pro-
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duction workers, which is about 80 percent all workers, had in-
creased 17.28 percent and total inflation had increased 17.22 per-
cent, which is barely treading water. Is that an incorrect number? 

Mr. BERNANKE. That could be correct. I don’t know the exact 
number. But the real wages have not grown very much in the last 
5 or 6 years, that is true. 

Mr. MILLER OF NORTH CAROLINA. Okay. That is total inflation? 
Mr. BERNANKE. Yes. 
Mr. MILLER OF NORTH CAROLINA. What are you backing out? 
Mr. BERNANKE. If you have multiple family workers, for example, 

who change the number of hours they work, or if they have invest-
ment income of some kind. 

Mr. MILLER OF NORTH CAROLINA. What are you backing out this 
inflation rate? 

Mr. BERNANKE. I am totaling the CPI inflation rate. 
Mr. MILLER OF NORTH CAROLINA. Then I am looking at very dif-

ferent numbers. 
The CHAIRMAN. Will the gentleman yield? You are talking about 

wages? 
Mr. BERNANKE. I am talking about income. 
The CHAIRMAN. So if a second member of the family goes to 

work, it is going up. I think that is the explanation? 
Mr. MILLER OF NORTH CAROLINA. That may be the explanation 

then. But income wages are not keeping up with inflation or barely 
keeping up. 

Mr. BERNANKE. That is true. 
Mr. MILLER OF NORTH CAROLINA. In your discussion with Mr. 

Castle, and in your testimony, you gave the explanation for why 
core inflation doesn’t really include energy costs and food costs be-
cause traditionally those are the most volatile costs and that you 
would see more fluctuation than you would long-term trend. Is that 
generally the explanation for not including energy costs and food 
costs? 

Mr. BERNANKE. Again, it is not that we don’t care about it. We 
drive, we eat, we understand that inflation involves all prices, not 
just those that are not volatile. But the nature of monetary policy 
is, if we want to address inflation, there is nothing we can do today 
that is going to affect today’s oil price. We have to affect inflation 
over a period of 1 to 2 years, and therefore we have to ask our-
selves where is inflation going. 

Mr. MILLER OF NORTH CAROLINA. But my question is, do you 
really believe the increases we have seen in energy costs is simply 
a fluctuation and not long-term? Aren’t the pressures that have 
pushed gasoline prices to $3 a gallon or more at the pump a long-
term here to stay, the permit, not a fluctuation? Don’t you really 
believe—and in your testimony, you gave the reason for the in-
crease in food costs as being the cost of grains because grains are 
now being used for fuel production. Isn’t that permit, is that really 
a fluctuation? 

Mr. BERNANKE. The best guess is that food and energy prices, or 
at least energy prices, will stay high. The question, though, is 
whether they will keep rising at the pace that they have been ris-
ing. As best we can tell, as best as futures markets suggest, while 
they may remain high, they will not continue to rise at the same 
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pace. Now, that is a very uncertain judgment. I discussed in my 
testimony that this is one of the risks that we are examining. One 
of the things that could happen to make inflation more of a prob-
lem would be if energy prices in fact did continue to rise at the 
pace they have in recent years. 

Mr. MILLER OF NORTH CAROLINA. I have more questions, but I 
want to move on to subprime lending. Many people have asked 
about subprime lending. When I have asked in the past about 
subprime lending, it has been a pretty lonely effort. The concerns 
about subprime lending are not new for many of us. I introduced 
a predatory mortgage lending bill 4 years ago, 41⁄2 years ago, when 
I first came to Congress, and I dearly wish that Congress had en-
acted that legislation because we would not have seen the spike, 
the disastrous spike in foreclosure rates and the default rates that 
we have. There has been more discussion in the press about the 
spike in foreclosures in the subprime market has affected the sta-
bility, what it has done to hedge funds that hold portfolios than 
there has to how it affects the families who have lost their homes. 

You have talked some about the importance of homeownership, 
equity in homes, to the wealth of no class families. The information 
I have: there were about 900,000 residential foreclosures in 2005; 
1.2 million foreclosures last year; and there will be 1.5 million fore-
closures this year. As you have said, based upon the change in un-
derwriting last year, it is going to explode the year after that and 
the year after that. What is that doing to the wealth, to the life 
savings of families who are now facing foreclosure? 

Mr. BERNANKE. We have numbers which are a bit lower than 
yours, but I agree that the number is high and rising. It depends 
very much on individual circumstances. Frankly there are a few 
cases of investors who just walked away from a condo which they 
no longer thought was worth holding onto. But there are cases also 
of families who have refinanced, taken equity out of their home and 
now, given the situation, they will lose their home and some of the 
accumulated equity. 

Certainly, for some families, there is going to be an adverse fi-
nancial impact. There is also a concern, which I am very aware of, 
that there are certain communities in neighborhoods where if you 
have a lot of foreclosures within a square mile, the values of the 
other homes go down and so there is kind of a neighborhood effect 
as well. So yes, there are implications of this for financial markets 
because there are significant financial losses. But there are obvi-
ously also very important implications for household wealth build-
ing and for communities. 

Mr. MILLER OF NORTH CAROLINA. The adverse financial con-
sequence you refer to for a middle-class family who loses their 
home to foreclosure, they fall out of the middle class and into pov-
erty and probably will never climb out for the rest of their lives. 

The CHAIRMAN. I thank the members and I thank the Chairman. 
This has been very useful for us. I appreciate the endurance of 
Chairman Bernanke, and we will continue all of these conversa-
tions at a later date. 

[Whereupon, at 1:00 p.m., the hearing was adjourned.] 
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